S. Hrg. 107-152

WHAT IS THE U.S. POSITION ON OFFSHORE
TAX HAVENS?

HEARING

BEFORE THE
PERMANENT SUBCOMMITTEE ON
INVESTIGATIONS

OF THE

COMMITTEE ON
GOVERNMENTAL AFFAIRS
UNITED STATES SENATE

ONE HUNDRED SEVENTH CONGRESS
FIRST SESSION

JULY 18, 2001

Printed for the use of the Committee on Governmental Affairs

&

U.S. GOVERNMENT PRINTING OFFICE
75-473 DTP WASHINGTON : 2001

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



COMMITTEE ON GOVERNMENTAL AFFAIRS
JOSEPH 1. LIEBERMAN, Connecticut, Chairman

CARL LEVIN, Michigan FRED THOMPSON, Tennessee
DANIEL K. AKAKA, Hawaii TED STEVENS, Alaska
RICHARD J. DURBIN, Illinois SUSAN M. COLLINS, Maine
ROBERT G. TORRICELLI, New Jersey GEORGE V. VOINOVICH, Ohio
MAX CLELAND, Georgia PETE V. DOMENICI, New Mexico
THOMAS R. CARPER, Delaware THAD COCHRAN, Mississippi
JEAN CARNAHAN, Missouri ROBERT F. BENNETT, Utah
MARK DAYTON, Minnesota JIM BUNNING, Kentucky

JOYCE A. RECHTSCHAFFEN, Staff Director and Counsel
HANNAH S. SISTARE, Minority Staff Director and Counsel
DARLA D. CASSELL, Chief Clerk

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
CARL LEVIN, Michigan, Chairman

DANIEL K. AKAKA, Hawaii SUSAN M. COLLINS, Maine
RICHARD J. DURBIN, Illinois TED STEVENS, Alaska

ROBERT G. TORRICELLI, New Jersey GEORGE V. VOINOVICH, Ohio
MAX CLELAND, Georgia PETE V. DOMENICI, New Mexico
THOMAS R. CARPER, Delaware THAD COCHRAN, Mississippi
JEAN CARNAHAN, Missouri ROBERT F. BENNETT, Utah
MARK DAYTON, Minnesota JIM BUNNING, Kentucky

LINDA J. GUSTITUS, Chief Counsel and Staff Director
CHRISTOPHER A. FORD, Minority Chief Counsel and Staff Director
ELISE J. BEAN, Deputy Chief Counsel
MARY D. ROBERTSON, Chief Clerk

1)



CONTENTS

Opening statements:
SENALOT LEVIN ..ocuvieiiiiieiciiie ettt ettt e e te e e e e vaeeeeteeeetaeeesraeeeearneans
Senator Collins ..
Senator Carper

WITNESSES

WEDNESDAY, JULY 18, 2001

Hon. Paul H. O’Neill, Secretary of the U.S. Treasury .......cccccecvveeeviveencveernnnennne
Hon. Robert M. Morgenthau, Manhattan District Attorney, New York, New

Hon. Michael Chertoff, Assistant Attorney General for the Criminal Division,
U.S. Department of JUSEICE .....ceeeeevieieiiiieiiiieeciieeeiee e erveeeevee e veeeseaee e
Hon. Donald Alexander, former Commissioner, Internal Revenue Service
(President FOrd) ......oooooiiiiiiiiiiieeetee s
Hon. Sheldon Cohen, Former Commissioner, Internal Revenue Service (Presi-
AN JONTISOTL) wovveiieiiieiieeeieee e e e e e e s seesaaesaassaessaesseessannaens

ALPHABETICAL LIST OF WITNESSES

Alexander, Hon. Donald:
TESTIIMIONY ..eeievrieeeiiieeeitieeeiee e ettt eeteeestteeesbeeeesabeeessseeessseeesassseesssaeesnnseeennnnes
Prepared statement ...........cccoociiiieeiiiiiieeceeee e e
Chertoff, Hon. Michael:
TESTITMIONY ..eeievrieeeiiieeeitieerieeeerteeeete e e st e e e s beeeesabeeesseeeessseeesasseeeessseeesnsseeennnnes
Prepared statement ...........cccooeviiiieiiiiiciiie e e
Cohen, Hon. Sheldon:
TESTIIMIONLY ..eeieueiieeeiiieeeiiieeniteee st eeeteeestreeesbeeeesabeeessseeensseeesassseeesssaeesnnseeennnnes
Mongenthau, Hon. Robert M.:
TESTIMOILY ..eeiiueiiiiiitiieett ettt ettt et e et e et e st e e s aba e e sabeeeenaees
Prepared statement
O’Neill, Hon. Paul H.:
TESEIMOILY ..eeiiuetiiiiiiieeiitee ettt ettt e et e e et e e st eesabaeesabeeeennees
Prepared statement ...........ccoooviiiiiiiiiiiiiieeee e

EXHIBITS

1. Letter from U.S. Secretary of the Treasury Paul H. O'Neill, dated June
7, 2001, to G-7 Ministers Brown, Eichel, Fabius, Martin, Shiokawa, and
Visco, regarding the OECD tax haven initiative .........cccccoeveenviieiieniiinneenen.

2. Department of Treasury News Release, dated May 10, 2001, Treasury
Secretary O’Neill Statement on OECD Tax Havens ..........cccceeeeeeeenceeeneeannen.

3. Department of Treasury News Release, dated February 17, 2001, State-
ment By Treasury Secretary Paul H. O’Neill At The Post G-7 Press Con-
JOT@ILCE ..ottt ettt e et e e ettt e e sttt e e be e e et e e st e e e nbaeeenbaeeenstaeeenraaeenns

4. Letter from former Internal Revenue Service Commissioners Cohen, Alex-
ander, Caplin, Kurtz, Richardson, Thrower and Walters, dated June 7,
2001, to Secretary of the Treasury Paul H. O’Neill, regarding his Op-
Ed in the May 10, 2001, issue of The Washington Times ........ccccceeeuvevuene..

5. Chart: 2000 OECD List of Offshore Tax Havens ....

. Chart: Commitments Sought From Tax HAQUENS ........ccceeeevvveeecveeesceeeesueeanns

7. Chart: Number of U.S. Taxpayers Reporting Foreign Accounts and Num-
ber of Offshore Banks and Companies in 35 OECD Tax Havens .................

]

(I1D)

26
29
37
38

37
77

29
68

38

26
56

45

81

83

85

87
91
92

93



11.

12.
13.
14.
15.
16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

v

. Chart: Out of approximately 2000 accounts open in 1985, 95% of Guard-

ian Bank’s clients were U.S. citizens and virtually 100% were engaged
in tax evasion; testimony of John Mathewson, former owner of Guardian
Bank & Trust Ltd. in the Cayman Islands, March 1, 2001, hearing
before the Permanent Subcommittee on Investigations ...........ccccccevveeeennen.

. Letter of Commitment of the Republic of Seychelles, February 13, 2001 ....
. Letter from House Majority Whip Tom DeLay, dated June 20, 2001,

to Secretary O’Neill, regarding information exchange tax initiatives ..........

Memorandum from The Prosperity Institute, dated June 28, 2001, to
Secretary O’Neill, regarding request for meeting with Secretary O’Neill ...

Center for Freedom and Prosperity Special Alert, June 15, 2001 ................
Center for Freedom and Prosperity Strategic Memo, June 16, 2001 ....
Center for Freedom and Prosperity Press Statement, June 28, 2001 ..........
Center for Freedom and Prosperity Strategic Memo, July 5, 2001 ..............
;’gglNew York Times Editorial, “A Retreat on Tax Havens,” May 26,
The Wall Street Journal, “U.S. Could Abandon Initiative To Crack Down
on Tax Havens,” February 22, 2001 ........ccccceeviieeriieenniieenieeenieeeenveeeeivee e
The Miami Herald, “U.S. Won’t Pressure Offshore Tax Havens, O’Neill
Says,” May 11, 2000 ....ccoeieiiieeeiieeeniieeenieeeereeeeireeesereeeessseeessreeesssaessssseesnnnes
The Washington Post Op-Ed by David Ignatius, “The Tax Cheats’
Friends,” April 29, 2001 ......cccceiviiiiiiiieeeiiieeeinte et e esreessreeenreeeesereeeesaeeenes
Financial Times, “Avenue of the Americas: OECD Meets the XFL,” Feb-
TUATY 14, 2000 (oot e e e ettt e e e e e st e e e e s e sttt ae e e e s e e nnraees
The Washington Post Op-Ed by Robert D. Novak, “Global Tax Police,”
ADPTIL 19, 2000 ..ottt st sttt

Letter from Internal Revenue Service Commissioner Charles O. Rossotti,
dated July 17, 2001, to Permanent Subcommittee on Investigations’
Chairman Carl Levin, regarding Subcommittee inquiry on whether off-
shore accounts reduce U.S. taxpayers’ tax liability ...........cccocceeviviriiinienienn.
Letter from Donald C. Alexander, dated June 15, 2001, to Treasury
Secretary Paul H. O’'Neill, regarding “Tax Havens and Enforcement of
OUr Tax LAWS” ..oiiiiiiiiiiiiiieeeeeeteee ettt ettt et
Supplemental questions and answers of Treasury Secretary Paul H.
O NEIIL .ottt et s b et s b ettt et e et be e enees
Towards Global Tax Co-operation, Report to the 2000 Ministerial Council
Meeting and Recommendations by the Committee on Fiscal Affairs,
Progress in Identifying and Eliminating Harmful Tax Practices, prepared
by the Organisation for Economic Co-operation and Development ..............
Statement for the record of John T. Lyons, former IRS Assistant Commis-
sioner and former U.S. Competent Authority (USCA) responsible for ad-
ministering tax treaties and agreements ..........cccocceeereiieeeniieeeniiieeenee e
Statement for the record of Robert S. Mclntyre, Director, Citizens for
TaX JUSEICE .oouviiiiiiiiiiiieieeeet ettt
Statement for the record of Richard M. Hammer, International Tax Coun-
sel, United States Council for International Business .........c..cccccceeeeeunnnnenn...
a. “Current Status of OECD’s Harmful Tax Practices Initiative,” a state-

ment by the Chairman of the OECD’s Committee on Fiscal Affairs,

Mr. Gabriel Makhlouf (November 14, 2001) ......cccccevveeiveecirieeeeeeeeeiveeeeeen
b. The OECD’s Project on Harmful Tax Practices: The 2001 Progress

Report, OECD (November 14, 2001) ......ccccoieieeeieeeeiieeerieeeecreeeeeveeesevee e
“Stepping Up the Pressure on Tax Havens,” by David E. Spencer, Journal
of International Taxation (April 2001) .......cccccovieeeiiieeriiieeeree e evee e

Page

96
97

101

102
105
106
108
109

111

112

114

116

117

118

119

120

121

125

153

158

163

166

168



WHAT IS THE U.S. POSITION ON OFFSHORE
TAX HAVENS?

WEDNESDAY, JULY 18, 2001

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
OF THE COMMITTEE ON GOVERNMENTAL AF FAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 2:30 p.m., in room
SD-628, Dirksen Senate Office Building, Hon. Carl Levin, Chair-
man of the Subcommittee, presiding.

Present: Senators Levin, Carper, Stevens, and Collins.

Staff Present: Linda Gustitus, Chief Counsel and Staff Director;
Mary D. Robertson, Chief Clerk; Elise Bean, Deputy Chief Counsel,
Ken Saccoccia, Congressional Fellow; Greg Heath, Intern; Chris-
topher A. Ford, Minority Chief Counsel; Alec Rogers, Counsel to
the Minority; Eileen Fisher, Investigator to the Minority; Gary
Mitchell, Detailee/Department of Education; Bos Smith, Intern;
Cecily Cutbill (Senator Carper); Tara Andringa (Senator Levin);
Jim Williams (Senator Durbin); Janet Sinclair (Senator Thompson);
and Ann Fisher (Senator Cochran).

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good afternoon, everybody. Over 15 years ago,
this Subcommittee began a series of groundbreaking hearings on
the problems created by the use of offshore banks and offshore cor-
porations. Entitled “Crime and Secrecy,” these hearings and re-
lated staff reports presented a detailed yet sweeping picture of how
U.S. citizens were using offshore banks and businesses to launder
criminal proceeds and evade taxes using offshore secrecy laws to
hide their assets from U.S. law enforcement. The investigation re-
counted over 150 American prosecutions of crimes using offshore
bank accounts, corporations or trusts to hide funds related to drug
trafficking, financial fraud, bribery, tax evasion or other crimes.
One staff report included an IRS-prepared list of 29 offshore tax
ha(ilens—17 of which are on the tax haven list being discussed
today.

The Subcommittee did this work in full cooperation with the
Reagan Administration, which was deeply concerned about crimi-
nal activity using offshore tax havens. High-level Reagan Adminis-
tration officials testified at the Subcommittee hearings, worked
with Congress to pass legislation, launched new initiatives to
pierce offshore bank and corporate secrecy laws, increase informa-
tion exchange, and imposed sanctions on tax havens that refused
to cooperate with our law-enforcement efforts.

o))
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The Reagan Administration officials recognized that the problem
with offshore tax havens is not some abstract issue, but at its core
affects all American taxpayers. In a 1983 radio address, President
Reagan said this about tax evasion, “I agree with what one edi-
torial writer said about those who cheat. ‘When they do not pay
their taxes, someone else does—you and me’.”

The first Bush and the Clinton Administrations were just as con-
cerned and just as active. In 1989, the first Bush Administration
helped establish the Financial Action Task Force on Money Laun-
dering, and this has become the leading international body fighting
money laundering, and has spent countless hours wrestling with
money laundering problems in offshore havens. The Clinton Ad-
ministration worked with Congress to write the first nationwide
anti-money laundering strategy and worked internationally to
strengthen other countries’ anti-money laundering laws.

Offshore tax havens are countries that allow corporations, trusts
and other businesses to be established within their territory on the
condition that any business they conduct is only with persons who
are offshore, meaning with persons who are not citizens or domes-
tic businesses operating inside the country.

Offshore tax havens charge hefty fees for establishing and main-
taining an offshore business. The offshore businesses are often
shell operations, established by attorneys, trust companies or
banks within the offshore jurisdiction, and operate under corporate
secrecy laws that make it difficult to learn the true owner of a
business. These offshore businesses also usually open accounts at
banks licensed by the offshore jurisdiction and conduct financial
transactions under bank secrecy laws that make it difficult to trace
transactions or identify bank account owners.

The money deposited in these banks is usually held in cor-
respondent accounts that the banks have opened at larger banks
in the United States or other countries. Many of the offshore cor-
porations and trusts serve as mere place holders for individuals
who want to hide their identity and their activities.

The questions that we hope to answer today are how this admin-
istration views offshore tax havens, and whether it plans to con-
tinue the efforts of the United States and other countries to con-
vince offshore tax havens to cooperate with efforts to detect and
stop tax evasion and the criminal activity that is associated with
it.

Since the 1980’s, the list of offshore havens has doubled, from
about 30 to 60. The number of offshore companies has exploded,
with one country alone responsible for incorporating over 350,000
of those offshore companies. Assets in these offshore entities have
climbed from an estimated $200 billion in 1983 to an estimated $5
trillion today, including $3 trillion in offshore bank accounts. That
is a 25-fold increase. While some offshore tax havens have
strengthened their bank regulations, anti-money laundering con-
trols, and cooperation with international criminal and tax inves-
tigations, others have strengthened their secrecy laws, kept their
regulatory agencies starved for resources, and refused any coopera-
tion for tax collection purposes.

In 1999, this Subcommittee took a renewed look at offshore ha-
vens in connection with an examination of money laundering using
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U.S. private and correspondent banking services. The evidence was
similar to the 1980’s, with offshore banks and businesses being
used to launder illegal proceeds related to drug trafficking, finan-
cial fraud, tax evasion and other crimes. We will hear today that
despite significant advances, U.S. law enforcement officials con-
tinue to be stymied in their efforts to pierce bank and corporate se-
crecy laws in many offshore tax havens.

As the size of the offshore problem has increased, so has inter-
national concern.

Offshore havens, by their nature, are dependent upon the good-
will of other countries to operate. Offshore banks use correspondent
accounts with banks in leading financial centers around the world
to move, protect and invest their clients’ money. Offshore brokers
have to obtain access to other countries’ capital markets since they
are barred from the domestic markets of the countries that created
them, and offshore businesses must have clients from other coun-
tries as their customers since, by definition, offshore businesses are
prohibited from doing business in the country in which they are li-
censed.

During the 1990’s, the United States and other G-7 countries
used the Financial Action Task Force on Money Laundering, or
FATF, to urge countries around the world to strengthen their anti-
money laundering efforts. Then, in June 2000, for the first time,
FATF members drew up a list of countries that were not cooper-
ating with anti-money laundering efforts and threatened them with
sanctions if they did not improve. That listing had a remarkable ef-
fect on a number of countries, convincing them to improve their
anti-money laundering laws to get off or stay off the list.

Some of the listed countries have still failed to act and they are
scheduled to become subject to the first round of FATF sanctions
later this year. FATF sanctions reportedly include warning inter-
national corporations to not do business in these countries and re-
quiring banks to collect detailed information from customers before
conducting transactions in these countries.

A parallel effort was undertaken to increase international co-
operation on tax enforcement. This effort was undertaken by the
Organization for Economic Cooperation Development, or OECD,
which in 1996, with strong U.S. support, initiated a tax haven
project.

Like the FATF listing, the project issued a preliminary list of 35
tax havens in June of 2000,! and asked the listed countries to im-
prove their cooperation on tax matters or become subject to sanc-
tions in 2001. Tax haven countries were asked to make written
commitments in three areas: to provide effective information ex-
change on criminal tax matters by the end of 2003 and on civil tax
matters by the end of 2005; to revise their secrecy laws to increase
transparency, especially disclosure of ownership of bank accounts
and business structures; and to end any tax preferences given to
offshore entities.2 The listed countries were given until July 2001,
this month, to make the commitments or be included in a list of
uncooperative tax havens that would be subject to sanctions.

1See Exhibit 5, which appears in the Appendix on page 91.
2See Exhibit 6, which appears in the Appendix on page 92.
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At first, just like the FATF effort, the OECD tax haven effort
made progress. For example, last year, to avoid being listed and
sanctioned, the Cayman Islands issued a letter making the desired
commitments and agreeing to tax information exchange provisions
that it had flatly rejected for years. It was a surprising and wel-
come turnaround. The Cayman Islands was not alone. Nine other
jurisdictions: Aruba, Bermuda, Cyprus, the Isle of Man, Nether-
lands Antilles, Malta, Mauritius, San Marino and the Seychelles
made similar commitments.! Almost all the other countries on the
year 2000 tax havens list began dialogues with the OECD about
c}flfanging their ways. That is the power of a concerted international
effort.

However, instead of issuing a final list of uncooperative tax ha-
vens this month and initiating sanctions, the OECD’s effort fal-
tered when in May, U.S. Treasury Secretary Paul O’Neill an-
nounced that he had “serious concerns” about the project. Secretary
O’Neill said it could be seen as suggesting that, “low tax rates are
somehow suspect,” and as trying to “dictate” higher tax rates in
low-tax jurisdictions.2 Now, that criticism was made even though
the project had accepted commitments from the Cayman Islands
and then exempted it from the tax havens list, all the while the
Cayman Islands maintained a zero income tax rate.

Secretary O’Neill’s actions were viewed by the international com-
munity and the media as a major retreat by the United States.
Headlines read as follows: The Wall Street Journal, “U.S. Could
Abandon Initiative To Crack Down On Tax Havens”; the Miami
Herald, “U.S. Won’t Pressure Offshore Tax Havens, O’Neill Says”;
the New York Times, “A Retreat On Tax Havens.”3

Frankly, many of us in Congress who worked on tax haven issues
over the years were stunned. Today’s hearing was called so that
Secretary O’Neill could explain the position of the administration
with respect to tax havens and to clear up any confusion.

We understand that the United States and its OECD allies have
successfully concluded negotiations on a proposal that is agreeable
to all parties.# While press reports suggest that the United States
will support the revised OECD tax havens project, opponents of
international efforts to crack down on tax havens still claim the op-
posite.

For years now, offshore tax havens have damaged U.S. interests
by facilitating crime, money laundering and tax evasion. An esti-
mated $70 billion in U.S. tax revenue is lost each year to assets
hidden offshore, a figure so huge that if even half that amount
were collected, it would pay for a Medicare prescription drug pro-
gram without raising anyone’s taxes or cutting anyone’s budget.

Besides robbing U.S. taxpayers of this revenue, uncooperative
offshore tax havens are an ongoing affront to honest taxpayers.
U.S. citizens have one of the best records of voluntary payment of
tax in the world today, because they are willing to pay their fair
share to keep this country great and enjoy the benefits of a strong

1See, for example, Exhibit 9, which appears in the Appendix on page 97.

2See Exhibit 2, which appears in the Appendix on page 83.

3See Exhibits 16, 17 and 18, which appear in the Appendix on pages 111, 112, and 114 re-
spectively.

4See Exhibit 29, which appears in the Appendix on page 166.
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defense, safe food, clean water, good roads and the other advan-
tages that this country offers. Tax evasion is a crime in this coun-
try. It is a serious crime because it undermines overall confidence
in the tax system and it deals a terrible blow to the basic fairness
that makes our democracy work.

Too many offshore tax havens continue to play host to crime and
tax evasion. It is in the national interest of this country to respond,
as it has been since the Reagan Administration took on this issue.
Tax evasion means higher taxes for honest taxpayers, and it is a
problem that deserves immediate attention and tough action. We
have tried going after tax havens on our own, but they pose an
international problem requiring an international solution.

Our hope in this hearing today is to find out whether the United
States will continue its efforts to detect and stop tax evasion in off-
shore tax havens, whether it will continue to play a constructive
role in the international effort to detect and stop tax evasion, and
whether the United States is still committed to both tax informa-
tion exchange, that is the core of the project, and to sanctions for
offshore tax havens that refuse to change their ways.

Senator LEVIN. Senator Collins.

OPENING STATEMENT OF SENATOR COLLINS

Senator COLLINS. Thank you, Mr. Chairman, and I want to
thank you for convening this hearing. You have been the Senate’s
leader in the effort to crack down on money laundering and I look
forward to hearing from our witnesses today. Much of our discus-
sion today will focus upon a framework for collective multinational
action proposed by the Organization for Economic Cooperation and
Development (OECD). The OECD’s goal of eliminating what it has
called harmful tax practices has focused upon developing a frame-
work whereby OECD-member countries, including the United
States, Japan and most of the nations of Western Europe, would
use financial pressure in order to force offshore tax havens to
change some of the practices that make them notorious jurisdic-
tions of choice for tax cheats.

For the countries of the OECD, this has been a high priority be-
cause many billions of dollars are believed to be lost each year in
foregone tax revenue from citizens who hide income from domestic
tax authorities by concealing it in bank accounts in jurisdictions
with strict bank secrecy rules, but little or no income tax of their
own. The OECD has proposed a mechanism by which countries
with particularly egregious practices would be designated as harm-
ful tax havens and pressured to reform.

As Senator Levin indicated, this Subcommittee is very familiar
with the practices of offshore jurisdictions with strict bank secrecy
rules. The Chairman’s previous hearings on money laundering
demonstrated that such jurisdictions are, indeed, popular banking
locations for those seeking to hide illicit funds or simply unreported
income from law-enforcement authorities in their home countries.
One witness at our March hearing, for example, testified that he
believed the vast majority of his clients at his offshore bank were
American citizens engaged in tax evasion.l It is obviously impos-

1See Exhibit 8, which appears in the Appendix on page 96.
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sible to know with any certainty exactly how much money is con-
cealed in this fashion, but some estimates of lost U.S. tax revenues
are as high as $70 billion a year.

This clearly is no small problem and it is easy to see why OECD
governments would want to reduce the number of jurisdictions that
offer themselves as safe havens to such tax scofflaws. As it was
originally proposed, however, the OECD’s framework raised some
significant and legitimate concerns, particularly with regard to that
organization’s broad definition of a tax haven that might ultimately
be subject to financial sanctions by OECD governments, and with
regard to its general thrust against what has become known as tax
harmonization.

According to the organization’s 1998 report on this subject, for
example, simply having no or nominal taxation might alone be suf-
ficient to identify a tax haven if that country offered or was merely
perceived to offer itself as a place where nonresidents could escape
taxes in their home country. Particularly, given the OECD’s talk of
the damaging effect that countries with low tax rates had in at-
tracting capital from other higher tax countries, it is not difficult
to understand why some critics feared that this program, which
had the support of the Clinton Administration, sounded less like an
initiative for fighting tax evasion than a program for encouraging
low-tax jurisdictions to raise their taxes so as to provide less eco-
nomic competition for the generally higher-tax countries of the
OECD.

The current administration has raised some legitimate questions
about the specter of imposing multinational sanctions upon coun-
tries, simply because they had adopted certain low-tax economic
policies. At the same time, however, the Bush Administration has
supported measures that would target the real problem the OECD
framework is designed to fight, and that is tax evasion. Secretary
O’Neill has called for improved case-by-case information sharing
between government tax authorities to help make it harder to con-
ceal income unlawfully in a secrecy jurisdiction. This, after all, is
something our government already does with many countries, with
a number of safeguards intended to prevent the abuse of personal
financial information given to other governments in connection
with civil or criminal tax enforcement proceedings.

The United States has an extensive network of bilateral tax trea-
ties and other intergovernmental information sharing agreements.
Reaching similar arrangements with today’s tax havens under the
OECD framework would be an important step toward ensuring not
only the improved enforcement of U.S. tax laws, but also more ef-
fective U.S. prosecution of money launderers, drug smugglers, and
other criminals who may seek to hide their elicit gains in overseas
bank secrecy jurisdictions. As Secretary O’Neill put it in a letter
published in May of this year, “the United States needs informa-
tion from offshore tax havens in order to prosecute tax evaders.”?
An international organization such as the OECD “can be used to
build a framework for exchanging specific and limited information
necessary for the prosecution of illegal activity.”

1See Exhibit 2, which appears in the Appendix on page 83.
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Mindful of the potential dangers of opening the door to tax har-
monization, the Secretary called for the OECD effort to be, “re-
focused on the core element that is our common goal: the need for
countries to be able to obtain specific information from other coun-
tries upon request in order to prevent the illegal evasion of their
tax laws by the dishonest few.” Thanks in large measure to Sec-
retary O’Neill’s efforts, I understand that the OECD is now on the
verge of agreeing to focus upon information exchange and trans-
parency and to lessen its previous focus on tax harmonization.

I also understand that Secretary O’Neill has asked his staff to
carefully assess the range of anti-money laundering programs now
underway at the Treasury Department. As I understand it, he in-
herited a department unable to even tell how much it spends to
fight money laundering. The Treasury Department itself appar-
ently has come up with estimates that differ by more than $300
million, and there does not seem to be any clear idea of exactly
what should be counted as an anti-money laundering program in
the first place.

I support Secretary O’Neill’s efforts. I believe it is high time for
the department to figure out not only how much is being spent, but
also which programs are effective in the important fight against
money laundering. We in Congress, and on this Committee, in par-
ticular, spend a great deal of time trying to get government agen-
cies to identify meaningful criteria by which they and we can judge
their effectiveness.

I hope that Secretary O’Neill will use this opportunity to identify
what works best in fighting against money laundering, so that the
department can use its limited resources more effectively. We will
accomplish more in the fight against such crime if we focus our at-
tention upon those programs that work best in eradicating it.
Again, Mr. Chairman, I look forward to hearing from our witnesses
today and I appreciate your efforts in this regard.

Senator STEVENS. Excuse me, I have to leave to attend another
hearing.

Senator LEVIN. Thank you, Senator Stevens.

Senator Carper.

OPENING STATEMENT OF SENATOR CARPER

Senator CARPER. Mr. Secretary, how are you doing? You look like
you are holding up well. Thank you for being with us today and
for sharing your input. How is John Duncan doing? John was the
chief of staff to Bill Roth, my predecessor, and as a Senator for
some 30 years, Senator Roth was Chairman of the Governmental
Affairs Committee, and as I recall, back in the mid-1980’s, he held
hearings as a Member of the Committee, maybe even Committee
Chairman at the time, to highlight offshore tax havens. It is kind
of ironic given his history and seeing John out here and having you
before us today and sitting in this seat. Somehow it seems appro-
priate.

There is one thing I want to add to the comments we have heard
from Senator Levin and from Senator Collins. We are experiencing
a drop-off in revenues into the Treasury, and as we debate the ap-
propriation bills in the Senate this week, today, next week, the
next couple of weeks, I am reminded that the revenues are drop-
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ping and the appetite for spending is still pretty robust. We need
to find wherever there is a dollar or two that is owed to the Treas-
ury, we need to find it and get our hands on it. If you ask most
people if they want to pay more taxes, they say no, thank you, but
they still want their favorite program to be funded. People do not
like the idea that they pay their fair share of taxes and somebody
else does not. This is just one that we take seriously in Delaware
and have for a long time, and we look forward to hearing from you
and to working with you to make sure that all of us are paying our
fair share. Thank you.

Senator LEVIN. Thank you, Senator Carper. Our first witness
this afternoon is the distinguished Secretary of the Treasury, Paul
O'Neill, and we are really very pleased to have you with us, Mr.
Secretary. I particularly appreciate the fact that you were so re-
sponsive to my request to testify before this Subcommittee. We ap-
preciate the cooperation that you and your staff have shown to this
Subcommittee, and we look forward to hearing what you have to
say this afternoon.

We have a rule here called Rule 6, which requires all witnesses
to take an oath to testify before this Subcommittee, and at this
time I would ask that you please stand and raise your right hand.
Do you swear that the testimony you are about to give to this Sub-
committee will be the truth, the whole truth, and nothing but the
truth, so help you, God?

Secretary O’NEILL. I do.

Senator LEVIN. Mr. Secretary, we have a timing system here
which we use, and we would ask that you take a look once in
awhile, and when the green turns to yellow, that you conclude your
remarks. All of your prepared statement will, of course, be printed
in the record. We are going to try to limit testimony of all of our
witnesses to 10 minutes and ask that you try to stick to that if you
possibly can, and then we will have more time for questions. Thank
you again for joining us.

TESTIMONY OF HON. PAUL H. O'NEILL,' SECRETARY OF THE
U.S. TREASURY

Secretary O’'NEILL. Thank you, Mr. Chairman, for arranging this
hearing and inviting me to be the lead witness. It is nice to be here
with you and with Senator Collins. Thanks very much for your
comments, and for the question about how John is doing. I tell you
what, I am going to give him a passing grade as soon as he gets
all of my nominees released. Until then, he is on probation.

Mr. Chairman, with your permission, I will simply introduce for
the record my prepared statement and maybe make just a few in-
troductory remarks and then open myself for your questions, so I
do not take too much time, because I do know you have a full group
of interesting witnesses that you need to hear from.

Let me do this as simply as I know how. I was fascinated by your
introductory statement and your citation of the Wall Street Journal
and the Miami Herald, and there are other newspaper accounts
that are in the book. One of the things I find fascinating, frankly,
coming back to Washington after being away for awhile, is to find

1The prepared statement of Secretary O’Neill appears in the Appendix on page 45.
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the degree, in this case in every specific instance, where the things
that you cited are really editorial comment masquerading as news,
and I would make that distinction in this sense.

I do not think that there is anything I have said, either on the
record or off the record, about the OECD project or money laun-
dering, that anyone I know would disagree with. What people seem
to disagree with is the representations that have been made about
what I may have meant or what I may have inferred. No one has
challenged me on the principles, which I believe are the right prin-
ciples with regard to the OECD project, which are namely these:
That we in the United States—as a matter of fact, I took a sworn
oath to pursue the absolute, 100-percent fulfillment of the law, exe-
cuting and pursuing the law as it has been written and enacted by
the Congress and signed by the President of the United States over
a period of 225 years, and take that obligation very seriously. Part
of that obligation, in this case, is, as I understand it, to pursue to
the ends of the earth those people who have tax obligations to the
United States, which they seek to avoid or evade.

In that regard, there is no doubt, as you know very well, because
you have been, as Senator Collins said, a leader on this subject—
there are people in our midst who are citizens of the United States
who choose to and try to use every means that they can to avoid
paying their fair share of taxes, and as you said, that means the
rest of us are—quoting President Reagan—“the rest of us pay the
taxes of those who choose not to do so.” I find no one who disagrees
with me that we should pursue every legitimate way that we can
to ensure that people pay their exact, correct amount of taxes, and
that necessitates, because there are lots of global dealings now,
that we have arrangements to collect and be able to use informa-
{,)i(in from jurisdictions all around the world to fulfill that responsi-

ility.

The second principle that I have laid down and have been very
clear about is that I do not think it is appropriate—perhaps I am
wrong on this—I do not think it is appropriate for the United
States or the OECD, for that matter, to tell any sovereign Nation
what the structure of its tax code should be, period. We may not
like what other countries do, but I do not think it is our right to
tell other countries what their tax structure should be.

I would say to you I found no one who disagrees with these two
principles. When I got the reaction, indirectly, I must say, from
some of the people who are involved in the OECD project, that,
“Well, for goodness sake, we agree with these principles, and we
are not trying to do anything else,” I said, “Wonderful, then we
have no disagreement. Let’s go on with our work.”

So, I must tell you I am really quite surprised, in a way, to see
the flurry of concern and activity, that somehow stating what
seemed to me to be clear principles creates in the minds of people
who buy their ink by the barrel, the suspicion somehow that there
is a bad motive in laying down principles which everyone says they
agree with. I am really quite surprised.

With regard, if I may, to the subject of money laundering for a
moment—and in this case I would say to you what I have been
doing in this area falls within the aim of what I think my responsi-
bility is as Secretary of the Treasury, to be Secretary of the whole
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Treasury. And by that, I mean something beyond working on the
fascinating subjects of international monetary policy and the IMF
and the World Bank and all the rest of those very exotic things.
I think I have a duty to ensure that the Treasury Department not
only executes the laws faithfully, but efficiently and effectively, and
so I have raised questions about every single thing within the
Treasury Department, to first of all understand what it is we are
supposed to be doing and then to raise questions about how we
could do it better.

For example, our laws that were written in 1934, and this was
one that I was involved in yesterday, require us to collect $300 mil-
lion from nonalcoholic users of—people who use alcohol for non-
beverage purposes—we collect $300 million from them and then
give it back to them in a so-called drawback process. Does that law
which requires the use of many intelligent people make any sense
removed from 1934? My answer to that is no. Why are we doing
it? Nobody seems to know.

In that same regard, I have said with regard to money laun-
dering, which I first began to be interested in when I made my
courtesy call on you as a nominee, and you and the staff showed
me the report from last year on what the U.S. Government was
doing in money laundering and taught me how to use the tables
in the back of the book that showed that according to last year’s
report, we, the Federal Government—not just the Treasury—we,
the Federal Government, are spending a billion dollars a year on
money laundering. Having been here—I am dating myself now—I
was remembering this today—when Lyndon Johnson was strug-
gling to keep the U.S. budget under $100 billion, a billion dollars
still seems like a lot of money to me.

When you and your staff taught me that we are spending $1 bil-
lion on money laundering, I was really quite impressed. A few
weeks later, as I began my pursuit of administrative efficiency and
effectiveness and faithful pursuit of the laws, I got around to sched-
uling meetings to talk to the people who are responsible for money
laundering, and I said to them that I am fascinated by how much
money we are spending. What are we getting? Show me some indi-
cation of how big is this problem and how much progress have we
made on it and how good are we at anticipating measures and
Cﬁuntermeasures to outfox the people who are guilty of doing all
this.

They said, “Well, here is a new report for this year, Mr. Sec-
retary,” and having learned from you where to look in the book, I
looked at the back of the book, and I was astounded to find that
from 1 year to the next our spending on money laundering went
down from $1 billion to $650 million. Having been in the budget
director’s or deputy director’s job for some years, I said to them the
only other program I can remember going down was a $16 million
program for Adis egypti, which was to kill mosquitoes with DDT
in the South, which eventually went away because it was environ-
mentally unsound.

I said I just cannot believe we have got a $350 million year-to-
year decrease, and they said, “Well, we don’t.” I said that is what
this report shows, because Senator Levin showed me one that said
we are spending $1 billion. They said, “Well, that is because a mis-
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take was made in the way the report was compiled last year.” I
said—now, this is public and private sector experience—my experi-
ence is if you find one rotten apple in the barrel, there will prob-
ably be some more. I would like to know how much of all the rest
of this should I believe if I cannot believe the top-line figure, that
is a published figure from the Federal Government saying we are
doing this, when we are not doing it at all. We are only doing two-
thirds of it.

Now, in truth, I must tell you, I do not even believe the $650 mil-
lion, because there are—how do I say this right? There are assump-
tions or inferences about levels of activity that are then multiplied
by the total spending of a department or agency that make up sub-
stantial parts of the $650 million.

My pursuit of this subject is not over, because I do believe, as
you have said, through the litany of history, that these are subjects
of great importance, that we should do everything we can to ensure
that every American pays every legitimate tax responsibility they
have. It is fairly clear, partly because of the enormous complexity
of our tax system, that is not happening today, in addition to the
reasons that are related to so-called tax havens.

I do believe that we can be and we will be much more efficient
in pursuing tax cheats, and bringing to justice those who launder
money, and hopefully getting at the activity behind the money
laundering in the first place. So, if you have a doubt, please have
no doubt about my determination that we will do a job that is bet-
ter than anything you have ever seen before in chasing tax evaders
and in finding money launderers and doing something about it, be-
cause we will have a connected process to accomplish these pur-
poses.

Senator LEVIN. Thank you very much, Mr. Secretary. We appre-
ciate that commitment that you expressed there at the end of your
statement.

Would you agree that secrecy is at the heart of tax haven oper-
ations and abuses, our inability to get information from those tax
havens?

Secretary O’NEILL. Yes, I do.

Senator LEVIN. That is the way tax havens advertise themselves.
They promise and promote secrecy and that is what people pay for
when they use these tax havens, but that is the heart of the prob-
lem, you would agree; is that correct?

Secretary O’NEILL. Actually, I do not think so. I think the heart
of the problem may be a human characteristic that is pretty hard
for us to do anything about, which is to cheat. The whole problem
begins with the intent not to do what your role as a citizen is. That
is the nub of the problem. There are then organizations and indi-
viduals who facilitate human weakness, and indeed, that is really
a heck of a problem, but underneath it, there are still an awful lot
of people who obviously do not want to fulfill their obligations as
a citizen.

Senator LEVIN. But you would agree that the advantage that
these tax havens offer and why individuals and corporations and
companies open accounts in these offshore jurisdictions is usually
the promise of secrecy?
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Secretary O’NEILL. Well, it is painting with a broad brush, but
all right. I suppose if we did a full listing of why are the reasons
that people would open accounts in different places, you can find
lots of different reasons. I puzzled myself about our own situation,
which I am sure you know, we do not tax investment interest in-
come for foreign-based individuals in the United States. I wonder
what that looks like from the other side.

Senator LEVIN. I am talking about the secrecy aspect here, not
the tax aspect.

Secretary O’NEILL. I understand. Well, we, in this particular
case, we have a secrecy aspect. We do not notify their government
that they had

Senator LEVIN. Upon request, we do not notify?

Secretary O’'NEILL. Well, I suppose we would if we had a treaty
with them. I am not sure that we would otherwise.

Senator LEVIN. But upon request with those countries with
whom we have agreements——

Secretary O’'NEILL. We would.

Senator LEVIN. And these tax haven countries, these offshore
countries will not enter into those kind of treaties with us; is that
not correct?

Secretary O’NEILL. I do not know. It looks to me like we are
making a fair degree of progress. If my memory serves me right,
we have got 66 treaties that provide for the free flow and exchange
of information, but with careful protection around the aspects of
privacy.

Senator LEVIN. How many of these tax havens countries do we
have treaties with?

Secretary O’NEILL. I do not honestly know, and when you say tax
havens countries——

Senator LEVIN. These offshore countries that have been listed ei-
ther by the OECD or by FATF; how many of those countries?

Secretary O’NEILL. Five.

Senator LEVIN. Five, all right. So, then, most of the ones on the
list we do not have an agreement with to disclose to us upon re-
quest; is that correct?

Secretary O’NEILL. Yes, but, Senator, I think the work that is
going on with the FATF and with the OECD is moving us in a di-
rection—it seems to me that we are making real progress with the
work that has gone on in the past and the work that is going on
now, to establish information treaties, because there does seem to
be a uniformity of agreement now, as Senator Collins indicated in
her opening statement, that we are all going to move ahead with
this together.

Part of what I heard about this subject early on, I heard at the
Hemisphere Summit of Finance Ministers, where the finance min-
isters from some of these small countries, from so-called tax havens
countries, were making a plea that they were being treated un-
fairly and with discrimination because the OECD was not applying
the same rules to itself that it was now going to impose on them.
When I was in the room last week at the G—7 meeting, Finance
Minister Trumanti, who is the new finance minister in Italy, who
is also a tax lawyer incidentally, one of the most respected tax law-
yers in Italy—he said to me, “You know, if some of this OECD
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work that was going on had continued the way it was, we would
have been found in Italy to be a tax haven by their definition,”
which I found really fascinating from one of the world’s experts
about tax policy.

Senator LEVIN. Let me get back to the tax secrecy issue and the
countries that we do not have tax agreements with—these offshore
countries that have thousands and thousands and thousands of
these accounts where we cannot get information—to try to see if we
cannot see what we are going to do about it, because that is the
important thing.

This is the testimony that we had from John Mathewson, who
said that: “out of approximately 2,000 accounts opened in 1985 in
his bank, 95 percent of Guardian Bank’s clients were U.S. citizens
and virtually 100 percent were engaged in tax evasion.”l Do you
have any reason to differ with that?

Secretary O’NEILL. No. This is the case I keep seeing.

Senator LEVIN. He is the only one that has ever come forward.

Secretary O’NEILL. I know. I keep asking, though, how come
there is only one?

Senator LEVIN. Because he confessed to a crime, that is why.

Secretary O’NEILL. I know, but if we are spending $1 billion a
year on this subject, why is there only one case?

Senator LEVIN. Let’s take a look at the exhibit, then. Let’s take
a look at Exhibit 7.2 Let’'s see how many of these accounts there
are, since you seem to think this is a rare case.

Secretary O’NEILL. No, Senator, I did not say this is a rare case.
I said why is there only one.

Senator LEVIN. Well, you seem to be dubious.

Secretary O’NEILL. No. I am wondering why, because I think we
share a view that this is a serious problem and we are spending
all this money. Why is there only one case?

Senator LEVIN. How do you know it is a serious problem if there
is only one case. You have concluded

Secretary O’NEILL. I am following your lead, Senator.

Senator LEVIN. Other than that, you do not think it is a serious
problem?

Secretary O’'NEILL. No, I do, indeed, think this is a very serious
problem. I think I am with you completely on that subject. I am
only questioning why, if we both agree—and most people would
agree this is really a serious problem—we have one person and one
case that everybody keeps citing. Why have we not brought more
fugitives to the bar of justice?

Senator LEVIN. I am trying to figure out if you think it is such
a serious problem, why you are emphasizing that there is only one
case where a guy who has committed a crime, has plead guilty and
has been willing to step forward—I do not understand why you
focus on that fact instead of focusing on what you agree is a serious
problem. Now let’s talk about the problem. We have got the OECD
list of offshore tax havens.

Secretary O’NEILL. Including the U.S. Virgin Islands.

Senator LEVIN. Right. Will you take a look at Exhibit 7, please?

1See Exhibit 8, which appears in the Appendix on page 96.
2See Exhibit 7, which appears in the Appendix on page 93.
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Secretary O’'NEILL. Yes, sir.

Senator LEVIN. And tell me whether or not you think that the
numbers on that exhibit do not reflect the problem that we have
a serious situation here with tax evasion at these offshore banks
and companies.

Just take a look at these numbers here. In Andorra we have 20
U.S. taxpayers—let me go down to where we have the actual num-
bers. In Anguilla, we have eight taxpayers who have said on their
tax return that they have foreign accounts of $10,000 or more, a
grand total of eight. We have 1,988 offshore companies. Antigua
and Barbuda, we have 87 taxpayers in the United States that
admit that they owe taxes in their tax returns. We have 12,000 off-
shore companies in Antigua and Barbuda.

Secretary O’NEILL. Senator, do you have any idea how many of
those are U.S. companies.?

Senator LEVIN. Nobody knows for sure except that the evidence
that we are able to collect when we go to those companies is that
a great proportion of these are American people. The assets that
are owned by Americans proportionally in the world is huge. You
have, here in Aruba, 37 accounts of $10,000 or more, yet there are
7,400 offshore companies in Aruba. In Belize, 81 Americans ac-
knowledge that they owe income tax, and yet there are 16,000 off-
shore companies in Belize. In the British Virgin Islands, 185 tax
returns acknowledge that they own accounts, and yet 360,000 off-
shore companies were created by the British Virgin Islands. Do you
believe that reflects a problem?

Secretary O’NEILL. I have no idea. One thing, Senator——

Senator LEVIN. Why do you think there is a problem? Why do
you agree there is a problem?

Secretary O’NEILL. Senator, it does seem really clear that we
have people who are intentionally evading U.S. tax laws, that are
taking money out of the United States or out of other places where
it should be taxed under our tax regime. So, I have no doubt that
this is a serious problem. But one thing that I have learned both
in my public and private career is to know the difference between
what you know and what you do not know. By looking at these
numbers, I can see a bunch of numbers parading across the table,
and I can make inferences about it probably for the next 4 hours,
but they would all be inferences and I know the difference between
a fact and inference. So, I am amused by this data.

I saw the story about it in the Wall Street Journal this morning.
The reporter called us up yesterday afternoon and said that he
really did not know what to do with this, but do you have a com-
ment? They wanted a comment before they even knew what to
write. It would suggest to me that it is not a wonderful way to do
business. Yes, I am interested in looking at this data. We will try
and pursue this data. I would be really interested to know, who-
ever compiled this, of the 360,000 accounts in the British Virgin Is-
lands—it is an enormous number of accounts. What could they pos-
sibly be? Maybe there is some explanation. I do not know and I
would certainly be happy to dedicate some resources to figure out
what all of this stuff means, but looking at the numbers parading
across the table, I do not know anything except there are some in-
teresting numbers that suggest a really strange pattern.
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Senator LEVIN. I am not amused by these numbers. I have got
to tell you, I am not amused at all, because I think it is very clear
what these numbers indicate. Although you cannot pin down with
precision what percentage of those accounts are U.S. accounts, we
know from experience and we know from the evidence that we do
have that a significant portion of the assets in this world and par-
ticularly in that part of the world are American assets. So, I do not
view this as amusing at all.

I want to just look at Antigua. We looked at an Antiguan bank
called the American International Bank. By the end of 1997, Amer-
ican International Bank had approximately 8,000 clients. The
owner of the bank estimated that about half of its client base
would be from the United States. That is the owner of the bank
who estimated that. That would be about 4,000 U.S. clients in that
one bank alone in Antigua—4,000. Now, the IRS has told us, and
we are very appreciative of the IRS effort on this, that a grand
total of 87 Americans disclosed Antiguan accounts on their income
tax. Yet, in one bank in Antigua, I emphasize, in one bank in Anti-
gua you have an estimate by the owner of the bank that there are
4,000 U.S. clients. That is one of about 20 offshore banks, by the
way, that are licensed in Antigua.

Panama is another example. The chart shows that 342 U.S. tax-
payers acknowledge having an account in Panama.l! Panama has
created 370,000 offshore companies. It has 34 offshore banks. We
have some information about the Mark Harris organization in Pan-
ama. The owner, Mark Harris, and companies he controls are
found to be behind a number of international bank investment
frauds. Recently, some of the clients of Harris have been indicted
in the United States for money laundering and tax evasion. This
is what a Business Week article said in 1998, “Sitting in his fifth-
floor offices in a Panama City high-rise, Harris, an immaculately
groomed 33-year-old ex-American citizen, says that 80 percent of
his several thousand clients are Americans or Canadians.”

Now, we can go down with the evidence that is there. These fig-
ures, it seems to me, just demonstrate dramatically—and the evi-
dence that we have to support these figures—that tax evasion is
rampant in these tax haven countries and the current enforcement
policies over the IRS requirement to report a financial interest in
foreign accounts are ineffective or non-existent.

I must say, I am discouraged by what you have told us in your
responses to my questions today, when you use words like this kind
of a chart, Exhibit 7, is “laughable.” It is not “laughable.”

You cannot prove exactly what percentage of 360,000 offshore
companies in the British Virgin Islands, or 100,000 companies in
the Bahamas are American owned. You cannot prove that pre-
cisely, but there is enough evidence, just in interviews with people,
that a significant percentage of those companies and accounts are
American. Yet we have peanuts. We have got in Antigua 87 ac-
counts admitted. There are 12,000 offshore companies. So, I have
got to tell you, Mr. Secretary, I think you diminish the problem,
that you underestimate the problem, with your rhetoric.

1See Exhibit 7, which appears in the Appendix on page 93.
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Some of your rhetoric acknowledges that you say you believe
there is a problem, that there is a real tax evasion problem, and
I welcome that. I truly do. But when it comes to looking at the di-
mensions of the problem, the evidence that we have, it seems to me
that you minimize the problem by the way in which you respond
to the evidence that is available. Now, I want to give you a chance
{:o respond. My time is up, then I will turn it over to Senator Col-
ins.

Secretary O’NEILL. Thank you. First, if you do not mind, and I
do this with all respect, please let me take away from you—you
characterized what I said about this as “laughable.” I did not say
“laughable,” but I fear knowing how the media works, if you put
“laughable” in my mouth, it will be in their pen. So I want to take
“laughable” away from you. I did not say that.

Second, I want to see if we cannot be together, because I do think
we should be together on these issues. What this data says to me,
without knowing any more about it, and without making any infer-
ences, is that we need a tax treaty with all of these jurisdictions
like the other 66 we have, so that we can pursue Americans who
are cheating their co-citizens by evading our tax laws through
these jurisdictions. I hope we can agree that is the right thing to
do. And then we will have an opportunity to find out whether these
are Americans who are cheating their co-citizens or not, and not
rely on appearances or inferences, but actually go after them.

Senator LEVIN. We have been seeking disclosure from these tax
havens for decades without success. We have had very little success
and only when—it is the threat of sanctions and it is the threat of
international action which has caused them to come through with
tax treaties or disclosure. So, we more than welcome tax treaties,
but we will come back on a second round to find out how long we
are going to standby without either tax treaties or disclosure before
we join in a sanctions regime.

Secretary O’NEILL. Senator, if I may say one thing about that,
I am looking at this list now and you are telling me for decades
that we have had this list and we have not done anything about
it?

Senator LEVIN. No, I am saying that we have been trying with
many of these tax havens to do something about it for decades, and
the only thing that has succeeded, I suggested, is when the inter-
national community took action, and then we got some of these tax
havens to sign treaties and end these offshore practices which have
cheated American taxpayers of the amount of money which other
taxpayers have owed. That is all I said.

Secretary O’NEILL. It is probably dangerous, but what I would do
with this, in my previous incarnation, which I am going to do for
you right now without consultation with my staff, I would say look,
how about if we make a deal? I will come back here a year from
now, and I will have worked out a tax treaty with what represents
more than 50 percent of all the offshore companies, which lets me
work with major jurisdictions instead of small ones, and dem-
onstrate to you that we are serious about this and the problem you
have been haranguing people about for years and apparently have
not done a very good job of it. We are going to show you real
progress and we will show it to you fast enough that you will not
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have to wait for a new Secretary to come around and you can talk
to them.

Senator LEVIN. We started with President Reagan doing the ha-
ranguing.

Secretary O’NEILL. I am going to go get something done for you.

Senator LEVIN. Good. I just want to let you know the Reagan Ad-
ministration and the Bush Administration that came after that,
and the Clinton Administration, have been trying for decades. That
is the effort that has been made. I really hope you succeed where
they have failed and we have failed to do more than we have, and
we look forward to that report back in a year with your .500 bat-
ting average, and we turn this over to Susan Collins.

Senator COLLINS. Thank you, Mr. Chairman. Secretary O’Neill,
I want to go back to the infamous prosecution that started this dia-
logue between you and Senator Levin. Was the point that you were
trying to make in pointing to this single case that since the Federal
Government is spending between $650 million and $1 billion a year
in fighting money laundering, you would expect to see many more
high-profile prosecutions—and thus more convicted felons cooper-
ating with law-enforcement authorities and with this Sub-
committee? Was that the point you were trying to make?

Secretary O’NEILL. That is precisely right. I am sorry if I did it
badly.

Senator COLLINS. The question of the review that you are under-
taking at the department has raised concerns about the adminis-
tration’s commitment to money laundering. Would it be fair to say
that your review is motivated not by any desire to do less in fight-
ing money laundering, but rather by a desire to ensure that we ac-
complish as much as possible with the resources that we are devot-
ing to this important fight?

Secretary O’NEILL. Precisely right.

Senator COLLINS. Is this typical of the reviews you are doing
across the department as you are looking at all of the responsibil-
ities?

Secretary O’NEILL. Absolutely, and it comes from, I must say, 25
years worth of demonstrating an ability to produce value, not rhet-
oric, but value. I believe these same ideas and persistence and con-
sistency can produce value where people have hungered for it for
years and have been disappointed, dissatisfied, and unfulfilled.

Senator COLLINS. Indeed, as Secretary of the Treasury, you have
every motivation in the world to maximize the fair collection of tax
revenues, and to make sure that taxpayers are not evading their
responsibilities by secreting money in offshore accounts.

Secretary O’NEILL. Precisely right.

Senator COLLINS. I understand that the Treasury Department
and the Justice Department have not always coordinated their ef-
forts against money launderers as well as they should have, and
I am wondering if that might be one of the reasons we have seen
relatively low prosecution rates and less of an emphasis placed on
money laundering investigations and convictions. Could you tell me
what the relationship is between your department and the Depart-
ment of Justice Criminal Division, as far as making money laun-
dering cases a priority?
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Secretary O’NEILL. I am glad you asked, and am sure you know
that Jimmy Gurulé is a distinguished American who has served in
the Justice Department and has recently been a chaired professor
at Notre Dame. He has given up his career at Notre Dame as a
professor at the law school and has agreed to come back to serve
the people. He has been nominated by the President, and he is
working as a consultant. It would help an awful lot if we could get
our nominees approved so that people like Jimmy Gurulé can lean
into these problems. We had a meeting yesterday to talk about co-
ordination in our effort on money laundering with the Justice De-
partment so that we can focus on cases where we can produce re-
sults.

One of the things you find when you begin to investigate how the
processes work is often times there has not been a prosecution be-
cause the Justice Department did not find some of these cases wor-
thy in the context of all things that they saw that they needed to
do. So, after a case was made, there was not an attempt to pros-
ecute, which is very discouraging to the whole process. I think with
Jimmy coming on board, it is going to be possible to break down
the bureaucratic barriers between the organizations of the Federal
Government who work on and focus on these problems. I believe
we can make, again, great progress, because I personally, and I am
sure this is true of Jimmy and the other people, we do not have
a stake in bureaucratic turf. We want to solve these problems.

Senator COLLINS. In your various comments on the OECD frame-
work, you have repeatedly emphasized the importance of focusing
the project upon what you have called the core elements of trans-
parency and information sharing. Just for the record, did the ad-
ministration ever consider abandoning these core elements that un-
derlie the fight against tax evasion and money laundering?

Secretary O’NEILL. Never.

Senator COLLINS. So, is it fair to say that the administration has
always been and remains committed to effective information shar-
ing in order to facilitate the identification and prosecution of tax
cheats and money launderers?

Secretary O’NEILL. Absolutely.

Senator COLLINS. I have read that you have had considerable
success in persuading OECD to focus on the core elements and to
modify its approach, and according to some press reports, OECD
member governments are on the verge of agreeing to a 2001
progress report that will incorporate many of the changes that you
have suggested.! Could you comment on that?

Secretary O’NEILL. It is being held up right now by a side issue.
It is much like the side issue that is holding up my nominees. I
am sorry to keep returning to this, but if you cannot tell, it is much
on my mind. I and my Under Secretary for International Affairs
are supposed to go to London and Moscow next week on an impor-
tant follow-up visit to the meetings that the President had with
President Putin, and that means probably John Duncan, who is sit-
ting over here, is going to be the acting Secretary in case Argentina
falls apart or something, which is not the most wonderful of situa-
tions.

1See Exhibit 29.b., which appears in the Appendix on page 166.
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In any event, we are dedicated and determined that we are going
to do a better job than has ever been done on the subject. We have
no intent of abandoning the pursuit of violators of our laws. But,
I might say one other word. There is a collateral consideration that
we all need to pay attention to and be mindful of, and that is that
we not violate one of the most important freedoms that we have
as Americans, and that is, within the right boundaries, a right to
privacy. So, I think we are dedicated to doing all these things in
a way that is still consistent with the rights of Americans as indi-
viduals.

Senator COLLINS. Mr. Secretary, it is my understanding that a
number of former IRS commissioners wrote to you in response to
some press reports that raised concerns about the administration’s
commitment to improved information sharing and the fight against
tax evasion and money laundering.! I know that two of those offi-
cials will testify today, but I would like to give you the opportunity
to clarify or respond to the concerns that were raised by these com-
missioners. One of whom I understood wrote a follow-up letter to
you agreeing with many subsequent comments that you made.2

Secretary O’NEILL. Well, thank you. I was frankly thunderstruck
when I got the letter from these distinguished people, because I
could not believe that they had read what I said, and I think you
will hear today that they were responding to press accounts. As I
said before, they did not respond to what I said at all. They re-
sponded to misrepresentations in the media, and I am sorry to be
so blunt about it, but there is no other way to characterize it. If
you look at the pieces that are in this book, if you can find any con-
nection between the representations that were made in these sto-
ries and what I have said on the record and off the record, there
is no connection whatsoever. But, intelligent people, including
these distinguished citizens who have served in their government,
took what they read at face value. Many of them know better, be-
cause they have been subjected to this, but they had forgotten.

So, when they read it in the newspaper, they filed—you would
not believe, I get 2,000 letters a week and many of them are re-
sponding to things that I never said, never imagined and never
would imagine, but I am still getting letters about it as though it
were the real stuff simply because it appears in print. These days,
with the wonderful technology we have with Lexis Nexis and all
the rest of that, once this stuff is on the record, it never goes away.
It is always a primary source. So, when I am 95, I am going to be
getting letters saying we cannot believe you did not want to pros-
ecute money launderers. I will let them speak for themselves.

Senator COLLINS. Would you like to respond more specifically to
the concerns that they raised?

Secretary O’NEILL. I honestly believe that they will tell you, at
least I hope that they will tell you today, that they did not disagree
with what I said at all. They disagreed with what was represented
that I might have thought. So, I think we do not have a difference
of opinion. As far as I can tell, maybe Mr. Alexander would like to
nod his head that he agrees with me. We ought to pursue every tax

1See Exhibit 4, which appears in the Appendix on page 87.
2See Exhibit 23, which appears in the Appendix on page 120.
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cheat to the ends of the earth and we should not tell other nations
how to structure their tax systems. Don, do you agree with that?
Stand up and say yes, Don. [Laughter.]

Senator COLLINS. Mr. Chairman, I would ask

Senator LEVIN. I think we will keep the gavel right where it is.

Secretary O’NEILL. I am sorry, sir.

Senator COLLINS. I would ask unanimous consent that the letter
from Donald Alexander, in which he salutes the Secretary and says
that he agrees with him on two very important points relevant to
this debate, be included in the record.!

Senator LEVIN. It will indeed be.

Senator COLLINS. Thank you, Mr. Chairman. Thank you, Mr.
Secretary.

Senator LEVIN. Thank you, Senator Collins. Mr. Secretary, in
your prepared statement you indicate on page 6 that the United
States argued for and strongly supports a delay of more than 2
years before any sanction can be applied to a tax haven. Then, on
page 10, you state that you are not ready to speculate as to what
measures, if any, the United States or other countries might con-
sider applying in 2 years if it were to come to that. That is the tone
of your statement relative to tax havens.

I would like to contrast that with the much stronger tone that
the Treasury has taken in the money laundering field. FATF,
which is the leading international anti-money laundering organiza-
tion and of which the United States is a member, has also put out
a list of countries and has threatened sanctions. It put out that list
in June 2000, the exact same month as the OECD list.

FATF warned the listed countries to strengthen their anti-money
laundering laws or become subject to sanctions by the FATF mem-
ber countries. Last month, the FATF list was updated. Four coun-
tries had improved their laws so much that they were de-listed.
Three countries, Russia, Nauru, and the Philippines, had done so
little that they were told that they would become subject to sanc-
tions on September 30 of this year unless they took significant ac-
tion.

On June 22, the Treasury Department put out a press release
noting that sanctions will go into effect on September 30, 2001, and
clearly supported the imposition of sanctions. This is now the
FATF list we are talking about on money laundering. Here is what
the Treasury said, “The Treasury Department supports counter-
measures against countries refusing to implement constructive
legal reforms to address ongoing money laundering concerns. The
Treasury Department, in conjunction with the Department of State
and the Department of Justice, remains firmly committed to this
global battle and we praise the steps that FATF has taken today.”
That is plain language that clearly supports sanctions against
three listed countries and that relates to the money laundering
area.

Now, contrast this with the prepared statement relative to the
OECD tax haven project. On page 9, your statement says that the
threat of sanctions by a “group of 30 large, developed countries is,
by its nature, highly coercive and should be reserved only for juris-

1See Exhibit 23, which appears in the Appendix on page 120.
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dictions acting in bad faith whose practices demonstrably facilitate
the non-compliance by taxpayers with the tax laws of other coun-
tries.” I agree with you, coordinated actions or sanctions by 30
countries is coercive, but that is the point. That is exactly what
they are intended to do, to be coercive with those tax havens that
all 30 countries have agreed are outside of international norms and
to go after the tax evasion that costs the taxpayers so much.

Now, when you include this language about not wanting to im-
pose sanctions on tax havens unless they act “in bad faith,” and
have practices that “demonstrably facilitate” tax evasion, are those
standards included in the tax haven project of OECD or is that a
whole new test for whether the United States is willing to impose
sanctions?

Secretary O'NEILL. Well, I think, as you know, Senator, because
you are an expert in these things, these are two separate cases.
The FATF process is a separate process from the OECD process.
I do not have any trouble with the idea of sanctions properly ap-
plied and fairly applied at all, but I did have trouble—now, I must
tell you I found it pretty compelling to listen to the finance min-
isters of people from countries as small as 4,500 people say, “Well,
if you are going to do this to us, is Switzerland going to comply?”
I thought that was not a bad argument: “Well, if you are going to
do this to us and you are going to use the power of the 30, are you
going to do it to yourself or not?” I thought that was a pretty good
question.

Senator LEVIN. Well, now, the statements that you made in your
press release supporting the actions against those offshore coun-
tries in the area of money laundering did not make those qualifica-
tions. You did not have those qualifications.

Secretary O’NEILL. It is a completely different

Senator LEVIN. Is it? They are linked to tax evasion.

Secretary O’NEILL. No, well, I think they are not completely un-
linked. They obviously have a degree of linkage, but the OECD
process was different from the FATF process. Otherwise, why
would there be two? If we did—I think we are, with the FATF proc-
ess, we are encompassing the world.

Senator LEVIN. Is tax evasion, in your judgment, less important
than money laundering?

Secretary O’'NEILL. No.

Senator LEVIN. Let me ask you about the 2-year delay that the
United States argued for and strongly supports relative to sanc-
tions. Again, I emphasize that we have been going after some of
these tax havens for decades, literally, but now you have urged a
2-year delay in the sanctions being applied. Can you tell us how
it is in our interest for the United States to delay the imposition
of sanctions on tax havens for failure to disclose for an additional
2 years now, where we have been trying to get disclosure and
transparency from those countries since the 1980°s?

Secretary O’'NEILL. Actually, my memory is, what we have done
is we have linked the effective date to the effective date for the
OECD, which, again, seems not an unreasonable process. It seems
to me, if it is good enough for us, it is good enough for those we
are going to punish.
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Senator LEVIN. Yes, but you are applying now a different stand-
ard. You are withholding sanctions in the area—I think you are
urging the delay of sanctions in the area of tax evasion. You did
not apply that same standard, I believe, in your press release rel-
ative to money laundering.

Secretary O’NEILL. This is not a delay. It is a delay in when we
should begin triggering so-called defensive actions, and it is trig-
gered to when are we going to start doing this to Switzerland.

Senator LEVIN. Switzerland is hardly equivalent to Nauru.

Secretary O’NEILL. Really?

Senator LEVIN. Yes.

Secretary O’'NEILL. I am not so sure.

Senator LEVIN. Nauru has very few people, has allowed $70 bil-
lion to go through 400 offshore banks that it set up and let loose
on the world. That is a tiny country causing major problems.

Secretary O’NEILL. I do not think we know how many blind ac-
counts there are in Switzerland.

Senator LEVIN. Let me just finish. Switzerland has a highly de-
veloped regulatory regime. It already cooperates with international
criminal investigations and you are equating those two. We do not
have that kind of cooperation from Nauru, do we?

Secretary O’'NEILL. I am saying that—at least my sense is that
Switzerland is a place that is still a mysterious place for bank ac-
counts.

Senator LEVIN. I am sure it is a mysterious place in lots of ways,
but the question is whether or not you want to equate a country
which has 400 offshore banks—a little country, very few people,
$70 billion goes through those offshore banks, and you want to say
delay the sanctions regime on them for 2 more years. Let me ask
you, what is it in this 2 years that you want Nauru to do in order
to avoid sanctions? Give us the list of things that you would like
to see them do to avoid sanctions.

Secretary O’NEILL. We have specified within the work with the
OECD the conditions we would like to see people meet. I think that
list now, with the withdrawal of some very contentious definitional
issues, is pretty well agreed to, and it is agreed to by all the mem-
bers of the OECD. So, I do not think this is a contentious issue.
It is a question of what is fair. And maybe what you are saying,
and maybe it is a point I should take in—but fine, we should say
we are going to apply these standards right now to everybody, and
we will do it in the next 6 months. It is a point worth considering,
but I am not so sure that some of the members of the OECD would
like to have this sanction on themselves against a tighter time
schedule, but it is something worth raising with them.

Senator LEVIN. Do you now support the tax haven project of the
OECD?

Secretary O’NEILL. I support, and the Bush Administration sup-
ports, the OECD agreement which is now waiting for a final ratifi-
cation—as I said, there is a side issue holding it up. I think we are
in complete agreement among the participants in OECD about
what we should do and how we should do it.

Senator LEVIN. Do you support the imposition of sanctions on un-
cooperative tax havens?
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Secretary O’NEILL. If there is no option, I would prefer that we
bring them all along and we get everyone to agree to the standards
that have been suggested, but at the end of the day, I think we
have to look at the prospect of sanctions in the event countries con-
tinue not to provide full information and transparency.

Senator LEVIN. I am just not clear on that answer. You say, “look
at the prospect of sanctions.” My question was whether you support
the imposition of sanctions on tax havens that do not cooperate.

Secretary O’NEILL. Yes, but I am saying something different to
you. Again, if something—maybe it is only a small sample, the rea-
son I have this sense, but when I talked to them, the finance min-
isters at the Hemisphere Conference in Toronto in April, I did not
really find them saying we are not going to cooperate. They said
this process is not fair, and I think you know that there are several
of these countries that have now come forward and said they are
willing to do these things. Again, maybe this is a relapse to a habit
of mine that comes from 25 years outside of Washington. I found
that if you give people, that you are trying to do something with,
an opportunity to do the right thing, most of them will do it. So,
I do not begin with the notion that I have got to find a cannon and
blast the hell out of everybody in order to get them to do this.
Maybe we will, but I do not begin with that premise.

Senator LEVIN. We have been trying to gain that cooperation for
decades, without success. Now, maybe you are saying by not apply-
ing the threat of sanctions or by saying maybe we will or maybe
we will not, that they will come along and do something they have
not done for decades. I am dubious, but we welcome your bet of 500
percent compliance in 1 year. We look forward to that. However,
my question still remains, where you fail, where you’re continuing
to say come on along, we know you have not for the last couple dec-
ades, come along, despite all the efforts of all the administrations,
my question to you was actually a fairly direct question.

You just sort of say consider, or the prospect of, and my question
is, unless people believe that if they do not come along in the 2-
year grace period which you are now offering, that, in fact, sanc-
tions are going to be applied, it seems to me there is less likelihood
that they will, in fact, come along. My question to you is, if at the
end of that period you find tax havens which are not cooperative,
are you then ready, willing and determined to apply sanctions?
That is my question.

Secretary O’NEILL. My answer to that is yes, but I would say
something else to you about this. The fact we have been working
on this for decades and as you say nothing much has happened—
I do not think we should do that, and in that regard, when I say
I am for sanctions in the event we cannot encourage or coddle peo-
ple into doing the right thing, we should have sanctions that mean
something, not sanctions that are prefatory or suggestive or some-
thing. But, in saying that, I think we need to be careful that we
are willing to live with the consequences. So, yes, I am for sanc-
tions. I am for sanctions that really do something, but with an un-
derstanding that when you take moves, you may start a process
that you do not completely like the results of. So, yes, I am for
sanctions.
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Senator LEVIN. Good. I think you also point out finally in your
testimony that some of the proposed sanctions would require legis-
lation. The prior administration has drafted legislation that would
enable the United States to join its colleagues in the OECD in im-
posing some of these key sanctions identified for coordinated action,
such as denying tax deductions or credits for transactions in the
listed uncooperative tax havens. Will you be supporting the enact-
ment of that type of legislation this year?

Secretary O'NEILL. I am not sure we can get it done this year,
but, yes, as a general point, yes.

Senator LEVIN. When you say get it done, do you mean get us
your views on it or get the legislation passed?

Secretary O’NEILL. Get the legislation passed.

Senator LEVIN. But you do support it?

Secretary O’NEILL. Yes.

Senator LEVIN. I guess there was one other statement you made
that really troubled me, and that is on page 9 of your prepared
statement, “Drafting lists and devising defensive measures ulti-
{nately will not help countries curb noncompliance with their tax
aws.”

It seems to me that implies, sort of challenges, the essence of the
tax haven effort, which is about listing countries and threatening
sanctions as a way to get tax havens ultimately to change their
ways, to increase disclosure, to cooperate with efforts to stop tax
evasion. By the way, the exercise is working. Drafting lists backed
by international sanctions is working.

You say frequently you can get people to do things they do not
want to do without threatening sanctions. Well, I hope you are
right. I hope your .500 batting average works without the sanc-
tions, but we do know that the threat of sanctions with FATF
worked. We have a number of countries now that are coming along.
That is why the Cayman Islands changed its stance after years of
resistance to avoid being listed. Nine other countries have done the
same thing. So, your statement about drafting lists and devising
defensive measures ultimately will not help countries curb non-
compliance with their tax laws—I am wondering if you could just
clarify?

Secretary O’NEILL. I thought I gave you the careful answer I did
about if I am for sanctions or not, and I will say again, in that re-
gard, acting like you are going to do something without really ac-
complishing something seems to me to be a pretty poor bargain.
That is the intent of that language, to say we are really serious.
We are going to do something. Then we are going to have to devise
some things that really make a difference, that really hurt people
if they do not do what we want them to do, but we need to do that
with some caution and some understanding of the possible con-
sequences of our actions.

Senator LEVIN. I fully agree with that. We have had decades of
that contemplation. We now finally have seen consolidated inter-
national action to go after both the money launderers and now,
after tax cheats, and I hope this administration is going to put its
shoulder to that wheel. We need disclosure. That is what you call
the core. We cannot get after the tax cheats without disclosure. We
are not going to get those disclosure agreements without sanctions
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in at least many cases. That is what history proves. That is history
now speaking.

You can hold out the hope that you will, based on your hope and
your good faith and your good nature, but nonetheless history has
shown that it is the threat of sanctions, of being listed and ulti-
mately sanctions being taken against countries, that have caused
them to come along. I am afraid that is what is going to be true
here, but we look forward to two things. One is your specific com-
ment on the proposed legislation to allow us to participate in those
sanctions, so that we can try to get that legislation passed as soon
as we possibly can.

Second, we look forward to the box score a year from now and
we will see how many of these offshore tax havens have, indeed,
signed agreements with us, signed treaties and disclosed. And we
will bet a very full breakfast if that is agreeable with you.

Secretary O’NEILL. Senator, we are going to show you a perform-
ance that you wished and hoped for for decades and we are going
to turn it in for you.

Senator LEVIN. I cannot tell you how much I look forward to it
and we thank you for coming today.

Secretary O’NEILL. Thank you.

Senator LEVIN. We will now turn to our second panel. Let me
now call on our second panel. As I think both of you are aware,
under the rules of this Subcommittee, after I give you an introduc-
tory comment, we will require that you stand and take the oath
like all other witnesses. But first let me welcome Robert Morgen-
thau.

Mr. Morgenthau is a virtual institution in the city of New York.
He has served as Manhattan’s District Attorney for more years
then I can count and maybe more years than he wants to count,
although I am not sure about that. But I know it is not more years
than the people of New York want to count, because I have enough
relatives in New York to know just what a momentous career and
a wonderful contribution you have made in going after some of the
biggest international white-collar crime cases in this country, along
with a host of other types of crime. But you have been involved,
Mr. Morgenthau, in trying to get cooperation from offshore tax ha-
vens for decades. We are delighted to have you here.

Second, Michael Chertoff, Assistant Attorney General of the
Criminal Division, Department of Justice. Mr. Chertoff is new to
the position in the Department of Justice, but not new to the pros-
ecutorial world. He served as Assistant U.S. Attorney for the
Southern District of New York from 1983 to 1987, First Assistant
U.S. Attorney for the District of New Jersey from 1987 to 1990,
and then U.S. Attorney in New dJersey from 1990 to 1994. We are
really delighted to have such a distinguished panel before us this
afternoon. You are two people who have dedicated your lives and
your professional careers to public service, and we look forward to
hearing your views on the current state of U.S. anti-money laun-
dering efforts. As I indicated, pursuant to Rule 6, I will now swear
in our two witnesses. Do you swear or affirm that all the testimony
that you will give before this Subcommittee will be the truth, the
whole truth, and nothing but the truth, so help you, God?

Mr. MORGENTHAU. I do.
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Mr. CHERTOFF. I do.
Senator LEVIN. Mr. Morgenthau, let me call on you first.

TESTIMONY OF HON. ROBERT M. MORGENTHAU,! MANHATTAN
DISTRICT ATTORNEY, NEW YORK, NEW YORK

Mr. MORGENTHAU. Thank you, Senator. I appreciate that very
generous introduction. I want to say that in an earlier career, I had
the privilege of appearing before the most distinguished judge in
the U.S. District Court for the Eastern District of Michigan, name-
ly Judge Theodore Levin.

Senator LEVIN. You might be proud to know that the courthouse
there is now named after him, and I must tell you it was not
through my doing, although I was absolutely delighted and should
have thought of it. It was John Dingell and his colleagues in the
House who thought about that. So, when you visit Detroit, you will
notice that it is the Theodore Levin Courthouse.

Mr. MORGENTHAU. He had a remarkable career, and he was an
outstanding judge. I am grateful for the opportunity of appearing
here today. I think the Chairman, in great detail, outlined the
problems that this country is facing under money laundering and
other criminal conduct through these very numerous tax havens. I
want to congratulate you on taking on this very difficult assign-
ment of not only trying to expose what is going on, but trying to
figure out what can be done about it.

It is a huge problem, a gigantic problem. Increasingly, despite all
of the efforts, tax havens are becoming a magnet for U.S. dollars.
In the Cayman Islands alone, there are $800 billion U.S. dollars,
on deposit. In the last year, that amount has increased by $120 bil-
lion. It is more than twice the amount of the dollars on deposit in
all of the banks in New York City. Pretty soon, if this trend con-
tinues, New Yorkers are going to have to go to the Cayman Islands
to cash their paychecks. This amount is equivalent to 20 percent
of all the dollar deposits in the United States. It amounts to $3,000
for every man, woman and child in the United States, according to
the latest census. It is the equivalent of $20 million for every resi-
dent of the Cayman Islands.

I mention this because it is important to understand how big this
problem has become. Of nearly 600 banks that are chartered in the
Caymans, which include 47 of the world’s 50 largest banks, only
100 or so have a physical presence, according to the web site of the
Cayman Island Monetary Authority. Only 31 banks of that 600 are
currently licensed to do business with Cayman residents. Similarly,
there are 45,000 companies registered in the Caymans whose only
businesses is outside the country. They are not permitted to do
business in the country. Of course, Long Term Capital, the giant
hedge fund that collapsed 3 years ago, was chartered in the Cay-
mans, but managed out of Greenwich, Connecticut.

While the Caymans have been particularly attractive to U.S.
residents, they certainly do not stand alone, and this Subcommittee
is familiar with the many other tax havens that are in existence.

Then we come to the question, what is all this money doing off-
shore? It is not there because of the sunshine and the beaches. The

1The prepared statement of Mr. Morgenthau appears in the Appendix on page 56.
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money is there because the people who put it there want a free
ride. Depositors, investors, banks, businessmen want to avoid or
evade laws, regulations and taxes in their own countries, including
the United States. Some of this avoidance, of course, is legal under
present law, but much of it is not, and whether legal or not, the
presence of $800 billion in a single offshore jurisdiction, hidden
from the scrutiny of bank supervisors, securities regulators, tax col-
lectors and law enforcement, is a gigantic problem.

Those of us in law-enforcement uncover only a very small per-
centage, a tiny percentage, of the criminal conduct that is done
through these tax shelters. Of that number that we identify, we are
successful in prosecuting only a small number, because of the dif-
ficulty in getting the evidence. So when we talk about the cases we
made, we have got to remember that is only just a tiny fraction.
I am going to discuss a few of them just to show the type of cases
that are involved, that are used in these jurisdictions.

In 1997-1998, my office convicted A.R. Baron and Company and
13 of its former officers and employees for running an organized
criminal enterprise. Baron was called a boiler room or a bucket
shop, pushing questionable stocks and specializing in market ma-
nipulation, unauthorized trading of customers’ accounts and count-
less other methods of taking advantage of innocent investors. Their
illegal activities cost investors over $75 million. The lead defendant
in the Baron case used a Liberian shell company and accounts in
the Isle of Jersey to trade in the stock the firm was underwriting,
a violation of U.S. securities laws.

He also sheltered his illegal profits or some of them in a Cook
Island trust. You know the Cook Islands are a New Zealand-protec-
torate in the South Pacific. A New York lawyer drew up the papers
for Mid-Ocean Trust Company in Rarotonga, the Cook Islands, to
act as the trustee. The affairs of the trust were managed here in
New York by the so-called protector of the trust, who happened to
be the lead defendant’s father. Mid-Ocean Trust did business in
New York through one of the largest banks in Australia, which had
branches in Rarotonga and New York, and which refused to honor
a New York subpoena on the grounds that to do so would violate
Cook Islands secrecy laws.

We only solved that case when we had enough other evidence.
This defendant plead guilty and was facing a sentence of 50 years.
At that point, he told us about his assets in the Cook Island trust.

Another case which is still going on involves the brokerage firm
Meyers Pollock. So far, we have convicted 37 defendants for enter-
prise corruption and securities fund. Again, they used shell compa-
nies and offshore bank accounts to paint the tape, as it is known,
to generate fictitious trades, drive up the prices and, of course, to
cheat on their taxes. The losses in Meyers Pollock are somewhere
between $100 million and $200 million.

Securities fraud is not the only area we found. We found bribery
of bank officers to sell Third World debt at below fair value. The
scheme was an extremely intricate one involving companies in An-
tigua and the British Virgin Islands, payments to a vice president
of a prominent U.S. bank, the vice president of the second biggest
bank in the Netherlands, two other banks, all of this routed
through offshore entities. This was a case where we got lucky. We
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were able to solve it, and the principal defendants have all pled
guilty. But, again, I give this as an example, not to show what a
good job we are doing, but to show you the kind of activity that is
involved.

A year ago, in a different sort of case, a Manhattan jury con-
victed Sanif and Kenneth Kimes, a mother-son team of so-called
drifters, for murdering an elderly Manhattan widow to gain control
of her expensive townhouse. In our investigation of the case, we
found that to arrange the payment of filing fees and taxes on a
forged deed to the townhouse, the pair drew on funds held in a bro-
kerage account in Bermuda in the name of the Atlantis Group, a
shell company. The money, which was part of the proceeds of a sep-
arate fraud committed in Las Vegas, came to Bermuda by the way
of an account established by the defendants at Swiss American
Bank in Antigua, a Swiss American bank that was neither Swiss,
nor American, that helped finance the crime and set up the
Atlantis Group shell company in Antigua. Incidentally, the people
who established the Swiss American Bank were Marc Rich, former
Governor Marvin Warner of Ohio, and Bruce Rappaport. I men-
tioned that case to show you how intricate these dealings are and
how difficult they are to solve.

For all of these defendants, the principal attraction of doing busi-
ness in offshore havens was not the lower or non-existent tax rates.
They sought to take advantage of other benefits that are almost in-
variably provided in tax haven jurisdictions which provide strict
bank and corporate secrecy, lack of transparency in financial deal-
ings and the lack of any meaningful law-enforcement or super-
vision in the financial area. For white-collar criminals, the lack of
transparency and the code of strict secrecy is particularly useful be-
cause it prevents law enforcement from following the money,
breaks the trail of dirty money, often leaving investigators at a
dead end.

There are two major problems that arise from these transactions.
One is the fact that you do not have a level playing field for tax-
payers. You have some taxpayers paying their full taxes that are
owed, and you have others paying none. As Justice Holmes said
back in 1927, “Taxes are what we pay for a civilized society.” Well,
the tax cheats are not paying their share, and that is a significant
problem, because people have to believe that the tax system is fair.
It has to be perceived to be fair, or more and more people are not
going to pay their taxes. It is going to be a growing problem. It is
going to snowball, and the same way with unregulated business.

The securities transactions, financial dealings, are going through
a jurisdiction without any supervision. They have a major, unfair
advantage over companies that are regulated, and it is also ex-
tremely dangerous, dangerous because they can result in financial
disaster, as it almost did in the Long Term Capital, with the col-
lapse of those partnerships that had assets of $1.8 trillion. Only a
few days ago, the Financial Times reported a complaint by the dep-
uty speaker of the assembly in the Caymans, that said, “It is the
poor who pay taxes in this country.” All the rich foreigners pay no
taxes, but the local poor are the people who pay the taxes, and that
is because they have no income and no capital gains tax. The tax
is on food. Some years ago, a notorious New York tax delinquent
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who was convicted in the Federal court observed, “It is only the lit-
tle people who pay taxes.” We cannot afford to allow that cynical
view of the tax system to become accepted wisdom of this country.

Tax havens which rely on bank and corporate secrecy are know-
ingly assisting customers to commit tax fraud. Lawful tax shelters
do not need to be kept secret. I am not advocating the indiscrimi-
nate disclosure of financial discrimination on a wholesale basis, but
rather the disclosure of specified information to appropriate tax
and prosecuting authorities where they have reason to request on
the same basis on which disclosure of bank information is made to
tax authorities and criminal investigations in the United States.

Let me emphasize the unfairness of allowing some citizens to
avoid paying their fair share of taxes—it erodes confidence in the
tax system and the voluntary compliance in which the system is
based. In a democracy, you have to have voluntary compliance by
virtually everybody. You cannot have a system where people are
running around checking up on every taxpayer, and you are not
going to have voluntary compliance unless people believe the sys-
tem 1s fair. There is a lot of work to be done here. I wish I could
say that I thought things were getting better. I do not think that
they are. Some steps have been taken in the right direction, but
the fact that offshore deposits in the Cayman Islands have gone up
by $120 billion in the last year indicates that some people have not
gotten the message yet.

So I think that everybody has to work together to solve this prob-
lem. We have to work with the Justice Department and we will do
that. I met with Secretary O’Neill this morning, and we are going
to work with the Treasury Department. We are going to work with
the Federal Reserve. We will work with this Committee, and it is
only by everybody working together that we can solve this very
complicated, huge, difficult problem—but not intractable if every-
body cooperates.

Thank you for the opportunity of testifying.

Senator LEVIN. Thank you, Mr. Morgenthau.

Mr. Chertoff.

TESTIMONY OF HON. MICHAEL CHERTOFF,! ASSISTANT AT-
TORNEY GENERAL FOR THE CRIMINAL DIVISION, U.S. DE-
PARTMENT OF JUSTICE

Mr. CHERTOFF. Thank you, Mr. Chairman, and again let me
thank you for that kind introduction. Also, I just want to express
my pleasure at the opportunity to sit with Bob Morgenthau on this
panel. Back some years when I was the U.S. Attorney in New Jer-
sey and an assistant in the Southern District, we worked together
on cases. He has really been a role model for prosecutors in the
New York metropolitan area and throughout the country and the
world, in his tenacious pursuit of very complicated international
criminal cases.

I am very pleased, Mr. Chairman, to be invited here to testify be-
fore the Subcommittee in support of Secretary O’Neill’s position in
favor of international cooperation and transparency with respect to
tax havens. We are dealing with the same entities in the money

1The prepared statement of Mr. Chertoff appears in the Appendix on page 68.
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laundering context, the area with which I tend to deal in my cur-
rent job. Also, if I can just take the opportunity to request that my
written statement be included in the record, and I will briefly ad-
dress some of the points here.

Senator LEVIN. Both of the statements will be included in the
record in full, as all other statements will.

Mr. CHERTOFF. Obviously, I am not here as a tax expert or a tax
lawyer. I am neither. I am here as a prosecutor looking at the issue
of money laundering, which is clearly emerging as one of the most
important global criminal issues that we face. Before I talk very
briefly about the challenge in dealing with money laundering, I
want to make a comment that arises from some of the discussion
with Secretary O’Neill related to the issue of cooperation. Because
I think in this area, certainly as much as in any other and maybe
more than in most, the key to successful enforcement is cooperation
between agencies, Federal, State and local officials, as well as
internationally.

I can tell you, for example, that although we do not work tax
cases in the Criminal Division, as soon as she is confirmed, I in-
tend to sit down with the new head of the Tax Division and talk
to her about ways in which we can cooperate in mutual cases of
criminal investigation. Likewise, one of the things I did very early
on in my still-brief tenure was to sit down with Jimmy Gurule,
whom I have known for years, and talk about how we can approach
and work together on the issue of money laundering from both a
Treasury and the Justice perspective. Finally, I am looking forward
to the opportunity to work with Mr. Morgenthau and others in a
variety of jurisdictions to pursue these cases.

We need to look at good-quality cases, cases that are not only
well put together in terms of proof, but deal with the institutional
structures that promote money laundering. This way we will not
only deal with the low-level money launderers, but with those enti-
ties that allow money laundering to progress on an ongoing basis.
I know the Members of the Subcommittee are aware that money
laundering has become one of the biggest threats to our national
and financial security, with hundreds of millions of dollars in crimi-
nal proceeds moving through our financial system in and out of the
United States and abroad.

I do not know if there is a definitive figure on the volume of ille-
gal proceeds, but I have heard estimates that range from 2 to 5
percent of global GDP, which would put the figure between $800
billion and $2 trillion per year. In this country, obviously, we have
addressed part of the problem with the Bank Secrecy Act. We are
also working through the G—7 Financial Action Task Force to try
to bring the rest of the world up to a standard that allows us to
work cooperatively on money laundering. Generally this has been
a very successful effort and a good example of how multilateral
processes can work to motivate countries to address these defi-
ciencies.

The critical thing about money laundering is this: Contrary to
the public perception that money laundering simply consists of
drug dealers moving money back and forth in and out of the coun-
try, though it certainly includes that, money laundering is actually
a part of all kinds of international criminal activity, whether it be
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international business fraud or international political corruption.
In cases like Ferdinand Marcos or Noriega, Lazarenko or Monte-
cinos, the ability to follow the proceeds of the crime has been a crit-
ical element in identifying criminal perpetrators and holding them
accountable for their actions.

So, where are we today with money laundering? Our ability to
detect, investigate, and prosecute these kinds of international and
domestic financial crimes, is only as strong as our anti-money laun-
dering laws and regulations and enforcement efforts. When these
laws were first passed years ago, the United States led the world
in adopting and implementing an anti-money laundering regime.
To their credit, other nations, building upon our experience, have
recently enacted and implemented their own laws and regulations,
in some ways surpassing what we have in our own body of laws.
In particular, other countries have adopted a more inclusive under-
standing of what constitutes a predicate offense to trigger money
laundering under their domestic and foreign law. Some countries
have adopted mandatory reporting by a wider array of reporting
entities than we have in the United States.

So our money laundering laws, which were certainly cutting edge
in the 1970’s and 1980’s need to be revisited. When we first en-
acted them in the mid-1980’s, I think they were designed to pri-
marily address the domestic narcotics problem. Since that time,
technological developments and the globalization of commerce have
overtaken those laws, and we need to look at how we can keep pace
and move ahead. We can only now begin to envision now how im-
portant it is going to be to identify and halt the looming conver-
gence of international organized crime, international corruption
and cyber technology. We in law-enforcement, whether it be Fed-
eral, State or local, have to be ready for today’s and tomorrow’s
threats to our national and financial security.

With that, I want to say that I look forward to working with the
Subcommittee and with Bob Morgenthau and others in trying to
put together a package of tools and authorities that will allow us
to strike at the 21st Century of money laundering. Thank you
again for the privilege of appearing, and I look forward to answer-
ing your questions.

Senator LEVIN. Thank you very much, Mr. Chertoff. While we
are focusing on tax evasion today and the offshore tax havens
which help assist its occurrence and its frequency, tax evasion is
not always just about nonpayment of tax. As we saw and some of
us remember either reading or hearing about the Al Capone convic-
tion, as someone who was convicted of tax evasion, but who had
been suspected of murder, extortion and a bunch of other violent
crimes. But this is an example of how tax crimes can be used to
stop other, more violent crimes. Do U.S. law enforcement personnel
still use tax violations to put violent, dangerous criminals behind
bars?

Mr. CHERTOFF. Absolutely. I can tell you from my personal expe-
rience that we often marry a substantive case involving violent
crime, organized crime, or narcotics trafficking with tax counts, be-
cause the tax counts do give you an extra punch in law enforce-
ment.

Senator LEVIN. Mr. Morgenthau.
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Mr. MORGENTHAU. We use narcotics laws to put away a lot of
murderers. It is easier to get a narcotics conviction when making
an undercover buy than it is to prove a murder. So those kinds of
things are still done and done effectively.

Senator LEVIN. Including using tax laws for that purpose?

Mr. MORGENTHAU. Well, we do not have as strong tax laws as
the Federal Government does, but

Senator LEVIN. So you are using that as an analogy?

Mr. MORGENTHAU. We do it from time to time.

Senator LEVIN. Both of you have offered powerful testimony
about misconduct and offshore tax havens and why it is in the na-
tional interest of the United States to convince those jurisdictions
to cooperate with U.S. law enforcement efforts. Given your experi-
ence, will the hard-core tax havens on the OECD list be likely to
agree to cooperate unless they believe that we are willing to impose
sanctions?

Mr. CHERTOFF. Well, I do not think I can identify the location of
many of these places on the list. Based on my own experience,
there was a time 10 or 15 years ago when we could not have envi-
sioned getting even the cooperation we are getting now. I think the
Cayman Islands is a very good example. I think carrot is great;
sometimes stick is important, too.

Mr. MORGENTHAU. I think it varies. The Channel Islands, the
Isle of Man, Guernsey and Jersey are now very cooperative, but
they are the only ones that I can look at and say that there has
been a significant change. There has been talk from the Caymans,
but I am still from Missouri as far as the Caymans. We have not
seen any tangible evidence they are going to be helpful. They are
moving the players around a little bit, and I am hopeful, but the
amount of dollars going down there is not going down. It is increas-
ing.

Senator LEVIN. On the Caymans issue, the Caymans avoided
going on the list of OECD tax havens, and so it does not show up
on the chart, which is Exhibit 7 in your book.! You have pointed
out, Mr. Morgenthau, that the amount of money in the Caymans
has gone up. It is almost $1 trillion, it sounds like now. The disclo-
sure agreement that the Caymans have made takes effect in the
year 2003. So that will be the year when we will begin to get the
information about U.S. taxpayers’ money that is placed in the Cay-
man Islands. That is what we have fought so hard to get with
these other jurisdictions—disclosure and transparency, so that
upon request, when a law-enforcement person asks the Caymans
for information about an account in one of those banks, that you
will then be able to get it.

Mr. MORGENTHAU. Let me just say this, kind of the reverse of
time is money, even where, under the Mutual Assistance Treaty,
a country like Switzerland says we will disclose, but they may take
a couple of years to do it, and by that time the horse is not only
stolen, but the barn has burned down. I am reading a book by one
of the lawyers who says how the rich grow richer. He said you can
set up an asset protection trust and if somebody goes after you,
then you move it to another jurisdiction. So just the fact that they

1See Exhibit 7, which appears in the Appendix on page 93.
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are going to disclose is important, but it is important that it be
done promptly.

Senator LEVIN. Right, I think that is a really significant point.
There were less than 1,000 taxpayers of the United States that dis-
closed that they have an account in the Cayman Islands, and yet
your data is that there is how much American money?

Mr. MORGENTHAU. $800 billion.

Senator LEVIN. Almost $1 trillion.

Mr. MORGENTHAU. Yes, and growing at the rate of about $120
billion a year in the last several years.

Senator LEVIN. If you look now on Chart 7, given the amount of
money that we know is in the Caymans that is American money
and the relatively few taxpayers who admit it on their income tax
forms, 999, to be precise, in the year 2000, there sure seems to be
a similar disconnect with some of these other tax havens. Do you
have Chart 7 in the book in front of you there? Look at the tax-
payer filings, for instance, Isle of Jersey, which has 868 taxpayers
saying they have an account, and there are 20,000 offshore compa-
nies. We do not know how many of those are American, by the way,
and we will not know that until we get disclosure.

Mr. MORGENTHAU. I know. Well, we know quite a few of those
are British; quite a few of them are Russian. We have indicted two
British lawyers, one of them a magistrate and a Canadian lawyer,
for setting up Jersey companies. Some of this was used to facilitate
the moving of money out of Russia.

Senator LEVIN. In Antigua, you have 87 U.S. taxpayers saying on
their returns that they have accounts in Antigua of $10,000 or
more, and yet we have 12,000 companies. There is nobody who is
going to tell us how many of those are American companies and
how many of those are deposits until we get disclosure, if we ever
do. But just looking down this disconnect between the relatively
few disclosures that we have and the incredible number of offshore
companies that have been opened up—Bahamas, we have a total
of 786 U.S. taxpayers saying that they have accounts there of
$10,000 or more. We have 100,000 offshore companies in the Baha-
mas.

From your experience in law enforcement, would you expect that
there would be a larger number than 786 taxpayers from the
United States in the Bahamas when there is 100,000 offshore com-
panies there, Mr. Morgenthau?

Mr. MORGENTHAU. In the case that we have now, we know of 980
Americans who have accounts there.

Senator LEVIN. In one bank or one person who opened it?

Mr. MORGENTHAU. With one investment called Evergreen. They
will regret that now, because Evergreen is in bankruptcy, and the
2,000 investors in Evergreen have lost $212 million. So they are
paying.

Senator LEVIN. That was one investment.

Mr. MORGENTHAU. One enterprise, yes.

Senator LEVIN. With that many American investors, equal to the
total of all the American investors.

Mr. MORGENTHAU. They set up a separate trust for each one, so
I think there was something like 900 trusts set up in the Bahamas.
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Senator LEVIN. And that is just with one person setting up one
investment for that many Americans.

Mr. MORGENTHAU. The company said each one of you has your
own trust——

Senator LEVIN. But one company.

Mr. MORGENTHAU [continuing]. To their regret. Because they
have been wiped out.

Senator LEVIN. Right. I understand that, but with one company.

Mr. MORGENTHAU. One company.

Senator LEVIN. They may regret it, because they have been
wiped out, but they have to disclose it, whether they are wiped out
or not or whether it is a good investment or bad, they have to dis-
close that investment.

Mr. MORGENTHAU. Of course, one of the attractions to these poor
suckers was the, “You will not pay any American taxes.”

Senator LEVIN. And that it will be hidden; is that correct?

Mr. MORGENTHAU. Yes.

Senator LEVIN. Do you have anything to add on that, Mr.
Chertoff?

Mr. CHERTOFF. I do not know that I am in a position to speculate
about the number of accounts, but I do think something that Mr.
Morgenthau pointed out is worth noting in terms of money laun-
dering. We are dealing not only with the issue of Americans who
put money in these banks, we are talking about foreign criminals
who put money in these banks and then move the funds into the
United States.

Senator LEVIN. This international tax haven project, which we
have made reference to this afternoon, is asking offshore tax ha-
vens to agree to cooperate with both criminal and civil tax inquir-
ies, with criminal tax inquiries by the year 2003 and with civil tax
inquiries by the year 2005. That is what this OECD project is ask-
ing the tax havens to do. What is the difference between the two?
How do you know which one to ask for at the outset of a tax inves-
tigation?

Mr. CHERTOFF. Well, again, I do not want to get outside my ex-
pertise as that is a Tax Division matter. I can just tell you from
my experience back when I was U.S. Attorney, that if you are deal-
ing with a “naked tax case,” a tax case not a part of an organized
crime or drug case, the IRS and the Tax Division have sets of pro-
cedures that they use to evaluate whether a case ought to be treat-
ed as civil or criminal. I do not know that, in my experience, there
was a precise line. It has the character of, “I know it when I see
it.” But there are generally a set of characteristics that define
whether a case is serious enough in terms of mental state and pat-
tern to warrant criminal prosecution.

Mr. MORGENTHAU. We have no civil jurisdiction, so we would
only be interested in criminal tax investigations.

Senator LEVIN. The tax haven project has succeeded in obtaining
written commitments from 10 jurisdictions, including Bermuda and
the Caymans, to begin cooperating with civil and criminal tax
investigations. So there is an agreement to cooperate there. What
impact do you believe those commitments are going to have on law
enforcement? Are you familiar with the details?
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Mr. MORGENTHAU. I hope they are going to be helpful, but I
think the proof of the pudding is in the eating. We are going to
have to wait and see.

Senator LEVIN. Would you take a look at those commitments for
us and give us your critique or your commentary or your reaction
to the commitments, so you could tell us where we should look for
loopholes?

Mr. MORGENTHAU. I would be glad to.

Senator LEVIN. That would be very helpful. Mr. Chertoff, if you
would do the same, we would appreciate that.

Mr. CHERTOFF. Yes.

Mr. MORGENTHAU. If I may say one thing.

Senator LEVIN. Please.

Mr. MORGENTHAU. In the past, where there has been a mutual
legal assistance treaty in effect, like in the Caymans, for instance,
they have taken the position that we will give this information only
to the Justice Department, and the Justice Department is not per-
mitted to give it to State prosecutors. So that is something you
have to be on the lookout for, also.

Senator LEVIN. All right. We are going to get you both the copies
of those commitments, so you can tell us where you believe they
are strong and where you believe that they are weak. Some oppo-
nents of the international tax haven project want to require the
United States law enforcement to have to establish probable cause
that a tax violation has taken place before asking a tax haven to
provide information to the U.S. Government. Now, as I understand
it, that would be a reversal of a long-standing policy and a U.S. Su-
preme Court decision which has held that you can obtain informa-
tion for a tax investigation, provided the investigation is for a “le-
gitimate purpose,” without a prior establishing of “probable cause.”

Mr. MORGENTHAU. What we would want to see would be the
same standard for getting records offshore as apply in the United
States. In other words, the same reasonable basis, but not probable
cause.

Senator LEVIN. Do you have anything to add to that, Mr.
Chertoff?

Mr. CHERTOFF. I have nothing in particular.

Senator LEVIN. Mr. Chertoff, finally, with your reference to the
money laundering laws and the efforts to strengthen them, we are
going to be introducing bipartisan legislation, again to strengthen
our hand against money laundering, and we would very much like
to work with you on that legislation, and I hope we can get your
support, get your commentary, and get something passed in this
Congress.

Mr. CHERTOFF. I would very much like to work on that, too, Mr.
Chairman.

Senator LEVIN. I guess there is one final one that we would like
to ask, and this is also for you, Mr. Chertoff. The Treasury Depart-
ment is conducting an internal review of money laundering pro-
grams to ensure that the American people are getting the best pos-
sible return on the investment. When that is applied to money
laundering investigations and prosecutions in the Justice Depart-
ment, the question arises as to how do you evaluate the costs and



36

benefits of law-enforcement efforts? How do you evaluate the bene-
fits, for instance, of law-enforcement efforts?

Mr. CHERTOFF. I cannot speak to what Treasury is doing, obvi-
ously. I can just tell you that generally in my own experience it is
always worth asking yourself the question of what is effective. In
my experience, we have looked at a large number of factors, both
quantitive and qualitative. A large case, which may involve only a
certain number of defendants, but ones that may be high-ranking
or pose a particularly serious danger, can have a much more posi-
tive effect than 5 or 15 or 25 lower-level cases. So basically we try
to use our judgment. There is neither a magic number nor a magic
rule. I think we try to use experience and judgment in evaluating
the effectiveness of these programs.

Senator LEVIN. But how do you prove the return on that invest-
ment? How do you assess the benefits of a law-enforcement action?

Mr. CHERTOFF. All I can tell you, Mr. Chairman, is from my own
experience years ago at the organized crime program that the De-
partment of Justice runs. But in the period from 1980 to 1990, if
you wanted to evaluate the success of that program, you would
have looked at the fact that most of the organized crime families
in this country had their leadership dismantled and sent to jail.
You had numerous legitimate businesses taken out of the hands of
organized crime. At the end of the day, someone could probably
compute the millions of dollars saved for the American public
through that effort. But, by evaluating, again, the people who were
convicted, the entities which are freed from the grip of organized
crime, and the number of victims whose crimes ultimately resulted
in a successful prosecution, you can get a good picture of what an
effective program is.

Mr. MORGENTHAU. If I may just say one thing.

Senator LEVIN. Sure. You also then would have to evaluate the
benefits, look at the number of people who were not victimized be-
cause of what you did; would that be fair?

Mr. CHERTOFF. That would be fair. It is a little harder some-
times.

Senator LEVIN. It gets harder, but is that all necessary in terms
of evaluating benefits?

Mr. CHERTOFF. Absolutely. It is a complicated process.

Senator LEVIN. Mr. Morgenthau.

Mr. MORGENTHAU. As you know, the FBI historically has put a
great deal of emphasis on bank robberies, and it has been very ef-
fective, but how many bank robberies are prevented because bank
robbers know that they are going to be investigated by the FBI?
There is no way that you can really compute that cost/benefit. The
fact that the FBI committed resources—will commit resources to
any significant bank robbery—has got to be a major deterrent ef-
fect. So the fact that they do not prosecute a lot of cases does not
mean that that money supporting the FBI’s effort in bank robberies
is not very significant.

Senator LEVIN. That is very helpful, both of you. We thank you
f01(“1 your testimony and very much appreciate your attendance here
today.

Our third panel is also a very distinguished panel. First, Sheldon
Cohen. Mr. Cohen served as Commissioner of the Internal Revenue
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Service under President Lyndon Johnson and is a leading tax prac-
titioner; and Donald Alexander served from 1973 to 1977 as Com-
missioner of the Internal Revenue Service under Presidents Nixon
and Ford. Mr. Alexander is also a leading expert in the area of tax,
and I believe it is the area of international tax where you have the
most expertise, or in any event spend most of your time. It is an-
other very distinguished panel. We look forward to hearing your
views on the current state of our tax enforcement efforts, and like
our other witnesses, I would ask you to stand and be sworn in. Do
you swear that the testimony that you will give before the Sub-
committee will be the truth, the whole truth, and nothing but the
truth, so help you, God?

Mr. CoHEN. I do.

Mr. ALEXANDER. I do.

Senator LEVIN. Well, I guess we did not flip a coin, so we do not
know who to call on first. I think we will go alphabetically.

Mr. Alexander.

TESTIMONY OF HON. DONALD ALEXANDER,! FORMER COM-
MISSIONER, INTERNAL REVENUE SERVICE (PRESIDENTS
NIXON AND FORD)

Mr. ALEXANDER. Thank you, Mr. Chairman. I am glad to be here
and I am glad to try to clear up something. I signed the letter that
Sheldon wrote and I thought that it was a good letter.2 Looking
back on it, I probably should have raised an objection to one par-
ticular sentence, but it is not significant and I did not. I also signed
a later letter to the Secretary that he mentioned today.3 That letter
had two aspects to it. The first was approval of the Secretary’s con-
cerns about part of the OECD effort, the part that your Sub-
committee is not focusing on, that is dealing with harmful tax re-
gimes. I was uncertain about whether the OECD should tell a
country that its tax regime is harmful or tell a country that a par-
ticular aspect of its tax regime is harmful, and your Subcommittee
is not focusing on that, and that is fine.

You are focusing on the tax-haven project and properly so. It is
a very important and helpful project to try to make our tax laws
work better, to try to make sure that the people who should be pay-
ing taxes are being called on to pay their fair share. I am glad you
are looking into it and I am glad you are keeping Treasury’s feet
to the fire. I remember a lot of fires that my feet were kept to when
I was back in IRS, and I was delighted to hear the commitment
that the Secretary made. I think that will be very constructive.

In my statement, which is part of the record, as you pointed out,
I make a number of specific suggestions and points. Given the late-
ness of the hour, I do not think I have anything more to add right
now, Mr. Chairman.

Senator LEVIN. We welcome that. We will be asking you some
questions, though, to try to bring some of that out.

Mr. Cohen.

1The prepared statement of Mr. Alexander appears in the Appendix on page 77.
2See Exhibit 4, which appears in the Appendix on page 87.
3See Exhibit 23, which appears in the Appendix on page 120.
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TESTIMONY OF SHELDON S. COHEN, FORMER COMMISSIONER,
INTERNAL REVENUE SERVICE (PRESIDENT JOHNSON)

Mr. CoHEN. Mr. Chairman, I am pleased to be before you today
at your request. I should add that I appear in my individual capac-
ity. I do not represent anybody other than myself. I have practiced
tax law a long time in this city, 49 years to be exact, in the govern-
ment, out of the government, teaching. I was fortunate to be the
chair of the group of commissioners, seven of us, three former Re-
publican commissioners, four Democrats, that wrote the letter to
the Secretary to try to clarify his statement in the May issue of the
Washington Times.

As our letter says in the very first sentence of the second para-
graph, after the introduction, it says, “That statement,” meaning
the Secretary’s statement in the May letter, suggests that the
OECD project in its current form runs counter to the administra-
tion’s efforts. We were addressing the inferences of what the Sec-
retary said in his unfortunately inexact language he has now clari-
fied. In his inexact language, he seemed to be backing off of the po-
sition that the United States has taken consistently for the last 12,
15 years, and probably, if you go back, 40 or 50 years.

So I am happy to hear that he did back off of that position. I
should give you a few of my views on the OECD project. I have
worked with Jeffrey Owens, who is the head of the OECD project’s
tax group on several international projects. He is one of the out-
standing international civil servants doing a terrific job for all of
us, because the United States is a member of OECD, in trying to
bring the tax systems of the world in some kind of working order
so they work, and that requires some pressure on countries that
would have wild-cards, if you will. They will do what they will with
the system.

We were talking about the Cayman Islands and other places like
that. Many years ago, I had to open a bank account for a client who
needed a transaction to occur abroad for entirely legitimate rea-
sons, and which they intended to report on their U.S. return and
did report on their U.S. return, but, for a variety of reasons, the
account had to be abroad. I wrote an instrument. It was a trust in-
strument, and we opened the account in the trust’s name in the
Cayman Islands—in one of the British banks in the Cayman Is-
lands, because I wanted a bank that I could trust.

The banker immediately asked me where was my “letter of in-
structions.” That is the under-the-table instructions of what I really
meant to do. I said, “No, I mean for you to do exactly what the
trust says, no more and no less. That trust instrument will be at-
tached to a tax return.”

Now, a friend of mine opened an account in the Cayman Islands
for a completely legitimate reason just a few months ago, and he
told me that when he opened the account, the banker did not know
him and the banker asked for a certification from the U.S. bank
that this person was a real person. That is typically what a U.S.
bank would do with a customer who came in to open a large de-
posit and they did not know him, under the money laundering
rules. So somebody down there at some banks—I cannot say as to
all of them—is paying attention to Jeffrey Owens and the inter-
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national efforts to bring them into line with an organized, orderly
system.

I have had experience with developing countries which negotiate
tax treaties with the United States, and many of them want bank-
ing secrecy. They have banking secrecy or they have something like
bank secrecy.

In each instance, you have to explain to the high officials of that
government that the United States will not ratify a treaty that
does not require mutual exchanges of information. In most of those
instances, they will comply because they want the relationship with
the United States. In a few instances, I have seen them delay and,
in fact, in one country I know of, the delay was many years, until
they realized in their country that many of their people were hid-
ing money in New York banks or Miami banks, and they wanted
an exchange of information and they ratified the treaty and we
have a treaty with that country.

So this is a system that has been going on. The problem has ex-
isted for years. It has gotten better. It is not nearly as good as it
ought to be.

I am pleased to hear that the Secretary is on board; that is, his
statements were interpreted by people as being more radical than
he intended them to be. If I were the Secretary’s close personal
friend, I would advise him to be more careful with his language,
because the inference that one picks up from a statement is just
as important as the actual words, and the inference that everybody
picked up from the Secretary’s statement, perhaps because of the
juxtaposition of the lobbying effort by some groups to get the
United States to abandon its OECD cooperation, and the Sec-
retary’s statement caused us all to have that inference. I do not
blame the Secretary for that, but I do blame somebody on his staff
for not calling that to his attention.

Senator LEVIN. Thank you. Mr. Cohen, I want to go to that let-
ter, because there has been, as you say, inferences drawn from it,
and this is Exhibit 41 in that book, which I believe you made ref-
erence to.

Mr. CoHEN. I will take full blame for most of the letter. There
were a number of my conferees did make substantial suggestions
and substantial improvements. The first draft was mine.

Senator LEVIN. But what I am interested in is the inexact lan-
guage that the Secretary used that led to the inference, could you
go through that with us?

Mr. CoHEN. Exhibit 4 is my letter to him.

Senator LEVIN. Yes, I think it also makes reference, I believe, in
your letter, although I may be wrong, to the—I think it is Exhibit
22 is his statement that you made reference to, I believe, in your
letter. But in any event, if you look at Exhibit 2, if you could share
with us what do you believe in his statement is the inexact lan-
guage?

Mr. CoHEN. Partially, Senator, it was the fact that just days be-
fore his letter, there was published in the tax press and certainly
in the general media, a lobbying effort by several groups to get the

1See Exhibit 4, which appears in the Appendix on page 87.
2See Exhibit 2, which appears in the Appendix on page 83.
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Secretary to back—to get the U.S. Treasury to back out of its sup-
port for OECD.

Senator LEVIN. So the timing——

Mr. COHEN. The timing—that happening, then the next thing is
the Secretary’s statement of May 10, I think it was.

Mr. ALEXANDER. Mr. Chairman, if I could add a little to that,
there was one item for which Secretary O’Neill is surely not re-
sponsible, and that was the headline that the Washington Times
used, that confronting OECD’s, “harmful,” tax approach. Well, that
headline is hardly a helpful or constructive one. Second, the par-
ticular part of the Secretary’s statement to which we responded,
that I was concerned about, is the last sentence in the last para-
graph, “In its current form, the project,” that is the OECD project,
“is too broad and is not in line with this administration’s tax and
economic priorities.”

I think that particular sentence was directed at the harmful tax
regimes part of the project, but it did not say so. It said “the
project.” That was the reason, that very sentence, was the reason
why I was willing to sign on to the letter drafted by former Com-
missioner Cohen.

Mr. COHEN. If the Secretary had said in his article what he at-
tempted to say today, and then he tried to get too precise with his
language, then he seems to be backing off.

Mr. ALEXANDER. I think the Secretary has got it just about
squarely right now. I would be concerned about one thing, though.
When we have these agreements, these exchange agreements with
some of these tax-haven countries, I certainly hope that they do not
all provide, as some of them do now, that the agreement will be
subject to all the laws of the tax-haven country, because some of
those laws of the tax-haven country exacerbate the very problem
that you heard about this afternoon.

What we have to do if we are going to pursue tax evasion effec-
tively under this new approach, and I surely hope we do, is make
sure that some law in Antigua, a country that I like, except for the
fact that they usually have at least three banks on every corner,
does not limit Antigua’s now new duty, if they cooperate with us,
to share information with us. They may say, “Hey, we are going to
give you the information we can legally give you, but we cannot le-
gally tell you whether the particular tax evader you are talking
about in the United States actually has an account with that
bank.”

Mr. COHEN. One of the things in our system is a treaty of the
United States is a law of the United States, and all of these coun-
tries do not have quite the same rule.

Senator LEVIN. I think this is really very helpful. I think the bet
that I had with the Secretary had to do with disclosure, not with
whether he would just get agreements, but whether he would get
agreements which would lead to, in fact, the sharing of informa-
tion. I am going to go back and make sure that it was clear what
the bet was that I had with him, on a 500-percent achievement
rate within 1 year. But it is clear that the whole spirit of what this
effort, this tax haven effort is, is that we want these tax havens
to share the information requested of them relative to the owner-
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ship of these accounts and the monies that flow through these ac-
counts.

So if, in fact, as you say, Mr. Alexander, there is a tautology in
here, a circle in here where the tax agreement is that they would
do what is permitted by their laws, then that is absolutely nothing.
That is not worth the paper it is written on, as far as I am con-
cerned, if all they are going to do is agree to share whatever infor-
mation their laws allow them to share, and their laws do not allow
them to share any information. It is a wasted effort. So I am glad
you point that out. It is a very valuable caution to just saying how
many treaties will be signed. We want treaties that are relevant,
worthwhile and effective.

Mr. Cohen.

Mr. COHEN. In one country, and because of diplomatic niceties,
I ought not mention it, when I was commissioner we had an agree-
ment with this country to share information. They agreed only to
share information on criminal cases, not on civil cases. They had
been very uncooperative in the past. They always said they would
cooperate. Whenever you asked them for anything, it just never ar-
rived. They never said, “No, we will not give it to you.” It just
never arrived. So I asked the staff to find the worst criminal case
they could find in which there were no redeeming characteristics
about the person, and we had pretty good proof, but the case could
use some strengthening, and give me the facts of that case and we
would test them on that. We were pretty sure this person had a
bank account in that country. Bingo, no information. We waited for
a year-and-a-half and nothing happened.

Senator LEVIN. You made reference to opponents of the tax-
haven project of the OECD, and they continue to object to the infor-
mation exchange very vehemently. The Center for Freedom and
Prosperity, one of these organizations, has stated that “Information
exchange for tax purposes, even when limited to specific cases, is
inconsistent with sound tax policy, respect for privacy, and inter-
national comity.”1 So they flat-out oppose information exchange for
tax purposes. Congressman Delay has characterized the con-
templated information exchange proposals as “assaults on financial
privacy.” 2

So there are very strong opponents here and very vocal oppo-
nents against information exchange in order to counter tax evasion.
What is your reaction, both of you, to the arguments that the shar-
ing of information in response to a law-enforcement request in
order to get to the tax evasion issue, that somehow or other is an
assault on financial privacy and due process?

Mr. Cohen.

Mr. COHEN. Their fathers argued that when we introduced
1099s. I happened to be the draftsman of the section that provides
for 1099s when I was a kid right out of law school. But we have
had that kind of reporting. It is kept confidential in the United
States. It is between the Internal Revenue Service and the tax-
payers. It is a crime for anybody at the Internal Revenue Service
level to disclose that information except as provided by law, in

1See Exhibit 14, which appears in the Appendix on page 108.
2See Exhibit 10, which appears in the Appendix on page 101.
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which case if there is a court case, they have to, but otherwise they
do not reveal it. It is what makes our system work.

The first year we put in computers, you remember we did not in-
troduce the Social Security number as the identifying number until
the early 1960’s—the first year we put in computers, dividends re-
porting went up 26 percent. I think interest went up 40-some per-
cent in 1 year.

That did not happen because there was a gigantic jump in the
economy. It happened because people who had not been reporting
were suddenly reminded, if you will, that they better report be-
cause the Internal Revenue Service had the information.

There is an old Yiddish adage which, converted to English, says,
“He thinks he is an honest man who is not given the opportunity
to steal.” When you think about it, it is why we put locks on our
doors and windows. We keep locks on our doors and windows to
keep amateurs from becoming thieves. A real thief can get in any-
way. And that is why we build all these systems to keep all of us—
me, you, all the rest of us—honest, and that is the way we deal
with each other, and therefore we ought to be square, and the only
way we can be square is if the government has some way to check
us if we are not. If the government has no way to check us, then
it is a license to steal. That is what is happening in these tax ha-
vens. It is a license to steal.

hSeglator LEVIN. Mr. Alexander, would you want to comment on
that?

Mr. ALEXANDER. Yes, building on what my distinguished col-
league had to say, first as to computers. When we required Social
Security numbers for children down to the age of five, we discov-
ered that we had 6 million fewer children in this country than we
had the year before, and I am not totally sure we had a plague in
that particular year. But this notion that there is an overriding
right of privacy is something that I frankly do not understand. I
think there is a duty on the part of every American, as you men-
tioned in your opening statement, Mr. Chairman, to pay his or her
taxes, and that duty overrides any notion that the payment is an
exaction forbidden by the Constitution or that the duty to pay taxes
is overridden by the notion that one’s privacy is invaded, one, by
the payment of taxes and, two, by Internal Revenue’s investigation
of the nonpayment of taxes.

There is no constitutional right of privacy that states that tax
evasion through an offshore account is somehow permitted because
one’s privacy as to that account would be invaded by the intrusive
IRS if, indeed, the Cayman Islands were to have to tell the IRS in
response to a lawful and reasonable question whether a U.S. cit-
izen had an account like those thousands and thousands of compa-
nies and accounts that were in your chart.

Senator LEVIN. That chart is Exhibit 7, by the way. It indicates
how many taxpayers have admitted in the year 2000 to having an
account in one of the 35 tax havens identified by the OECD, and
then we have looked at how many offshore banks and offshore com-
panies were in those tax havens in the year 2000, giving a rough
indicator of the extent of offshore activity in that country.

It shows 1.1 million corporations, but less than 6,000 taxpayers
in the United States, acknowledging having a financial account in
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one of those 35 tax havens. Does that give you a feeling of the
scope of this problem, Mr. Cohen?

Mr. CoHEN. Certainly if you just look at economic activity world-
wide, the United States’ percentage of that economic activity is
greater than that. You cannot say for sure. I think the Secretary
said that. But we surely can draw pretty good inferences and we
ought to be curious and pursue our inferences, and indeed Mr.
Morgenthau did indicate several instances where he knew of spe-
cific instances where there were—he could prove almost the num-
bers here—well, he did not know of every case. So it is clear that
they are vastly under-reported.

Senator LEVIN. I am doing some quick math here. Did you want
to comment to any further on that chart, Mr. Alexander?

Mr. ALEXANDER. Yes, I would. I would have to make two quali-
fications. First, I am very skeptical about the accuracy of the re-
porting anyway on the question in Schedule B—I think that is
where it is now—on foreign bank accounts. When I was working for
IRS, I discovered that people generally ignored that particular
question and that if the IRS obtained information based on that
question, IRS totally disregarded the information. So I worried
about the question.

Second, while I do not think the question was probably answered
accurately, I am not sure about the relationship of an accurate an-
swer to the number of offshore companies, as opposed to offshore
deposits and offshore trusts of the kind that Mr. Cohen mentioned.

Senator LEVIN. The total number of offshore companies that we
have in these jurisdictions is 1,126,000, and I want to see if I un-
derstand your answer. The total number of U.S. taxpayer filings
acknowledging accounts is 6,000.

Mr. ALEXANDER. Right, but an account may not be a company.

Senator LEVIN. We have the companies, as well.

Mr. ALEXANDER. So that was my concern. I agree with you that
the gross disparity between the tiny number on one hand and the
enormous number on the other, and what Mr. Morgenthau testified
to, shows that there are a lot more offshore accounts than are re-
ported by taxpayers.

Senator LEVIN. Finally, I want to ask you both about sanctions.
You have seen tax havens from several perspectives, as tax regu-
lators, tax advisers, taxpayers, and I may have left off one of your
hats, but I think I got them all. You heard the discussion about the
possibility of sanctions and the OECD saying that we need to have
sanctions that will apply to those tax havens, that will not cooper-
ate in this venture. Do you feel the OECD is correct in saying that
the threat of sanctions is necessary to achieve the openness and
the disclosure which is so essential if we are going to get at the
tax evasions that we are trying to get at, so that honest taxpayers
are not losing their taxes to people who refuse to pay those that
are honestly owned? Mr. Cohen.

Mr. CoHEN. I have always said before a number of congressional
committees “law is that which you will enforce.” It is not that
which is written on the books, it is that which you are willing to
enforce. So the same thing is true here. If the international com-
munity wants some rule of reason, that is, everybody has to meet
these minimum standards, then you have to set some target date
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and then you have to set some sanctions if you do not meet that
target date.

That is a question of judgment and feel and touch and taste as
to whether you set that target date as a year from now or 2 years
or 3 years from now, but you cannot set it so far in advance that
it becomes meaningless, and you cannot keep deferring it, because
if you keep deferring it, you lose any push that you have got. As
soon as they see that you are willing to back off for a year or 2,
they are willing to come at you again to find another reason to
have you back off a year or 2.

Mr. ALEXANDER. I think that the threat of actual and effective
sanctions is necessary to the achievement of this goal.

Senator LEVIN. Well, we thank you for your testimony, and it is
based on a very important experience that you have both had, and
actually, as I said, it is not just as commissioners, but also as tax-
payers and advisers. You are very practical. You, I think, know
human nature from all sides of the various desks that you have sat
on, and your appearance here today is going to be very helpful to
us in trying to close down these tax havens, if they do not comply
with reasonable disclosure requirements.

They have been a threat to the international community for
many decades. They become magnets for drug trafficking, for gov-
ernment corruption, for financial fraud, for other crime, in addition
to the tax evasion that they have fostered. The last three adminis-
trations, from President Reagan to President Bush Senior to Presi-
dent Clinton, and the administrations, as you know from personal
knowledge, before them, have devoted resources to addressing the
offshore problem and have been bedeviled by that problem and
have been determined, along with many other countries now, to
band together to try to convince uncooperative tax havens to
change their ways. And we were seeing some results.

We saw results in the Cayman Islands after 15 years of refusal,
to the fact that a total now of 10 jurisdictions have agreed to
change, and many more are apparently on the brink of change. The
initial appearance of this administration to throw some cold water
on that OECD project was disappointing. I think it allowed its crit-
ics to characterize or mischaracterize what the project did, and
sanctions have now been delayed for 2 years. However, Mr.
O'Neill’s testimony here today suggests that the United States
seems to be back in alignment or moving back in alignment with
our allies and colleagues in the OECD, and that is where we
should be.

As I think both of you have just stated, these offshore tax havens
are not going to change their ways if they think they can keep the
status quo. Change does not come easily. But if we do not obtain
change in this area, the American taxpayer is going to continue to
be cheated of huge amounts of tax revenues, which in fairness
should be paid by people who owe those taxes and not by the hon-
est taxpayers of the United States. So we will be working with both
the Treasury and the Justice Departments on this. We value your
testimony greatly. We value your service to this Nation, and we
will stand adjourned.

[Whereupon, at 4:52 p.m., the Subcommittee was adjourned.]
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Mr. Chairman, Senator Collins, and members of the Subcommittee, I appreciate this opportunity to
discuss the position of the United States with respect to the OECD harmful tax practices initiative,

This detailed wili coverall thespecific issues regarding the OECD initiative that Chairman
Levin asked me to address in his June 2911 letter.

As I have stated previously, when I took my oath of office as Secretary in January, I pledged
faithfully to execute the laws of the United States. We have an obligation to enforce our tax laws
because failing to do so undermines the confidence of honest taxpaying Americans in the fairness
of our tax system. At the same time, we should not presume to interfere with the internal tax policy
decisions of sovereign nations. Based on these two fundamental principles, I have concluded that
the United States should attempt to refocus the OECD project on its core element: the need for
countries to be able to obtain specific information from other countries upon request in order to
prevent noncompliance with their tax laws.

Extent of tax evasion through use of offshore accounts or entities
It is impossible to quantify precisely the extent to which U.S. taxpayers are using offshore entities
or secret bank accounts — the facilities of tax haven jurisdictions —to evade their U.S. tax obligations.

Such taxpayers obviously do not report the extent of their noncompliance with U.S. tax laws, and
it is difficult to obtain anything other than anecdotal information with respect to such activity.

(45)
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However, based on this anecdotal information, 1 believe that the potential for such evasion is
significant. For example, the cases involving a bank in the Cayman Islands run by John Mathewson
highlight the opportunities available to U.S. taxpayers to evade their U.S. tax obligations through
the use of offshore bank accounts. According to Mr. Mathewson, over 95 percent of the more than
1,000 depositors in his bank were U.S. citizens, and the bank had over $150 million in its accounts
when it was shut down in 1995. The IRS has to-date obtained tax evasion convictions on, and
collected substantial back taxes from, over 20 of Mr, Mathewson’s clients. The IRS was able to
demonstrate this evasion only because of Mr. Mathewson's extraordinary cooperation. Without it
— and because we do not have an information exchange agreement with the Cayman Islands ~ this
large-scale tax evasion would have gone unpunished.

I should note that the United States and the Cayman Islands have been discussing new legal
mechanisms to provide for effective exchange of information, and that the Cayman Islands is one
of the jurisdictions that has made a commitment to implement effective information exchange
procedures in connection with the OECD harmful tax practices initiative.

The use of offshore entities or accounts by U.S. taxpayers to evade their tax obligations is likely to
increase because of trends that are unlikely to be reversed, including the increasing solicitation of
U.S. taxpayers by offshore banks through the Internet and the ease of access to offshore funds
through electronic banking and account-linked credit cards, which may allow significant fund
transfers that do not create a paper trail. The primary obstacle to enforcement of our tax laws in
these cases remains the unwillingness of jurisdictions to enter into effective information exchange
agreements with the United States that would provide us with access to critically important
information in cases involving suspected tax cheats,

Forexample, in connection with arecent tax investigation, IRS examiners suspected that an offshore
International Business Corporation (IBC) and its offshore bank account were being used by a U.S.
taxpayer to evade the taxpayer’s U.S. tax obligations. The IRS could not obtain the shareholder and
bank account information needed to prove thisbecause there was no treaty or agreement inplace that
allowed the exchange of taxpayer information with the jurisdiction in which the IBC was
established. Put simply, jurisdictions with strict bank secrecy rules and a resistance to cooperate in
tax matters facilitate the evasion of U.S. tax.

U.S. efforts to address tax evasion

The United States employs a multi-prong strategy to enforce our tax laws. First and foremost, we
undertake significant unilateral efforts to combat tax evasion. For example, we presently are
engaged in a multifaceted effort to address the problem of fraudulent tax schemes, many of which
employ offshore entities or secret bank accounts. The IRS estimates that there are thousands of
Internet sites with information relating to methods for evading U.S. tax obligations. Our approach
is to educate the general public to avoid these scams and to take civil and criminal enforcement
action against those who use them and those who promote them.

While we do everything we can ourselves to address tax evasion, we can be more effective with the
cooperation of other countries. When the United States suspects that a particular taxpayer is evading
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U.S. tax laws through the use of offshore entities or secret bank accounts, we sometimes need
information from another country to address that situation. The United States has been more
successful than any other country in negotiating and implementing tax information exchange
agreements. Our tax information exchange agreement program was initiated in 1983 to encourage
the entry into these agreements by jurisdictions with which we would not conclude comprehensive
income tax treaties — typically low or no lax jurisdictions for which the provisions in a
comprehensive treaty addressing issues of double taxation are not necessary. The United States has
tax information exchange agreements with five of the jurisdictions identified as tax havens by the
OECD in June 2000, as well as with another jurisdiction that made a commitment with respect to
the OECD initiative and was not included in the June 2000 list. Most other OECD countries do not
have information exchange relationships with any of the identified jurisdictions.

At present, the United States has over 60 bilateral tax treaties and agreements that provide for
information exchange. The information exchange provisions in these agreements are consistent
with, and have served as a significant resource in the development of, international standards with
respect to information exchange. The United States frequently is able to prosecute taxpayers for tax
evasion because of information obtained from other countries. Further, the fact that the United
States may be able to obtain information from a foreign country when we have reason to suspect
noncompliance helps to deter taxpayers from attempting to evade tax through entities or accounts
in that country.

The United States, however, has been unable to develop information exchange relationships with
some jurisdictions that are significant financial centers. Some jurisdictions simply are not interested
in cooperating in this regard. Other jurisdictions are wary of agreeing to effective tax information
exchange with the United States unless competing offshore financial centers enfer into similar
agreements. Working with the OECD and other OECD member countries on the development of
a framework for reaching information exchange agreements with these jurisdictions may indeed
prove fruitful.

In order to effectively enforce our own tax laws, it is critical that we are able to obtain the
cooperation we need from other countries. The OECD initiative has the potential to advance the
interests of the United States in this regard. This objective is too important to allow the OECD
project to stray into other areas that could distract from or hinder success in this objective. In my
view, the OECD initiative has the greatest chance of enhancing the ability of the United States to
enforce our tax laws if it is focused on its core element: the need for countries to be able to obtain
specific information from other countries upon request in order to prevent noncompliance with their
tax laws.

History of the OECD project

The OECD harmful tax practices initiative began in 1998 with the publication by the OECD of a
report that set out criteria to attempt to identify so-called "harmful tax practices" and provided a
framework for future work to address such practices. Part of that framework was the establishment
of a subsidiary OECD body called the Forum on Harmful Tax Practices, which was co-chaired by
the United States from October 1998 until October 2000. The United States also has been one of
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four members of the Forum’s steering group, called the Bureau to the Forum, from October 1998
up to and including the present.

The 1998 OECD Report, and a follow-up report issued in June 2000, contained rhetoric that
implicated fundamental internal tax policy decisions of countries within and outside the OECD,
including decisions regarding tax rates. The Reports enumerated the harms potentially caused by
"tax havens or harmful preferential regimes that drive the effective tax rate levied on income from
the mobile activities significantly below rates in other countries." Tax systems that "redirect capital
and financial flows and the corresponding revenue from” other countries were condemned as
"noaching” the rightful tax base of the other countries, even though such systems may simply
provide a more attractive investment climate without facilitating noncompliance with the tax laws
of any other country.

The two OECD reports take a notably condemnatory tone with respect to the issues addressed, and
the advocacy of internationally coordinated action against targeted countries represents an approach
that is more aggressive than is typical for the OECD.

The OECD’s technical work on harmful tax practices has proceeded on three tracks since 1998:

The identification and elimination of harmful tax practices within OECD member
countries;

The elimination of such practices in identified tax haven jurisdictions; and

Outreach to other non-OECD jurisdictions, with the goal that such jurisdictions
eventually eliminate their own harmful tax practices.

The 2000 OECD Report identified 35 so-called “"tax haven" jurisdictions. Under the criteria
established in the 1998 OECD Report, a tax haven is a jurisdiction that imposes no or nominal direct
taxes on financial or other mobile services income and also meets one of three other criteria: (1) its
regimes lack transparency; (2) it does not engage in effective information exchange; or (3} its
regimes facilitate the establishment of entities with no substantial activities. The 2000 Report also
identified 47 "potentially” harmful preferential tax regimes in OECD member countries. A harmful
preferential regime is a regime that provides for low or no taxation of financial or other mobile
services income and also meets one of three other criteria: (1) the regime lacks transparency; (2) the
country does not engage in effective information exchange with respect to taxpayers utilizing the
regime; or (3) the regime is "ring fenced" (as described below).

The 2000 Report provided a one-year period for the identified tax havens to enter into commitments
to eliminate (by the end of 2005) their harmful tax practices. The 2000 Report also provided that
Jjurisdictions that do not make such commitments will be included on a list of "uncooperative" tax
haven jurisdictions to be published in July 2001. The report anticipated that the OECD would
recommend that OECD member countries implement a coordinated framework of "defensive
measures” against the jurisdictions that are listed as "uncooperative.”
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Concerns about the OECD project

On February 17th, following a meeting of G7 Finance Ministers in Palermo, [ indicated that certain
aspects of the OECD project were under review by the Administration. I was troubled by the notion
that any country, or group of countries, should interfere in any other country’s decisions about how
to structure its own tax system. I felt that it was not in the interest of the United States to stifle tax
competition that forces governments — like businesses — to create efficiencies. Ialso was concerned
about the potentially unfair treatment of some non-OECD countries, with regard to both the
deadlines to which they were being subjected and the uncertainty created by the lack of clarity with
respect to the application of the "no substantial activities” criterion. This perceived unfairness
seemed to be contributing to the difficulty in obtaining commitments from most of the identified
jurisdictions. I was particularly troubled because these aspects of the project did not relate to what
appeared to be a critical — and attainable — objective of the OECD’ s work: the establishment of a
framework for reaching information exchange agreements with countries that have shown little
interest in cooperating with other countries on tax matters in the past. Indeed, these aspects
distracted from and interfered with the achievement of that objective.

Our review of the OECD project has been guided by two fundamental principles. First, we mustdo
everything that we can to enforce our own tax laws, including working to obtain needed information
that is in the hands of other countries. Second, we will not interfere in the internal tax policy
decisions of other countries. These principles led me to conclude that the United States should
attempt to refocus the OECD initiative on its core element: the need for countries to be able to
obtain specific information from other countries upon request in order to prevent noncompliance
with their tax laws.

Recent developments with respect to the OECD tax haven work

I am happy to report that, together with other OECD member countries, we have made substantial
progress in focusing the initiative on its core element of effective information exchange and in
addressing aspects of the initiative that seemed unfair to non-OECD countries.

Treasury representatives have worked with their counterparts from other OECD countries through
the OECD process and have been able to obtain agreement to significant modifications to the work
with respect to tax haven jurisdictions. The recent discussions regarding the OECD project focused
on the portion of the work relating to tax haven jurisdictions because that work was facing
immediate decision points and deadlines. The modifications recently agreed to at the OECD were
noted in the July 7th report by the G7 Finance Ministers on Fighting the Abuses of the Global
Financial System.

I would like to summarize three significant modifications to the OECD tax haven work, each of
which I will describe in greater detail below.

First, coordinated defensive measures would not apply to "uncooperative” tax haven jurisdictions
any earlier than they would apply to similarly-situated OECD member countries.
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Second, the "no substantial activities” criterion will no longer be applied to determine whether
or not a jurisdiction is considered to be an "uncooperative” jurisdiction.

Third, the time for tax haven jurisdictions to make a commitment to transparency and
information exchange has been extended from July 31st to November 30th.

The United States argued for each of these modifications within the OECD, and strongly supports
them. It is important to note that the United States was not alone within the OECD in advocating
these modifications, and that agresment within the OBCD would not have been possible without the
support of other countries. In my view, these modifications constructively focus and clarify the
QECD tax haven work, and therefore increase the likelihood that it can achieve its critical objective.

Parity of timeline for application of defensive measures. In order for the OECD initiative to have
the legitimacy it needs to succeed, jurisdictions outside the OECD must be treated no more severely
than similarly-situated OECD member countries. The 2000 OECD Report anticipated the
coordination and application of defensive measures by OECD member countries against
“"uncooperative” tax haven jurisdictions as of July 31, 2001, Such measures, however, would not
be applicable to similarly-situated OECD member countries — including OECD member countries
with substandard fransparency or information exchange practices which they have not yet made
commitments to improve — until April 2003 at the earliest. That disparity in treatment would not
have been fair. It is not surprising that there was unanimous support among G7 countries to address
this inequity.

Accordingly, the OECD has now agreed that defensive measures would not be applicable t©
non-OECD jurisdictions any earlier than they would be applicable to similarly-situated OECD
member countries. Each QECD member country, of course, reserves the right to take or refrain from
taking any measure as appropriate, whether within the coordinated framework established by the
QECD or outside of that framework. Tax haven jurisdictions will be able to observe whether OECD
member countries with significant financial centers make the changes necessary to meet the
standards that the jurisdictions arc being asked to meet. OECD member countries should hold
themselves to standards and timelines at least as rigorous as those to which they hold jurisdictions
that are not part of the OECD.

Removal of the no substantial activities criterion. Under the provisions of the 1998 and 2000 OECD
Reports, ajurisdiction that meets international standards of transparency and information exchange
could nevertheless be considered an "uncooperative” tax haven jurisdiction potentially subject 1o
defensive measures if it has regimes that facilitate the establishment of entities with "no substantial
activities,” Application of the "no substantial activities" criterion proved difficult, and the OECD
sought to apply a ring-fencing criterion to the tax haven jurisdictions as a proxy. Under the 1998
OECD Report, which addresses ring fencing in the context of identifying harmful preferential
regimes within ORCD member countries, a tax regime is ring fenced if it available only to
non-resident investors or if the activities of entities formed under the regime are limited io
international transactions.
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Thering-fencing criterion is problematic because it does not provide an adequate basis to distinguish
regirmes that facilitate tax evasion from regimes that are designed to encourage foreign investment
but that have nothing to do with evasion of any other country’s tax law. Countries may have good
reason to provide different levels of taxation to income eamed by nonresidents or to income earned
by residents from foreign activities, such as to provide investment incentives or to improve access
to capital markets. If such policies are not coupled with a lack of transparency or a refusal to
exchange information and otherwise do not interfere with the enforcement by other countries of their
tax laws, they should not be targeted by the OECD initiative.

As a practical matter, the OECD has struggled to articulate the application of the "no substantial
activities" criterion, or the ring-fencing criterion as its proxy, to the tax haven jurisdictions.
Moreover, this criterion necessarily would have uneven application to the tax haven jurisdictions as
it would have potential application only to those jurisdictions that have an income tax system and
would have no application whatsoever to those jurisdictions that have no income tax system. This
lack of clarity in definition and uneven application are particularly troubling because the criterion
potentially implicates fundamental tax and economic policy decisions of the jurisdictions.

Accordingly, the OECD has now agreed that neither the "ring-fencing” criterion nor the "no
substantial activities" criterion will be used to determine whether a jurisdiction would be listed as
"uncooperative" and would be subject to potential defensive measures.

Extending the time for commitment. In light of the recent modifications to the OECD initiative and
the number of jurisdictions that have yet to complete discussions with the OECD with respect to
commitments to improve their practices, it made good sense to reconsider the anticipated July 31st
date for listing "uncooperative" tax haven jurisdictions. The OECD is in active discussions with
many of these jurisdictions, and these discussions have proved to be quite time-consuming.
Maintaining the July 31st deadline almost certainly would have caused many jurisdictions that are
engaged in ongoing, good-faith discussions with the OECD regarding the commitment process to
be included in the list of "uncooperative” tax haven jurisdictions. It would have been
counterproductive to so label jurisdictions merely because the OECD and the jurisdiction were
unable to conclude their discussions by July 31st. Inorder to avoid this inappropriate result, the time
for jurisdictions to make commitments to improve transparency and information exchange practices,
and therefore avoid being considered an "uncooperative" tax haven, is being extended from July 31st
to November 30th.

Any jurisdiction that makes a commitment to meet intetnational standards of transparency and
effective exchange of information will not be listed as "uncooperative” and will not be subject to
potential application of coordinated defensive measures. The United States fully supports efforts
to improve the information exchange and transparency practices of countries within and outside the
OECD which are necessary to enable other countries effectively to enforce their own tax laws.
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Information exchange standards. International standards withrespect to exchange of tax information
have been developed through the work on the relevant provisions of the OECD Model income tax
treaty and other instruments, These standards have been strongly influenced by developments
regarding the U.S. Model income tax treaty and the standards set out in the Internal Revenue Code
with respect to tax information exchange agreements. The ten jurisdictions that have committed to
the OECD initiative thus far have been participating with OECD member countries, including the
United States, in developing an exchange of tax information instrument based on these U.S. and
international standards. It is anticipated that this instrument could be used in meeting the
jurisdictions” commitments to engage in effective tax information exchange.

In the context of the OECD mitiative, effective information exchange means that governmental
authorities will provide information upon specific request if necessary for the conduct of a specific
criminal tax investigation or civil tax examination. In general, information exchange can be
effective only if bank secrecy, bearer shares, and other practices do not impede such exchange.
Requests for information that are in the nature of a "fishing expedition” are not within the scope of
standard information exchange relationships.

United States tax authorities may directly exchange tax information with authorities of foreign
countries only pursuant to bilateral tax treaties or tax information exchange agreements, and the
United States currently has over 60 such treaties and agreements. These treaties and agreements
provide that the information cannot be used for non-tax purposes or disclosed without authorization,
thus protecting the confidentiality of such information. The OECD project contemplates that
confidentiality standards will be included in the model exchange of information agreement being
developed by the joint group of OECD and non-OECD countries, and the United States will continue
to insist on these important protections in any agreement to which it is a party.

Transparency standards. International standards with respect to transparency have been developed
at the OECD as part of the harmful tax practices initiative. In this context, transparency means two
things: (1) the absence of non-public tax practices, such as the secret negotiation, or waiver, of
public tax laws and tax administration rules; and (2) the absence of obstacles, such as strict bank
secrecy or the use of bearer shares, to obtaining financial or beneficial ownership information within
ajurisdiction. The United States supports efforts to improve transparency as critical to establishing
and maintaining an effective information exchange relationship; a jurisdiction that could not obtain
basic financial or beneficial ownership information from residents or financial institutions within
its jurisdiction could not satisfy its information exchange obligations in a meaningful way. Efforts
to improve transparency should prevent the establishment of barriers to effective information
exchange.
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Possible application of defensive measures. The OECD initiative can reach its core objective of
improving the ability of countries to enforce their own tax laws only if the significant financial
centers within and outside the OECD are persuaded to meet international standards for transparency
and effective information exchange. Drafting lists and devising defensive measures ultimately will
not help countries curb noncompliance with their tax laws. Accordingly, it is the hope of the United
States and other ORCD member countries that we will never have to consider the implementation
of coordinated defensive measures with respect to uncooperative jurisdictions.

It is important to note two things with respect to defensive measures in connection with the OECD
harmful tax practices project. First, the threat of such measures by a group of 30 large, developed
couniries is by its nature highly coercive and accordingly should be reserved only for jurisdictions
acting in bad faith whose practices demonstrably facilitate the noncompliance by taxpayers with the
tax laws of other countries. In this context, such measures must truly be measures of last resort.

Second, while the work in the OECD project to refine the identification of appropriate potential
defensive measures is still in an early stage, it is important to recognize that several of the defensive
measures that have been identified thus far by the OECD have been part of the international tax
policy of the United States and other OECD member countries for many years. For example, the
Internal Revenue Service has a practice of enhanced audit and enforcement activities with respect
to fransactions and activities in jurisdictions which, in its experience, are used by U.S. taxpayers to
evade their U.S. tax obligations. These jurisdictions invariably do not have effective information
exchange agreements with us or other countries, and in fact most were identified as tax havens by
the OBCD. In addition, since the mid-1980s, the United States has had a policy of not entering into
comprehensive tax treaties with no-tax jurisdictions because such treaties would not serve a principal
purpose of our bilateral tax treaties ~ the elimination of double taxation on cross-border activities
and investment flows — and because such jurisdictions traditionally have not had effective
information exchange practices. Consistent with that policy, the United States has terminated
several tax treaties in the last 20 years with no or low-tax jurisdictions, many of which were
identified as tax havens by the OECD.

More generally, however, the aspects of our international tax laws designed to prevent
nencompliance do not target lists of countries because, as the experience with the OECD initiative
shows, such lists are difficult to draw up and maintain and can become the subject of controversy.
Thus, most aspects of our international tax laws apply without regard to the particular foreign
jurisdiction in which the activity or taxpayer is located. For example, our tax law includes a
comprehensive controlled foreign corporation regime, as well as other complementary anti-deferral
regimes, that provides for the immediate taxation of certain categories of foreign income earned by
foreign corporations controlled by U.S. taxpayers. These rules are not limited to corporations
located in particular jurisdictions.
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The United States, like other OECD member countries, would strongly prefer working cooperatively
with jurisdictions rather than contemplating the imposition of coordinated defensive measures. It
would be premature for me to speculate as to what measures, if any, the United States or other
countries might consider applying in two years if it were to come to that. I will note at this time,
however, that many of the defensive measures identified by the OECD would require legislation and
therefore would require action by Congress.

Concluding thoughts on the OECD project

1 am heartened by the significant progress we have made with our OECD counterparts in focusing
the OECD’s work with respect to tax haven jurisdictions on its core element: the need for countries
to be able to obtain specific information from other countries upon request in order to enforce their
own tax laws. Itisclear from the recent developments with respect to the OECD initiative that this
important objective can be achieved without stifling tax competition. These developments also
reflect a fairer and more constructive approach to the dialogue with non-OECD countries, whose
cooperation ultimately is necessary to the success of the OECD initiative. We look forward to
ongoing discussion with countries both within and outside the OECD aimed at establishing effective
transparency and other mechanisms for the provision of tax information upon specific request while
protecting against unauthorized use and disclosure of such information.

Additional comments on money laundering work

I would also like to make a few points about our work to combat money laundering, something that
I know has been of interest to this Subcommittee. First of all, this Administration is committed to
aggressiveenforcement of the money laundering and asset forfeiture laws. To thatend, the President
has nominated, with my full support, Jimmy Gurulé, a former Federal prosecutor and expert on
money laundering enforcement, to be the Under Secretary for Enforcement at Treasury. President
Bush has also tapped Judge Robert Bonner, a former U.S. Attorney and Administrator of the Drug
Enforcement Administration, to head the Customs Service, which plays a crucial role in our efforts
to root out international money laundering. Professor Gurulé, with my full support, has announced
his intention to make enforcement of the money laundering laws his top priority during his tenure
atthe Treasury. Assistant Attorney General Chertoff has told us that money laundering enforcement
is also one of his top priorities for the Justice Department’s Criminal Division. Though neither
Professor Gurulé nor Judge Bonner is yet confirmed, they have both been advising me on this issue.
With their expert assistance, and with the support of our colleagues at the Department of Justice, T
am comfortable that our internal review of our money laundering programs will put us in a position
to ensure that the American people are getting the best possible return on their investment in this
area.

The previous Administration published a spread sheet that indicated that we spent about a billion
dollars each year combating money laundering. Since becoming Secretary I have learned that that
number was significantly in error, and I have asked the Treasury staff a series of tough questions
about the nature of our actual expenditures and what exactly we get in return for our efforts. 1'm still
not satisfied that we have good answers to all of these questions, but I assure you that, as we move
forward, I will continue to push the staff to answer them. I believe this approach is the best way to
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ensure effective public policy, regardless of the subject area. It is clear to me that money laundering
control is an important component of our overall effort to combat crime and to protect the integrity
of our financial institutions and markets. But it is also clear to me that we can do a much better job
in making ourselves accountable to the American people.

We will circulate shortly for interagency review a draft of the 2001 National Money Laundering
Strategy. I expect we will be in a position to publish a final strategy in the coming weeks. That
strategy will articulate a number of specific steps across a range of different activities, all designed
to ensure effective law enforcement. The three main pillars of the strategy will be, first, to focus our
limited federal resources to investigate and prosecute money laundering on high impact major cases;
second, to protect the integrity of the U.S. financial system; and third, to significantly improve the
Government’s capacity to measure the results of its efforts, so that we can be fully accountable to
the American taxpayers.

Thank you.
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Mr. Chairman, members of the Committee, I am grateful
for the opportunity to testify on a subject that has long been of
interest to me and is becoming more important every day.

Increasingly, off-shore tax havens are serving as
powerful magnets for U.S.dollars. Deposits of U.S. dollars in the
Cayman Islands have been increasing by about $120 billion a year:;
according to the Federal Reserve Bank of New York, there are now
more than $800 billion U.S. dollars on deposit in Grand Cayman.
That is more than twice the amount on deposit in all the banks in
New York City and the equivalent of nearly 20% of all the dollar
deposits in the United States. It amounts to almost $3000 for
every man, woman and child counted in the last U.S. census. It
is about what the federal government now spends on Social
Security, Medicare and Medicaid combined in a year.

It algso amounts to approximately $20 million for every
resident of the Cayman Islands. Obviously, this huge cache of
U.8. money does not reflect any real economic activity in the
Caymans. In fact, of the nearly 600 banks and trust companies
licensed in the Caymans -- which include 47 of the world's
largest 50 banks -- only 100 or so have a physical presence
there. According to the website of the Cayman Islands Monetary
Authority, only 31 banks are currently licensed to do business
with Cayman residents. Similarly, there are some 45,000
companies registered in the Caymans whose only business is
outside the country. Notably, Long Term Capital, the giant hedge
fund that almost collapsed 3 years ago, was chartered in the
Caymans, but managed out of offices in Greenwich, Connecticut.

Though the Caymans have proven particularly attractive
to U.8. residents, they do not stand alone as an off-shore haven
for U.S. dollars. There are countless others: Antigua, the
British Virgin Islands, the Cock Islands, Nassau, Belize, Cyprus,
to name just a few. And the list is growing all the time.
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What is all this money doing off-shore? It is not
there because of the sunshine and the beaches. To be blunt, it
is there because those whe put it there want a free ride --
depositors, investors, banks and businessmen want to avoid or
evade laws, regulations and taxes in their home countries,
inecluding the U.S., Some of this avoidance is legal under present
law, but much of it is not. 2And whether legal or not, the
pregence of $800 billion in a single off-shore jurisdiction -~
hidden from the scrutiny of bank supervisors, securities
regulators, tax collectors and law enforcement -- is a huge
problem.

A few examples from the cases prosecuted by the
Manhattan District Attorney's Office illustrate just how
attractive tax havens and off-shore jurisdictions offering strict
bank and corporate secrecy have become for tax cheats and other
white-collar criminals. When you consider that we only come
across a small fraction of the illegal activities in these
jurisdictions and are successful in prosecuting only a small
number of the crimes we discover, the dimensions of the problem
may become clearer.

It is becoming increasingly commonplace to find an off-
shore connection to security frauds and other major sophisticated
white-collar crimes. For example, in 1997 and 1998, my office
convicted A.R. Baron & Co. and 13 of its former officers and
employees for running an organized criminal enterprise. Baron
was what is commonly known as a *boiler room" or "bucket shop,”
pushing guestionable stocks and specializing in market
manipulation, unauthorized trading in customers accounts and
countless other methods of taking advantage of innocent
investors. Baron's illegal activities over 5 years cost
investors more than $75 million.

The lead defendant in the Baron case used Liberian
shell companies and accounts in the Isle of Jersey to trade in
the stock the firm was underwriting, a violation of U.S.
securities laws. He also sheltered his illegal profits -- from
tax authorities, creditors and the Bankruptcy Court -- in a Cook
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Islands trust. The Cook Islands are a New Zealand protectorate
in the South Pacific.

A New York lawyer drew up the papers for Mid-Ocean

Trust Co., in Rarotonga, the Cook Islands, to act as the trustee.
The affairs of the trust were, however, managed here in New York
by the so-called "protector" of the trust, the lead defendant's
father. Mid-Ocean Trust did business in New York through one of
the largest banks in Australia, which had branches in Rarcotonga
and New York, and which refused to honor a New York subpoena on
the grounds that to do so would violate Cook Islands bank secrecy
laws.

In another securities fraud case, which is still
ongoing, we have thus far convicted the company, Meyers Pollock,
and 37 individual defendants for enterprise corruption and
securities fraud. 1In this case, we again came across shell
companies and off-shore bank accounts. Promoters used these off-
shore vehicles to trade illegally in their own stocks, to "paint
the tape" -- that is to generate fictitious trades to drive up
prices -- and, of course, to cheat on their taxes.

Securities fraud is not the only area where we have
found tax havens used for criminal purposes. In 1996, my office
concluded a case involwving the bribery of bank officers in U.8.
and foreign banks in connection with sales of emerging markets
debt, transactions which earned millions for the corrupt bankers
and their co-congpirators. In this case, a private debt trader in
Westchester County, New York, formerly a vice president of a
major U.S. bank, set up shell companies in Antigua with the help
of one of the Pbig five" accounting firms; employees of the
accounting firm served as nominee managers and directors.

The payments arranged by the accounting firm on behalf
of the croocked debt trader included bribes paid to a New York
banker in the name of a British Virgin Islands company, into a
Swiss bank account; bribes to two bankers in Florida in the name
of another British Virgin Islands corporation; and bribes to a
banker in Amsterdam into a numbered Swiss account. Because
nearly all the profits in this scheme were realized in the name
of the off-shore corporations or off-shore accounts, almost no
taxes were paid.
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A year ago, in a very different sort of case, a
Manhattan jury convicted Sante and Kenneth Kimes, a mother-son
team of so-called "grifters," for murdering an eldexly Manhattan
widow to gain control of her expensive townhouse. In our
investigation of the case, we found that to arrange for the
payment of filing fees and taxes on a forged deed to the
townhouse, the pair drew on funds held in a brokerage account in
Bermuda in the name of The Atlantis Group, a shell company. The
money, which was part of the proceeds of a separate fraud
committed in Las Vegas, came to Bermuda by way of an account
established by the defendants at Swiss American Bank in Antigua.
It was Swiss American (a bank that was neither Swiss nor
American) that helped the Kimes' set up the Atlantis Group shell
company in Antigua.

For the defendants in these cases, the principal
attraction of doing business in off-shore havens was not the low
or non-existent tax rates. They sought to take advantage of other
benefits that are almost invariably provided in tax haven
jurisdictions: strict bank and corporate secrecy, lack of
transgparency in financial dealings and the lack of any meaningful
law enforcement or supervision in the financial area. For white-
collar criminals, the lack of transparency and the code of strict
secrecy is particularly useful because it prevents law
enforcement from "following the money;" it breaks the trail of
dirty money, often leaving investigators at a dead end.

The obstacles created for law enforcement take many forms.
In some cases the laws in off-shore jurisdictions do not reguire
adequate records, as when the ownership of an off-shore
corporation is evidenced only by bearer shares or off-shore trust
documents reveal the identity of the trustee or the protector,
but not the beneficial owners.

Secrecy laws and the culture of secrecy may be
impediments to disclosure even where legal mechanisms ostensibly
permit disclosure to responsible authorities abroad. In the case
of the Bank of Credit and Commerce International {(BCCI), which
was involved with drug money laundering, the illegal shipment of
armg, and bribery of government officials, the majority of money



60

transfers went through BCCI Overseas, chartered in Grand Cayman.
When my office sought to subpoena BCCI bank records from the
Caymans, we met a stone wall. A BCCI official in New York to
whom a grand jury subpoena was issued refused to produce any
records, claiming Cayman bank secrecy.

We were told we had to invoke the Mutual Law
Enforcement Assistance treaty between the U.S. and Grand Cayman.
We did just that and were then told by the Caymans Attorney
General that the records would be produced to the Department of
Justice but only on the condition that they not be made available
by the U.S. government to state and local prosecutors --
including, of course, the New York County District Attorney's
Office, which had sought them in the first place. I note that
more than 98% of all criminal prosecutions in the United States
are brought by state and local prosecutors.

In the end, we did make some headway, after our
relations with the British Serious Frauds Office improved, and
the Attorney General of Grand Cayman, a lawyer from the Midlands
in England, appointed by Her Majesty's Government, came to my
office in New York. As a result of this personal diplomacy, we
got some, but not all, of the records we sought.

Sometimes the problems continue even after U.S.
authorities get their hands on the evidence. 1In 1996, the U.S.
Department of Justice came into possession of a tape containing
computerized records of a defunct Caymans bank, Guardian Bank and
Trust Company. The bank was set up by an American and used to
launder money for its depositors, 95% of whom were U.S.
residents. The official Cayman liquidators of the bank -- two
partners in another major world-wide accounting firm -- brought
suit in U.S. District Court in New Jersey seeking the return of
the computer tape to the Caymans. In their brief, the
liquidators argued that disclosure of the contents of the records
to, among others, the U.S. Internal Revenue Service would:

Have a significant negative impact on the integrity,
confidentiality, and stability of the financial services
industry of the Cayman Islands. ... The confidence of the
offshore financial community in the privacy afforded to
legitimate account holders of Cayman Islands offshore banks
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is at the heart of the Territory's financial services
industry and economy, as a whole. ... Thus, not only would
the Bank be irreparably injured by the govermment's
retention of the Tape, but the international bank and
Eurocurrency industries

of the Cayman Islands {and, indeed, the economy of the
Territory), could suffer irreparable injury as well.

After decoding the tape -- without the help of the Caymans
government -- authorities discovered that the Guardian Bank's
U.8. depositors had $300 million offshore, hidden from tax
authorities, litigants and creditors.

Access to off-shore accounts, shell companies and even
private banks in tax haven jurisdictions is no longer limited to
a small number of sophisticated professional criminals. John
Mathewson, who set up Guardian Bank in the Caymans, started out
in the construction and home remodeling business in Illinois.
Years after opening a numbered Swiss bank account while
vacationing in the Caymans, he was persuaded by a Caymans banker
to open his own bank. According to Mathewson, his application for
a bank license asked for little more than his name, address and
previous work history.

In another investigation, my office cbtained
indictments earlier this year charging a British solicitor and
magistrate and a Canadian lawyer, a Queen's Counsel, with
establishing a network of shell corporations and bank accounts in
bank-secrecy jurisdictions, including Liberia and Belize, to
assist their clients in violating securities, banking and tax
laws in the jurisdictions where they lived. The defendants paid
a Liberian diplomat, among others, to serve as nominal owners of
the companies and to sign blank documents used in the fraud.
Among the clients of this enterprise was a New York plastic
surgeon, who, when one of his patients died on the operating
table, decided to put his assets off-shore to render himself
judgment-proof.

In the debt trading case I spoke about, we found there was a
virtual cottage industry in New York and elsewhere in the United
States of accountants and lawyers willing to assist in setting up
companies in tax haven and secrecy jurisdictions, and willing to
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serve as agents for the companies or to provide references where
required. Similar services are also available through an
assortment of financial advisers and financial services companies
that advertige in airline magazines and the International Herald
Tribune and the Financial Times.

A popular paperback guide by a leading trusts and
estates lawyer on how to "die richer" touts the advantages of
off-shore Asset Protection Trusts. According to the book, APTs,
as they are known, are structured to permit a foreign trustee to
ignore U.S. court orders and to simply transfer the trust to
another jurisdiction in the face of legal action threatening the
trust's assets.

Countless internet sites solicit applications to open
bank accounts, purchase shell companies or even establish
personal banks off-shore; many take applications by e-mail.
According to one web page, a personal bank may be formed in
Montenegro "by any natural person or company worldwide with no
tiresome background checkg.® With the bank, the site promises a
correspondent account at the Bank of Montenegro and access to the
Bank of Montenegro's correspondent network, including Citibank,
Commerzbank and Union Bank of Switzerland. While this website
may be in need of updating, it illustrates how easy it is today
to take advantage of off-shore venues.

Sadly, Mutual Law Enforcement Assistance Treaties
(MLATs}, where they exist, have not proved to be an answer to the
problems associated with off-shore tax and secrecy havens.

As in the BCCI case, countries sometimes withhold
meaningful compliance despite the existence of a treaty. In some
cases, the existence of an MLAT is even used as a shield to
obstruct normal cooperation with law enforcement. In one recent
case a financial institution with offices in New York and
Switzerland transferred accounts from New York to Switzerland, to
conceal the distribution of funds. When we issued a subpoena for
the records, the institution insisted that we proceed by way of
Treaty.
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Where there is compliance under an MLAT, the process is
often much too slow to be helpful. It routinely takes a year and
often much longer to obtain critical bank records and other
evidence. This is a significant problem, especially where funds,
as they often are, have been funneled through companies and bank
accounts in several jurisdictions, requiring MLAT applications to
several jurisdictions to trace a single transaction. As time
passes, leads dry up, suspects and witnesses disappear and
statutes of limitations continue to run.

Finally, the treaties themselves are often inadequate,
as when they do not provide for the exchange of information for
all tax crimes. As the cases I have cited illustrate, tax crimes
are often intertwined with other serious offenses such as
securities fraud and bribery. Furthermore, in the early stages of
an investigation, when bank records and other documentary
evidence may be all we have to go on, it is often impossible to
tell exactly what crimes have been committed. For that reason,
treaties which exclude significant offenses, such as tax evasion,
can prevent an investigation of serious crimes from ever getting
underway.

In part because of the inadequacy of the MLAT
procedures, we have had only very limited success in making
criminal cases involving tax havens and secrecy jurisdictionms.

In some cases, like BCCI, we have succeeded by virtue of personal
diplomacy, in other cases by fortuitous contact with a
sympathetic off-shore official.

But all too often, we just have to get lucky. For
example, in the Brazilian debt case, a key witness who had
managed the shell companies in Antigua was willing to cooperate
because he had relocated to England. We also discovered computer
records when we searched the defendant's house. In the Kimes
murder case, the defendants happened to keep wire transfers and
other bank records in their Lincoln Town Car, which was seized by
the police. But law enforcement should not have to rely on
diplomacy, a fortuitous personal connection or good luck to make
these cases.
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There have been signs in some recent cases of real
progress toward cooperation in a few formerly uncooperative off-
shore jurisdictions. One such case involved Robert Brennan of
First Jersey Securities, whom federal law enforcement officials
have been pursuing for 25 years for assorted financial crimes.
Thege efforts were unsuccessful until Brennan filed for
bankruptcy to avoid a civil judgment the Securities and Exchange
Commission won against him in 1995. Brennan had several million
dollars concealed in accounts on the Isle of Man which he did not
disclose to the bankruptcy court., He also had $22 million in
three asset protection trusts, one of which, the Cardinal Trust,
he directed to be moved, first to Mauritius and then to the
island of Nevis during the course of the bankruptcy proceedings.

In 1959 my office started to deal with authorities on
the Isle of Man, to gather evidence in connection with several
securities fraud cases we were working on. The Manx authorities
were guite helpful, and using available legal processes we were
able to obtain evidence against several people, including
Brennan. By the spring of 2000, we obtained court oxrders on the
Isle of Man directing one Peter Bond, who managed Brennan's off-
shore companies and served as director of one of the corporate
trustees, to give evidence; Mr. Bond then agreed to come to the
United States and testify. The United States Attorney's Office
in New Jersey, using that evidence and other procf convicted
Brennan, who is scheduled to be sentenced next week.

The Manx cooperation, like that of Jersey and Guernsey
officials in other cases, has been invaluable in bringing
criminal charges against American swindlers stealing from
Americans. More such cooperation is needed.

But progress in this area has been much too slow; we
may even be going backwards. 2As one off-shore jurisdiction
attempts to reform, the bad guys simply look for another -- and
they are all too easy to find. Just last week, my office secured
indictments in a £6 million fraud in the export of meat products
from the United States to Russia, in which a Russian-owned
company incorporated in the Island of Niue played an important
role. Niue, for those, like me, who are unfamiliar with it, is a
tiny Polynesian atoll with a population of 1800; it is described
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in the internet literature as a "self-governing territory in free
association with New Zealand.®

Obviously, there is much work to be done to get the
cff-shore genie back in the bottle.

I have long maintained that you cannot fight "crime in
the streets" without alsc fighting "crime in the suites," which
is to say white-collar crime. To be credible the law must be
enforced without fear or favor. To do so, in today's
interconnected world, law enforcement in the United States,
including state and local prosecutors, needs access to critical
evidence wherever it may be physically located. There must be a
legal mechanism to require the production of off-shore records on
a reasonable and timely basis for all serious crimes, including
tax crimes.

Make no mistake about it, tax fraud and evasion are
serious crimes. As Justice Oliver Wendell Holmes said, “"Taxes
are what we pay for a civilized society."™ We must see to it that
everyone pays his or her fair share of the taxes mandated by
federal and state legislation. In a democracy such as ours,
where we rely largely on voluntary compliance with the tax laws,
the tax system must not only be fair, it must be perceived as
fair.

only two days ago, the Financial Times reported a
complaint by the deputy speaker of the assembly in the Caymans
that, "It's the poor who pay taxes in this country." In the
Caymans there are no income, capital gains, corporations,
inheritance or sales taxes, but most food is taxed at 20 percent.
In a more cynical vein, a notorious New York tax delinguent once
observed that "only the little people pay taxes." We cannot
afford to allow that cynical view to become accepted wisdom in
this country.

Tax havens which rely on bank and corporate secrecy are
knowingly assisting customers of theirs to commit tax fraud;
lawful tax shelters do not need tc be kept secret. We need to
make certain that there is a free exchange of accurate
information between these nations and the U.S. I am not
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advocating the indiscriminate disclosure of financial information
on a wholesale basis, but rather the disclosure of specified
information to appropriate tax and prosecuting authorities where
they have reason to request it. That is the same basis on which
digclosure of bank information is made to tax authorities and
criminal investigators in the U.S.

Of course, it is not only enforcement of the tax laws
that requires access to information from abroad. Last year, New
York enacted a strong money laundering statute. We need access
to off-shore records to make this law effective against the money
brokers that service drug dealers and their foreign suppliers and
generate cash to bribe Wall Street stockbrokers.

What is at stake here is not just the ability of the
police and prosecutors to make a few more criminal cases.
Criminal conduct can have far-reaching consequences. In the
early 1990's, Venezuelan bankers used as many as 3500 off-shore
corporations, in Aruba, Curacao and elsewhere, to loot banks in
Venezuela, resulting in the collapse of one-half of the banks in
that country, with predictably disastrous effects for the
nation's economy.

The unfairness of allowing some citizens to avoid
paying their fair share of taxes erodes confidence in the tax
system and the voluntary compliance on which the system is based.
In addition, permitting some businesses to gain unfair tax
advantages in off-shore venues destroys the level playing field
on which our system of free enterprise depends.

The absence of responsible supervision in off-shore
jurisdictions also encourages players in the financial markets to
engage in reckless behavior which, as the near-collapse of Long
Term Capital taught us, will likely have disastrous consequences
for our domestic financial institutions and the economy if we do
not do something to control such activities. The recent failure
of just two such funds, Manhattan Capital and Evergreen Security,
Ltd., has cost investors
$500 million.

Finally, and perhaps most important, the obvious
inequity of a system that allows certain individuals and
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companies to hide their financial affairs in off-shore havens
undermines respect for government and the rule of law.

This is too important a matter to be left to the
desultory ways of authorities in these off-shore jurisdictions.
The United States, in cooperation with other OECD countries, must
explore and implement effective measures to break down the
culture of secrecy and obstruction that prevails in the tax
havens. Legislation or regulations that made doing business in
off-shore jurisdictions less attractive and profitable for U.S.
taxpayers might have salutary effects, as would stricter
oversight of fimancial institutions that do business with off-
shore entities. In extreme cases, we should consider denying
U.S. correspondent banking services te financial institutions in
intransigent off-shore jurigdictions.

Certainly, more aggressive enforcement of the tax laws
against off-shore hedge funds and limited partnerships would be a
sound first step to restoring confidence in the fairness of the
American tax system. It might even bring some of that 5800
billion in the Caymans back te our shores.
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Chairman Levin, Ranking Minority Senator Collins, members of the Subcommittee, I am
pleased and honored to appear before the Permanent Subcommitiee on Investigations in support
of Secretary O'Neill’s strong focus on international cooperation and transparency in the OECD
tax haven process as these same principles apply to the important related and vital issue of money
laundering. 1am not here as a tax expert, but rather as a representative of law enforcement. In
my position as Assistant Attorney General of the Criminal Division, and from my perspective as
a long-time federal prosecutor, I appreciate the opportunity afforded by this Subcommittee to
provide some thoughts and insights on Justice and Treasury’s fight against money laundering
from the law enforcement pers;iective.

As the members of this Subcommittee are well aware and, indeed, have played a
significant role in publicizing, money laundering constitutes a threat to the safety of our
communities, to the integrity of our financial institutions and to our national security. The
members of this Senate Subcommittee are to be credited for having done much to bring this
critical issue before the public. In order to address this serious threat, we must apply and
coordinate all the efforts and available resources of the federal government, along with those of
our state and local authorities, as well as our foreign counterparts, if we are to be effective in our

campaign against domestic and international money launderers. For this reason, I am pleased to
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appear with Secretary O'Neill to demonstrate the commitment of this Administration to fighting
this battle. The Department of Justice is fully committed to using our money laundering statutes
to the fullest extent possible to identify, investigate, and prosecute those who would launder the
illegal proceeds of drug traffickers, fraud perpetrators, organized crime groups, international
terrorists and other criminals, and to seize and forfeit their ill-gotten assets.

Threats Posed by the Globalization of Crime

VWhen the money laundering laws were first enacted in 1986, they were designed to
address what was primarily a domestic problem. Since 1986, money laundering increasingly has
become a global problem, involving international financial transactions, the smuggling of
currency across borders, and the laundering in one country of the proceeds of crimes committed
in another country, Currency, monetary instruments and electronic funds flow easily across
international borders allowing criminals in foreign countries to hide their money in the United
States, and allowing criminals in this country to conceal their illicit funds in any one of hundreds
of countries around the world with scant concern that their activities will be detected by law
enforcement.

These new opportunities for international money laundering have been seized upon by
international organized criminal groups based in Russia, China, Italy, Nigeria and Japan, among
other countries, who look upon globalization as an invitation to vastly expand the size and scope
of their criminal activities — whether these organized criminal groups engage in narcotics
trafficking, securities fraud, bank fraud and other white collar crimes, trafficking in people, as
well as more traditional violent crime offenses, such as extortion and murders. With their

expanded power and reach, intemnational organized criminals seek to corrupt police and public
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officials in countries around the world to protect their criminal enterprises and enhance their
money-making opportunities. Foreign organized crime groups today threaten Americans, their
businesses, and their property, as these groups work to expand their influence into this country.

The advent of new computer technology also offers new opportunities for criminal
exploitation in the area of cybercrime. One area of particular concern is the emergence of
Internet gambling businesses. Because the Internet allows instantaneous and anonymous
communications that are difficult to trace to a particular individual or organization, the medium
is attractive to organized crime and other bad actors. Criminals wanting to launder illegally-
received profits can do so through the anonymity of Internet casinos, which typically exercise
little control over money movement through their facilities, and make it difficult to identify and
locate exactly which jurisdiction has authority over their activities. In addition, cybercriminals
may also launder money through the use of "e-cash" and "smart card" manipulations that allow
transactions on Internet gambling, as well as on other websites. Given the anonymous nature of
these operations, law enforcement officials are severely hampered in their efforts to detect and
prevent crimes being committed by unknown and untraceable persons.

In this kind of environment, law enforcement is challenged to the utmost. The criminals
hold the advantage in almost every respect. Criminals are able to adapt to changing
circumstances quickly. They pay no heed to the requirements of laws and regulations and
recognize no sovereign’s borders. Further, these criminal groups have learned to be adaptable
and innovative and as we succeed in a new enforcement effort or implement a new regulatory
regime, they quickly alter their methods and modes of operation to adapt to the new

circumstances.
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The Money Laundering Statutes

The challenges facing law enforcement in this environment make it necessary that our
investigators and prosecutors have all of the legal and regulatory tools, as well as international
legal assistance mechanisms they need to keep up with and ahead of those who launder the
proceeds of crime. Consequently, the message I wish to convey today is that we need, and are
committed to using, all of the legal and regulatory tools we have at our disposal today as we seek
to keep up with this challenge. Moreover, some of these tools, such as our money laundering
statutes themselves, need to be updated in order to keep pace with the globalization of commerce
and crime. I look forward to working with you during my term in office to update those laws,
especially with respect to how they operate in the international money laundering arena.

The money taundering statutes which Congress has provided for us, both in the Bank
Secrecy Act and the Criminal Code, are major weapons in our war against the laundering of
proceeds of drug trafficking and other serious crimes. Over the past five years, the Department
of Justice has prosecuted more than 2,000 defendants each year for violations of those statutes.
Approximately 50 percent of these cases involve the proceeds of drug trafficking. The remainder
involve the proceeds of white collar crimes, such as health care fraud and telemarketing fraud, as
well as the proceeds of organized crime activity such as prostitution, gambling and extortion.
These money laundering statutes.carry substantial sentences and also include forfeiture
provisions that are used to forfeit the profits made and property traceable to this criminal activity.
The Importance of Regulatory and Reporting Requirements

Merely criminalizing financial crimes and money laundering, however, is not enough.

Any nation serious about detecting, investigating, targeting and prosecuting these crimes, and
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seizing and forfeiting the proceeds and instrumentalities of such criminal conduct, must establish
a record keeping and reporting regime, commensurate with the nature of that nation’s financial
crimes and money laundering activities, to ensure that financial information revealing suspected
criminal abuse of financial systems is made available in a timely manner to law enforcement and
regulators.

The recording and reporting are triggered by the would-be criminal’s activities, and serve
the purpose not only to alert federal, as well as state and local law enforcement to these
potentially criminal activities, but also to protect the safety and soundness of the reporting
institutions themselves. No legitimate financial institution wants to facilitate the receipt or
movement of illicit proceeds.

Large value reporting such as the $10,000 Currency Transaction Report (CTR) and the
Currency and Monetary Instruments Reports (CMIR) drive cash-based money launderers to
“smurf” their illicit currency in amounts below the reporting requirements and to smuggle the
currency in every conceivable conveyance and product. Utilizing these CTRs and CMIRs, law
enforcement has targeted illicit cash that moves directly into the U.S. financial system.

Money laundering schemes are successful as long as they go undetected. Without
Suspicious Activity Reporting, which is used for reporting suspected currency transactions and
suspected financial crime, a substantial amount of financial crime and money laundering would
not come to the attention of law enforcement. Suspicious Activity Reports (SARs) are filed for
individual suspicious financial transactions, but following the leads provided in SARs allows law
enforcement to identify both abuse of financial institutions to launder money and eventually the

underlying criminal activity. Without those leads, much of that activity would continue
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unchecked. Whatever the nature of the underlying criminal activity, the entities in the best
position to enable law enforcement to "notice” this criminal activity are the financial institutions
with whom the money launderers are forced to deal. These SARs have become an invaluable
tool for our law enforcement agencies to target criminals and uncover money laundering
schemes, and we are getting better every day, especially with enhanced computer capabilities, in
making effective use of these SARs. Examples of law enforcement’s successful use of SARs can
be found in FinCEN’s two editions of the "Review of the Suspicious Activity Reporting System.”
The Importance of International Cooperation in Fighting Money Laundering

Of course, all of our efforts in the United States to detect and prevent money laundering
are rendered moot if criminals can simply smuggle their illegal proceeds in bulk into another
country and deposit the proceeds into the banking system of that country, and thereby into the
international financial system, with impunity. That is why there must be no break in the chain of
effective anti-money laundering regimes around the world. It is therefore critical that the United
States work on the bilateral and multilateral levels to promote effective anti-money laundering
regimes in other countries. All these regimes must include the criminalization of money
laundering and an effective regulatory and reporting regime with effective bank supervision.
They must also provide for the timely exchange of financial information between countries. We
must work to ensure that there are no safe havens for dirty money and that communication and
cooperation among law enforcement authorities around the world work easily and well.

The Criminal Division works extensively to provide assistance to countries intent on
improving their money laundering and asset forfeiture laws and enhancing their enforcement

programs. Nevertheless, while many jurisdictions do not have the proper anti-money laundering
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statutes and regulations in place, the U.S. Government, on its own, cannot compel the necessary
changes. Tt is by working in concert with our international partners that together we are able to
promote greater and greater compliance and thus, in the end, will be able to disrupt the flow of
criminal proceeds around the globe and deprive criminal organizations of their accumulated
wealth.

In order to promote this international mandate, the Department of Justice joins with the
Departments of the Treasury and State to play a leading role in the G-7 Financial Action Task
Force against Money Laundering (FATF). In addition to adopting and promoting the 40
Recommendations on Money Laundering, which have become the global standard for an
effective anti-money laundering regime, the FATF last year implemented its initiative on “Non-
Cooperative Countries and Territories” (NCCT), in order to spotlight publicly those jurisdictions
with the highest levels of money laundering and the weakest anti-money laundering legal and
regulatory framework. Last year, the FATF identified 15 jurisdictions' as being
"noncooperative” in money laundering matters. At that time, the Department worked with the
Treasury Department and other federal regulators on the drafting of FinCEN Advisory warnings
explaining in detail the shortcomings relating to these 15 jurisdictions. Last month, the FATF
removed four countries (the Bahamas, the Cayman Islands, Liechtenstein and Panama) from the
list because of the substantial steps they have taken to improve their anti-money laundering
regimes. But, at the same time, six new countries (Burma. Egypt, Guatemala, Hungary,

Indonesia and Nigeria) were added to the list.

! The fifteen jurisdictions were the Bahamas, the Cayman Islands, the Cook Islands,
Dominica, Israel, Lebanon, Liechtenstein, the Marshall Islands, Nauru, Nieu, Panama, the
Philippines, Russia, St. Kitts and Nevis, and St. Vincent and the Grenadines.
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This multilateral effort has proven to be successful in focusing the world’s attention on
countries that do not have adequate standards in anti-money laundering enforcement and
inspiring named countries to address their shortcomings in this area. In fact, the NCCT exercise
has been uniquely successful and the most important international anti-money laundering
development since the promulgation of the 40 Recommendations and the beginning of the
FATF’s mutual evaluation program ten years ago. This effort has changed the way the world
fights money laundering - eleven countries changed some or all of their laws in response to the
NCCT list in less than a year - and it will continue to have the same impact as we go through the
second round. The Department is proud to play a significant role in this and other FATF
endeavors.

Conclusion

1 would like to conclude by expressing the gratitude of the Department of Justice for the
continuing support that this Subcommittee has demonstrated for our anti-money laundering
activities. The Department believes that we must continue to strengthen our anti-money
laundering laws, not only to fight drug trafficking but also to fight terrorism, white collar crime
and all forms of criminal activity which generate or utilize illegal proceeds. Again, we in the
Department of Justice look forward to working alongside our Treasury colleagues with this
Subcommittee and with your colleagues in the Senate and the House in making our shared vision
of anti-money laundering a strong and effective reality.

I would welcome any questions you may have at this time.



77

STATEMENT
OF
DONALD C. ALEXANDER
BEFORE
THE UNITED STATES SENATE
COMMITTEE ON GOVERNMENTAL AFFAIRS
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
Jury 18,2001

As a former IRS Commissioner, [ am here to express my personal views about the U.S.
position on the tax haven project of the Organization for Economic Cooperation and Development
(OECD).

As I understand it, the OECD created the Forum on Harmful Tax Competition in 1998. Part
of the OECD initiative was directed at “harmful preferential tax regimes” and the other part at tax
havens. As to the first segment, OECD would assist governments to cope with regimes engaging in
practices that “attract investment or savings originating elsewhere and when they facilitate the
residents legally escaping tax in their home country.” The Forum evaluated these preferential tax
regimes and determined whether they would be considered “harmful preferential tax regimes” based
on some combination of the following characteristics: (a) no or only nominal effective tax rates,
(b) lack of effective exchange of information, (¢) lack of transparency, and (d) absence of a
requirement of substantial activities. Regimes fitting these criteria might become the target of
economic sanctions by the OECD if they did not agree to cooperate.

The OECD’s June, 2000 report of its progress in countering harmful tax regimes and tax
havens stated specifically that its project “is not primarily about collecting taxes and is not intended
to promote the harmonisation of income taxes or tax structures generally within or outside the
OECD, nor is it about dictating to any country what should be the appropriate level of tax rates.”

This seems to be a good place to draw the line. The OECD should not dictate to any country what

type of tax system the country should have (e.g., income tax, value added tax, retail sales tax,
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property tax) nor what the tax rates should be, If Country A chooses to impose a heavy burden of
taxation upon its citizens, it should have no right, nor should the OECD attempt to assert any such
right, to insist that Country B’s citizens should be subjected to a similar burden. As Secretary
ONeill stated: “And we will not interfere in other people’s tax systems.” (Business Week, June 25,
2001, at 39.)

Nevertheless, the OECD’s vear 2000 report, like its description of the 1998 Forum, did not
limitits concerns to havens and harmful tax practices, but instead expressed detailed concerns about
certain features of tax laws considered to have the potential to constitute “harmful tax competition”.
One of the listed features was the foreign sales corporations provisions ofthe U.S. Internal Revenue
Code. Concerns like this can be appropriately viewed as interfering with a particular country’s
structure of taxation; “harmful tax competition” might be viewed by a high-tax country as any
system that produces a lesser burden than its own. The OECD should be slow to condemn
Country A’s tax policies that promote investment and economic growth, even though Country A’s
laws are less burdensome than those of competing Country B.

Having said that, [ strongly support OECD’s efforts to cope with the serious threat that tax
havens pose to effective enforcement of U.S. tax laws. I am glad that the OECD has made
meaningful progress in dealing with harmful tax practices of tax haven countries. A number of
countries have made commitments to cooperate and to change thelir practices and, if necessary, their
privacy laws, to help OECD members and the United States curb evasion through offshore accounts
and money laundering. Secretary O'Neill is right. “We will do everything to collect every dollar
owed under our tax laws by working in cooperation with other countries. . . . We want all the
information that’s necessary to ensure that our tax laws are fully enforced.” (Business Week, lune 25,

2001, at 39) We should advocate, not impede, the OECD tax havens project.

_2.
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If a tax haven country’s practices or laws should prevent the United States from obtaining
the information nccessary to ensure that U.S. laws are fully enforced, such practices or laws should
be changed to remove this obstacle. Frankly, I have difficulty understanding apparent views to the
contrary that seem to have been expressed by certain Members of Congress. Should a tax evader’s
“right of privacy” prevail over the duty of all U.S. citizens to comply with U.S. tax laws? Should
secreting money in a tax haven country give more protection to a would-be U.S. tax evader than
hiding the money under the mattress? As a former U.S. tax collector and a long-time U.S. taxpayer,
T don’t think so.

The Chairman’s June 29, 2001, letter raised a number of specific questions. My brief
responses are as follows:

1. In my experience, the United States has long encountered great difficuities in
attempting to enforce the U.S, tax laws when offshore tax havens are involved. The U.S. has long
pushed for tax treaties and agreements providing for exchange of necessary information, and it
should continue and strengthen its efforts in this respect, It badly needs the cooperation of tax haven
countries, particularly those in the Caribbean, and sporadic enforcement efforts by using informants
and sting operations were troublesome and ineffective years ago and, I believe, remain troublesome
and ineffective.

2. As stated above, I think the OECD tax haven project has made meaningful progress
and should continue to do so. This part of the OECD overall initiative serves our national irnterest
and should be endorsed and supported.

3. While, as stated above, I can understand concerns about the OECD’s “harmful tax
competition” initiative, I do not think that the recent criticism of the OECD tax haven project itself

is well founded. It seems to be based upon extreme libertarian notions founded in anti-government

-3,
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bias, and it even seems to claim that the United States tax system is territorial (or should be
territorial) when it is not. Since 1913 U.S. citizens have been taxed on their worldwide income, and
unless and until this tax system is abandoned, it should be enforced.

4. I am sorry to see delays in the OECD tax haven project, particularly the long delay
in implementing sanctions. I hope there are no further delays.

5. a. 1 think the United States should continue to support requiring offshore tax
havens to exchange information for civil and criminal tax enforcement purposes, and I believe that
our current exchange of information agreements provide a generally useful framework.

b. I think the United States should continue to support requiring offshore tax
havens to improve transparency, having in mind the current debate about transparency when offshore
funds are placed in the United States. It is hard for us to ask more of others than we are willing to
grant them.

c. As to defensive measures against uncooperative offshore tax havens, I think
we want to move carefully. Again, I do not think we should undermine OECD efforts and we should

be supportive of firm, but not harsh, measures.
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TREASURY SECRETARY O'NEILL STATEMENT ON OECD TAX HAVENS

Treasury Secretary Paul O'Neill made the following statement on OECD tax havens:

Recently, | have had cause to re-evaluate the United States’ participation in the Organization for
Economic Cooperation and Development's working group that targets 'harmful tax practices.’ Following
up on the thoughts I shared with my G7 counterparts at recent meetings, 1 want to make clear what is
important to the United States and what is not.

Although the OECD has accomplished many great things over the years, 1 share many of the serious
concerns that have been expresscd recently about the direction of the OECD initiative. I am troubled by
the underlying premise that low tax rates are somehow suspect and by the notion that any country, or
group of countries, should interferc in any other country's decision about how to structure its own tax
system. I also am concerned about the potentially unfair treatment of some non-OECD countries. The
United States does not support efforts to dictate to any country what its own tax rates or tax system
should be, and will not participate in any initiative to harmonize world tax systems. The United States
simply has no interest in stifling the competition that forces governments - like businesses - to create
efficiencies.

In fact, the Administration is actively working to lower tax rates for all Americans. After reducing our
tax burden, we will turn our attention toward reforming our system to make it simpler and more efficient.
On these principles the United States remains firm.

When I took my oath of office as Secrctary in January, I pledged faithfully to execute the laws of the
United States. In its current form as established by Congress, the U.S. tax code generally taxes income on
a worldwide basis. We have an obligation to enforce our tax laws as written because failing to do so
undermines the confidence of honest taxpaying Americans in the fairness of our tax system. We cannot
turn a blind eye toward tax cheating in any form.

That means pursuing those who illegally evade taxes by hiding income in offshore accounts. In today's
world of instant information on the Internet, offshore bank accounts are no longer an obscure perk of the
very rich. Just type in "offshore brokerage account” in any Internet search engine. The number of sites
offering easy, affordable, secret offshore brokerage accounts for investing in U.S. stocks is astonishing.

As one Internet site advertising offshore brokerage accounts in Dominica boasts, "U.S. stocks, bonds,
options, currencies and mutual funds are {requently bought through offshore companies because they are
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not liable to U.S. capital gains taxes.” Consider just how unfair this is to law abiding U.S. investors who
invest in U.S. stocks and pay taxes. The tax evading U.8. investor, investing in the very same U.8. stocks
through a sceret offshore account, does not.

Anyene who doubts that the U.S. needs information from offshore tax havens in order to prosecute tax
evaders need look no further than the case of John Mathewson, Mathewson ran a bank in the Cayman
Islands. When shut down in 1995, Mathewson had over 1,000 customers and, according to Mathewson,
95% of his customers were U.S. citizens. With Mathewson's cooperation, the IRS obtained tax evasion
convictions on, and collected substantial back taxes from, over 20 of Mathewson's clients. These cases
were made possible because of Mathewson's extraordinary cooperation. Without it - and without ary tax
information exchange agreement with the Cayman Islands - this large-scale illegal tax evasion wouid
have gone unpunished.

To enforce our tax laws, we must have a multi-prong strategy. If the United States believes that a
particular U.S. taxpayer is illegally evading the U.S. tax laws through the use of offshore entities or
secret bank accounts, the United States must make every effort on our own o obtain the necessary
information to enforce the U.S. tax laws. In addition, the United States has negotiated individual treaties
or agreements with over 60 countries so it can obtain needed information in cases of tax evasion. Finally,
in appropriate circumstances, organizations like the OECD can be used to build a framework for
exchanging specific and limited information necessary for the prosecution of illegal activity. We do - and
will - guard against over-broad nformation exchanges in which foreign governments seek information
for improper purposes or without proper safoguards, We cannot tolerate those who cheat on their US.
taxes by hiding behind a cloak of secrecy.

Where we share common goals, we will continue to work with our G7 partners to achieve these goals.
The work of this particular OECD initiative, however, must be refocused on the core element that is our
common goal: the need for countries to be able to obtain specific information from other countries upon
request in order to prevent the illegal evasion of their tax laws by the dishonest few. In its current form,
the project is too broad and it is not in line with this Administration’s tax and economic priorities,
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TREASURY NEWS

FROM THE OFFICE OF PUBLIC AFFAIRS

FOR IMMEDIATE RELEASE
February 17,2001
PO-40

STATEMENT BY TREASURY SECRETARY PAUL H. O'NEILL
AT THE POST G-7 PRESS CONFERENCE

Good evening. I want to begin by noting how much [ have enjoyed meeting my colieagues and how
much | appreciate the productive and thought-provoking discussions we have had today. Coming
together to share ideas and discuss key issues that we all facc is indeed an important and useful
opportunity. We live in a global economy in which developments in one country affect others, and thus it
is important to work closely together - in the G-7 in particular - to promote common goals.

Although world growth has slowed somewhat, we agreed that the fundamentals for sustained growth
remain in place and that macroeconomic and structural policies need to focus on supporting growth. My
colleagues were particularly interested in hearing about the U.S. economy and our policies. We noted
that policies in Europe need to focus on enhancing growth potential, and we shared concern about
remaining downside risks in Japan.

On exchange rates, let me repeat for you what we said together:

¢ "We discussed developments in our exchange and financial markets. We reiterated our view that
exchange rates among major currencies should reflect economic fundamentals. We will continue
to monitor developments closely and to cooperate in exchange markets as appropriate.”

Finance Minister Kudrin and Central Bank Governor Gerashenko joined us to discuss Russia's economic
policy priorities. Together, the G-7 urged the Russian authorities to step up the process of economic
reform and meet in full their financial obligations. As they face the task of reform, we underscored the
importance of creating the policy, regulatory and legal infrastructure necessary to make market
ecornomies work. We also urged Russia to move quickly to take action against money laundering, as
outlined by the Financial Action Task Force (FATF) in June 2000.

We took note of recent progress under the HIPC debt initiative and indicated the importance of a broader
approach to poverty reduction - an issue that we will focus our attention on as we prepare for the Genoa
Summit. We also recognized progress and looked forward to further steps to strengthen the international
financial architecture, including the need to do a better job in anticipating and preventing crises. In
particular, we discussed the key priorities for reform of the multilateral development banks - greater
selectivity, sharper focus on the needs of the poorest countries, more effective and transparent internal
governance and enhanced development impact. This issue will be a key focus when we next meet in
Washington in April.

Finally, we reviewed developments in our shared cffort to fight financial abuse. We look forward to
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continued steps by identified jurisdictions to undertake needed reforms and urged the IMF and World
Bank to help countries implement relevant anti-money laundering standards. At the same time, we
reiterated our commitment to implement coordinated countermeasures in cases in of ongoing
non-cooperation, based on recommendations by FATF. We also reaffirmed our support for efforts to
address harmful tax practices. While I indicated to my colleagues that certain aspects of these efforts are
under review by the new Administration, I support the priority placed on transparency and cooperation to
facilitate effective tax information exchange. At the same time, it is critical to clarify that this project is
not about dictating to any country what should be the appropriate level of tax rates.

Again, I found today's discussion very useful, and I look forward to working closely with all my G-7
colleagues.

Attachment:

Statement of G7 Finance Ministers and Central Bank Governors
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1800 M Street, N.W. MO I -

Washington, D.C. 20036-38653
2024677000 & BOCkIUS LLP

Fax 202.467.7176 COUNSELORS AT LawW

Sheidon S. Cohen
202.467.7300
sscohen@morganiawis com

June 7, 2001

The Honorable Paul H. O’Neill
Secretary of the Treasury

1500 Pennsylvania Avenue, N.W.
Washington, D.C. 20220

Dear Secretary O’ Neill:

On behalf of a pumber of former Commmissioners of Internal Revenue, [ am forwarding the
attached letter regarding your recent statement on tax havens in the May 10 issue of The
Washingron Times,

Sincerely,

Sheldon S. Cohlcn

SSC/bsj
Enclosure

Phipdsiphia  Washington ~ Now Yok Lo Angeles  Miami  Hamisburg  Pmsbugn  Princeton
Latdon Brussals Frankfurt Tokyo
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June 7, 2001

The Honorable Paul H. O'Neill
Secretary of the Treasury

1500 Pennsylvania Avenue, N.W.
Washington, D.C. 20220

Dear Secretary O'Neill:

As former Comrmnissioners of Internsl Revenue, we are writing to express concerns about the
possible impact on tax administration of your statement as reported by the Washington
Times on May 10.

That statement suggests that the OECD project in its current form rims counter to the
Administration’s efforts to lower U.S. tax rates and that it might be a concealed attemnpt to
harmonize world tax systems. The statemnent also indicates a belief that the project
improperly dictates to tax havens how they should structure their tax systems. The statement
expresses supportt for exchange of information “necessary for the prosecution of illegal
activity,” but finds the OECD project to be “over-broad.”

There is nothing'it the OECD publications on the project that suggests any intention to
harmonize or raise tax rates. In fact, the OECD’s own report on the project issued in June
2000 explicitly dgrees with much of your statement, The executive summary states that the
project is “not intended to promote the harmonization of income taxes or tax structures
generally withirr or outside the OECD nor is it about dictating 10 any country what should be
the appropriate level of tax rates.”

The reality of existing tax structures within OECD makes clear that these words are not just
empty rhetoric. Tax structures in OECD member countries are far too diverse to assume
some hidden agénda of raising or harmonizing tax rates. Germany, for instance, completely
exempts its citizens from tax on most capital gains. The Netherlands has just introduced 2
new tax on investment income that is based on an imputed return of 4 percent on net assets.
On the corporatd tax side, rates range from 40.17% in Belgium to 20% in Ircland and 18%
percent in Hungary. The average EU tax rate is about 6% {ower than the typical combined
U.S. Federal and state tax rate.
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It is true that the OECD project has sought 1o end practices by some tax havens to advertise
specific non-regulated and tax-free offshore regimes that can only be used by foreigners and
that are carefully separated from the local economy (referred to as “ring fencing™). Asa
practical matter, however, for most tax bavens this might not be much of an issue. For
instance, numerous tax havens have no income tax at all and for that reason da not (and do
not need to) ring fence their offshore regimes. [f this is the only substantive U.S. concern, it
can surely be resolved in consultation with our trading partners.

As you rightly state, effective enforcement of our tax laws requires access to information,
and particularly to information reflecting tax evasion. Exchange of information has wide
bipartisan suppbrt. While the reported statemnent bas been presented as a reversal of the
position endorsed by the Clinton Treasury, it is worth recalling that the Reagan
admiriistration first initiated efforts to sign up some of the same tax havens in the Caribbean
for a1 exchange of information similar to the exchange of infotmation of the cutrent CECD
project. The statement in the Washington Times hardly helps in achieving this goal:

e Decision-makers in the nine tax havens that have already made 2 commitment to
the OECD project have been embarrassed and might come under intense political .-
pressure to withdraw from the project.

e With wavering U.S. support for the project and an uncertain response from the
other OECD member states, tax havens that were close to making a commitment
will stay put. This is especially true where White House officials are reported in
the press as saying that there was “no purpose” in pursuing the project at all.

Ultimately, we believe that there is a much better chance persusding tax havens to agree to
exchange of information if we stick with our trading partners. Since 1984 one Democratic
and two Republican administrations have attempted to get countries in the Caribbean and
elsewhere to agree to exchange of information. Despite intense political pressure and various
carrots and sticks most of the key countries have refused to sign up, Some of the countries
{e.g., Cayman Islands) that for more than 15 years resisted the efforts have, within the last
year, agreed to co-operate with the OECD.

The Caribbean is in a region where the U.S. holds most sway. With increasing globalization
and the use of internet, U.S. taxpayers secking to evade U.S. taxes will have an increasing
ability to transfer assets to tax havens further afield. These tax havens are even less likely to
bend to U.S. uriilateral pressure. Conversely, they may well co-operate where 30 OECD
countries, some of which have closc historical ties in addition to geographical proximity, act
in concett.

We need to resolve our differences with our trading partners. We need to find a solution that
is acceptable to both the United States and the other OECD countries involved. The reported
comments havé been misrzad {o evidence a greater substantive divide than in fact exists. We
have never beeh closer to.cracking down on tax abuse through the use of tax havens and that
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is especially important to the United States. Therefore, we urge you to engage in
constructive dialogue with our trading partners. We need this project for ene very simple
reason: our owsg tax and economic interest.

Should you or your staff wish to consult with us on these matters, we would be pleased to do
s0.

Sincerely,

Sheldon S. Cohen
Donald C. Alexander
Mortimer M.-Caplin
Jerome Kurtz

Margaret M. Richardson
Randolph W. Thrower
Johnnie M. Walters

c The Honorable Mark Weinberger
The Honorable Chatles O. Rossotti
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2000 OECD List of Offshore Tax Havens

Andorra

Anguilla

Antigua and Barbuda
Aruba*

Bahamas

Bahrain

Barbados

Belize

British Virgin Islands
Cook Islands
Dominica

Gibralter

Guernsey

Grenada

Isle of Man*

Jersey

Liberia

Liechtenstein

Maldives

Marshall Islands
Monaco

Montserrat

Nauru

Netherlands Antilles*
Niue

Panama

Samoa

Seychelles*

St. Christopher & Nevis
St. Lucia

St. Vincent and the Grenadines
Tonga

Turks & Caicos

US Virgin Islands
Vanuatu

*Has signed commitmen! letter to cooperate with tax inguiries, as have Bermuda, Cayman

Islands, Cyprus, Malta, Mauritius and San Marino, and is not expected to be included in the 2001

OECD List of Uncooperative Tax Havens.
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COMMITMENTS SOUGHT
FROM TAX HAVENS

(1) Answer criminal tax inquiries by 2003
(2) Answer civil tax inquiries by 2005

(3) Improve transparency
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EXHIBIT#_ ___ 7

Number of U.S. Taxpayers Reporting Foreign Accounts and
Number of Offshore Banks and Companies in
35 OECD Tax Havens

U.S. Taxpayer Filings of Foreign Accounts Totaling Number of **
Count 10,000 *
oumey $10,000 or more Offshore | Offshore
Banks Companies
Corporate | Fiduciary | Individual | Partnership | Unknown | Total

Andorra 17 2 1 20 NA NA

Angnilla 3 5 8 2 1,988

Antigua & 6 2 70 6 3 87 26 12,000

Barbuda

Aruba 13 22 2 37 2 7,400

Bahrain 12 51 2 9 74 48 NA

Barbados 123 2 128 16 14 283 51 3,855

Belize 4 4 63 3 7 81 2 16,000

British 35 1 129 8 12 185 13 360,000

Virgin

Islands

Dominica g 2 10 6 6,596

Bahamas 70 42 584 45 45 786 413 100,000

Cook 1 18 22 1 42 25 1,230

Islands

Gibraltar 5 2 50 1 58 21 8,300

Grenada 4 3 77 2 5 9t 16 2,200

*Source: U.S. Taxpayer Report of Foreign Bank and Financial Accounts, TDF 90-22.1, fiscal year 2000 data provided by the
Internal Revenue Service.

** Source: U.S. Department of State, Bureau for International Narcotics and Law Enforcement Affairs, International Narcotics
Control Strategy Report, March 2001

NA=Not Available

Prepared by U.S. Senate Permanent Subcommittee on Investigations, July 2001

July 17, 2001 (8:07PM)
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U.S. Taxpayer Filings of Foreign Accounts Totaling

Number of * *

Count: $10,000 *
ountry ermore Offshore | Offshore
Banks | Companies
Corporate | Fiduciary | Individual } Partnership | Unknown | Total
Guernsey 7 15 232 4 19 277 79 15,905
IsleofMan |3 9 605 9 46 672 10 24,300
Jersey 22 13 741 17 75 868 NA 20,000
Liberia 1 10 2 i3 NA NA
Liechtenstein | 8 3 143 8 4 166 15 75,000
Maldives 1 1 NA NA
Marshall 4 6 2 12 0 4,000
Islands
Monaco 10 1 147 1 14 173 0 NA
Montserrat 12 1 13 15 22
Nauru 1 4 2 7 400 NA
Netherlands | 42 i 232 10 18 303 42 20,919
Antilles
Niue 4 21 1 26 5 5,500
Panama 40 1 267 3 31 342 34 372,667
Seychelles 2 2 NA 4,808
St. 2 1 25 4 1 33 i 19,500
Christopher
& Nevis
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U.S. Taxpayer Filings of Foreign Accounts Totaling

Number of **

Count: 10,000 *

Uy s or more Offshore | Offshore
Banks Companies

Corporate | Fiduciary | Individual | Partnership | Unknown | Total

St. Lucia 12 2 14 1 100

St. Vincent 1 7 2 10 28 11,000

& the

Grenadines

Tonga 1 1 NA NA

Turks & 11 1 30 3 1 46 8 27,000

Caicos

U.S. Virgin 88 15 602 12 92 809 NA NA

Islands

Samoa 12 344 4 31 391 10 4,085

(American &

Western)

Vanuatu 7 7 55 2,500

Totals 533 138 4674 161 442 5,948 1,328 1,126,875
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Out of approximately 2000 accounts open in
1985, 95% of Guardian Bank’s clients were
U.S. citizens and virtually 100% were
engaged in tax evasion.

—Testimony of John Mathewson, former owner of
Guardian Bank & Trust Ltd. in the Cayman
Islands, 3/1/01 hearing before U.S. Senate
Permanent Subcommittee on Investigations
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EXHIBIT # 9

Republic of Seychelles
Office of the Vice President

13% Pebruary 200!

Mr David Johnston
Setretary General
QECD

2 Rue André Pascal
TST7S Paris Cedex 16
FRANCE

Dear Mr Jokuston
COMMITMENT QF THE REPUBLIC OF SEYCHELLES

1 am writing in connection with the OECD's praject en Harmful tax Competition and the OECD's
reports 'Harmiul Tax Competition' and *Towards Global Tex Co-operation’ of 1998 and 2000,

In view of the above, I am pleased herety 1o inform you that the Republic of Seychelles is
to the elimination of harm ful tax practices as determined by the Farum on Harmful Tax Competition.

We cammit ourselves, in particular, to & programme of effecti h of informatien in tax
matters, transparoncy, and the elimination of ring-fencing of the rag:mes for financial and cther
services as outlined in the attachment to this letter. Our plan to achieve these international standards
will be agreed with the Forum by 31% December 2001,

We understand that the OECD is prepared to assist us in establishi ing, or mainmining such
practices and procedures a5 are necessary ta comply with this commltment

The Government of the Republic of the Seychelles intends to Telease the substance of this letter and the
attachment to financia) and business press and other contacts and gxpeot the OECD to publish them on

the ORCD's intarnet site.
Yours w[y&‘Q
Chde

James A, Michsl
VICE PRESIDENT

State House Avenue, P. Q. Box1303, Telepbone 225509, Telefax: 224985, Seyqﬁ.@
Owe

E-Mall:jmichel@scychelleanet
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Republic of the Seychelles

Annex

This attachment outlines the measures that the Republic of the Seychelles will take on a phased basis by 31
December 200S. It describes as well stand-still, collateral and termination issues with respect to the
commitment.

Terms & Timetable:
(A) By 31 December 2001:

Plan to achieve international standards: The Republic of the Seychelles will adopt a detailed
plan indicating how, by 31 December 2005, it will achieve transparency and effective exchange of
information for all tax matters, and eliminate any regimes that attract business without substantial
business activity,

(B) By 31 December 2002:

Beneficial Ownership information available: The Republic of the Seychelles ensures that its
regulatory or tax authorities have access to information regarding beneficial owners of companies,
partnerships and other entities organised in its jurisdiction, including collective investment funds,
and to information on the identity of the principal (as opposed to agent or nominee) of those
establishing trusts (settlors) under their laws and those benefiting from trusts.

Financial Books & Records: The Republic of the Seychelles ensures that financial accounts will
be drawn up in accordance with generally accepted accounting standards, and that such accounts
will be either audited or filed for all entities (banks, insurance companies, collective investment
funds and managers, trusts, foundations, etc.) organised or operating in the county (subject to de
minimis exceptions for entities that are not engaged in offshore activities and do not have foreign
ownership, beneficiaries, management, or other involvement). The Republic of the Seychelles
ensures that there is access by its regulatory or tax authorities to such accounts.

(C) By 31 December 2003:

Effective Exchange of Information (Criminal tax matters): The Republic of the Seychelles will
have in place a legal mechanism that allows information to be provided to the tax authorities of
OECD countries upon request for the investigation and prosecution of criminal tax matters. This
mechanism will include a means to ensure that information can be given to tax authorities of
OECD countries in response to a request if the information may be relevant to the investigation of
a criminal tax matter. The information eligible for exchange will include bank information and
financial information as well as information on beneficial ownership.

In the case of information required for the investigation and prosecution of a criminal tax matter,
the information will be provided without the requirement that the conduct being investigated
would constitute a crime under the laws of the Republic of the Seychelles, if it occurred in the
Republic of the Seychelles.
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The Republic of the Seychelles will ensure that there is no impediment to the disclosure of any
exchanged information to persons or authorities (including courts and administrative bodies)
concerned with the enforcement or prosecution in respect of, or the determination of appeals in
relation to, criminal tax matters.

Administrative practices will be in place so that the legal mechanism for exchange of information
will function effectively and can be monitored. Personnel responsible to make sure that the
requests for information are answered promptly and efficiently, and personnel trained or
experienced in obtaining information will be at place.

Access to Bank Information: The Republic of the Seychelles will ensure that its regulatory or tax
authorities have access to bank information that may be relevant for the investigation or
prosecution of criminal tax matters.

Transparency of tax system: The Republic of the Seychelles will ensure that there are no non-
transparent features of its tax systems, such as rules that depart from accepted laws and practices,
secret rulings, or the ability of investors to “elect” or “negotiate” the rate of tax to be applied. To
the extent rulings are given with respect to transfer pricing issues, such rulings will not deviate
materially from the result under the OECD Transfer Pricing Guidelines.

Not attracting business without substantial demestic activity: The Republic of the Seychelles
will remove any restrictions on the ability of entities qualifying for preferential tax treatment to do
business in the domestic market.

(D) By 31 December 2005

Effective Exchange of Information (All tax matters): The Republic of the Seychelles will have
in place a legal mechanism that allows information to be provided to the tax authorities of OECD
countries upon request for the investigation and prosecution of criminal tax matters and for the
determination, assessment, collection, and enforcement of all other tax matters (hereafter referred
to as “civil tax matters™). This mechanism will include a means to ensure that information could be
given to tax authorities of OECD countries in response to a request if the information may be
relevant to a of a civil or criminal tax matter. The information eligible for exchange wilt have to
include bank information, financial information, as well as information on beneficial ownership.

In the case of information requested for the investigation and prosecution of a criminal tax matter,
the information will be provided without the requirement that the conduct being investigated
would constitute a crime under the laws of the Republic of the Seychelles, if it occurred in the
Republic of the Seychelles.

In the case of information requested in the context of a civil tax matter, the Republic of the
Seychelles will provide the information without regard to whether or not the Seychelles has an
interest in obtaining the information for its own domestic tax purposes.

The Seychelles will ensure that there is no impediment to the disclosure of any exchanged
information to persons or authorities (including courts and administrative bodies) concerned with
civil and criminal tax matters. Further, the information will have to be provided without regard to
whether or not the Republic of the Seychelles has an interest in the information for its own tax
purposes.



100

Administrative practices will be in place so that the legal mechanism for exchange of information
will function effectively and can be monitored. Personnel responsible to make sure that the
requests for information are answered promptly and efficiently and personnel that is trained or
experienced in obtaining information will be at place.

Access to Bank Information: The Republic of the Seychelles will ensure that it's regulatory or tax
authorities have access to bank information that may be relevant for civil and criminal tax matters.

Not attracting business without substantial domestic activity: For any preferential tax treatment
accorded to financial and other services activities, the Republic of the Seychelles will remove any
restrictions that deny the benefits of that preferential tax treatment to resident taxpayers, to entitics
owned by resident taxpayers, or to income derived from doing the same type of business in the
domestic market.

(E) Stand-Still

The Republic of the Seychelles will refrain from

(1) introducing any new regime that would constitute a harmful tax practice under the OECD 1998
Report on Harmful Tax Competition;

(ii) with respect to any existing regime related to financial and other services that currently does
not constitute a harmful tax practice under the OECD Report, modifying the regime in such a way
that, after the modifications, it would constitute a harmful tax practice under the OECD Report;
and

(iit) strengthening or extending the scope of any existing measure that currently constitutes a
harmful tax practice under the OECD Report.

(F) Collateral Issues

List of Uncooperative Tax Havens: The OECD will refrain from including the name of the
Republic of the Seychelles on any List of Uncooperative Jurisdictions, provided that the Republic
of the Seychelles is proceeding in good faith to satisfy the terms and timetable of this Annex.

Defensive Measures: The OECD will refrain from recommending that any common framework
of defensive measures (within the meaning of the 1998 Report) be implemented against the
Republic of the Seychelles, provided that the Republic of the Seychelles is proceeding in good
faith to satisfy the terms and timetable of this Annex.

Invitation to the Global Forum: The Republic of the Seychelles is invited to participate in the
OECD's Global Forum on Taxation, which is developing a framework for a legal mechanism for
exchange of information, provided that the Republic of the Seychelles is proceeding in good faith
to satisfy the terms and timetable of this Annex.

(G) Termination prior to 31 December 2005
The Republic of the Seychelles shall have the annual option by advance written notice to the

Chairman of the OECD’s Committee on Fiscal Affairs to terminate the implementation of its
commitment as outlined in this Annex as of 31 December of the given year.
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EXHIBIT # 10

MAJORITY WHIP TOM DELAY

PDF Version
June 20, 2001

The Honorable Paul O'Neill
Secretary of the Treasury
Department of Treasury
1500 Pennsylvania Avenue
Washington, DC 20220

Dear Secretary O'Neill,

I am strongly opposed to the "information exchange" tax initiatives
being promoted by the European Union (EU) and the Organization for
Economic Cooperation and Development (OECD). These assaults on
financial privacy and due process legal protection arc driven by a desire
to thwart international tax competition. But since the United States 1s
the world's biggest beneficiary of tax competition, it makes no sense for
America to participate in an endeavor that will undermine our
competitive advantage in the global economy.

Tax competition promotes economic freedom by pressuring
governments to implement lower tax rates - much like what happened
when President Reagan's tax rate reductions in the 1980s led to a global
shift toward lower rates. Nations should have the right to maintain high
tax rates, of course, but they also should bear the consequences. Under
no circumstance, however, should they be permitted to interfere with
the sovereign right of other nations to adopt attractive tax and privacy
laws.

] intend to follow this issue closely, and plan to examine during the
appropriations process whether Congress should continue to fund
international organization that push policies that are contrary to
America's national interests. [ also will closely review whether various
departments are misallocating resources by lending support to
misguided initiatives sponsored by international bureaucracies.

I applaud you for your opposition to the OECD's so-called "harmful
tax competition” initiative and I hope you will logically extend that
opposition to the anti-privacy information exchange schemes being
advocated by the OECD and EU. I look forward to hearing how we can
work together to advance the cause of economic freedom.

Sincerely,

Tom DeLay
Majority Whip
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Prosperi

Institure

THE PROSPERITY INSTITUTE
333 NORTH FAIRFAX STREET, SUITE 302
ALEXANDRIA, VA 22314
(703)548-5868 VOICE
{(703) 548-5869 FAX
INFO@PROSPERITY-INSTITUTE.ORG

FACSIMILE TRANSMITTAL SHEET

TO: FROM:
ATTN: LINDA FIGURA Dan R Mastromarco

COMPANY: DATE:
OFFICE OF HONORABLE PAUL O'NEILL  fune 28, 2001

FAX NUMBER: TOTAL NO. OF PAGES
202.622.1800 3

PHONE NUMBER: SENDER’S REFERENCE INUMBER,
202.622.0733 001

RE: YOUR REFERENCE NUMBER:
MEETING

O URGENT YO FOR REVIEW OPLEASE COMMENT CI1PLEASE REPLYD PLEASE
RECYCLE

NOTES/COMMENTS:

Linda, members of the group who will be in attendance (especially Richard
Rahn, David Burton and Larry Hunter) have met already with Larry Lindsey
and Glenn Hubbard, who recommended we meet with Secretary O'Neill,
We bave also been having discussions with Mark Weinberger, who is aware
of the formarion of the task force outlined in the note. We will be inviting
Mark to address the group soon.

Dan R. Mastromarco

333 North Fairfax Streer, Suite 302, Alexandria, VA 22314-2632
(703) 548-4569 (v} (703) 548-5869 (D
v prosperity-institute. org
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MEMORANDUM

To: Linda Figura
Scheduler for Honorable Paul O’Neill
Secretary of the Treasury

From: Dan R. Mastromarco
President, The Prosperity Institute

Subject: Request for Meeting
Date: June 28%, 2001
What is Being Requested?:

We are requesting a meeting with Secretary O’Neill and others of his.choosing. The Prosperity Institute’
has established a private sector task force in cooperatjon with several Jeadidg public policy arganizations
(Task Force on Information Exchange and Financial Privacy (TFIEFP)) 16 advise Treasury on 2 model
information exchange mechanism. We wish to discuss that task force, and other information exchange
policy positions now before Treasury.

Who Will Attend?:

Former Senator Mack Mamngly has agreed to Chair the Task Force. Other individiials who have ag.reed
to serve include former Attorney General Ed Meese and Honorable Jack Kemp. Others who may aftend”

. the meeting include: David R. Burton (Executive Director, TFIEFE); Steplren J. Entin (Institute for’

;. Research on the Econcics of Taxation), Dan R. Mastromarcs (President, Prosperity Institute); Dan

> Mifchelf: (McKenna Sendor Fellow in Political Economy, Heritage Foundation); Andrew Quinlan (Centa"
for Pteedom end Prospenty) and Richard W. Rafm (Senior Fellow, Discovery Institute).

333 North Fairfax Steet, Suite 302, Alexandria, VA 22314-2632
(703) 5484569 (v} {703) 548-5865 (f)
Www.prospedity-institute.org
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Purpose of the Meeting:

The purpose of the meeting is (1) fo brief Secretary O™Neill on our serious concerms relating 1o the
information exchange provisions in the OECD harmful tax competition initiative, (2) to explain to him
the work that the Task Force is undertaking to develop a workable solution that both respects financial
privacy and ineets the legitimate needs of law enforcement and tax administration, (3) to discuss
continued dialog between Treasury and the Task Force as the solution is being developed and (4) to
express support for the Secretary’s position on the tax competition aspects of the OECD initiative.

Background:

Facts:

In 1998, the QECD Council issued & report entitled “Harmful Tax Competition: An Emerging Global
Issue,” wherein they outlined a series of sanctions on “tax havens” engaging in “unfair tax competition.’
A tax haven is a country with (1} low or zero income taxes, (2) which allows foreigners investing in the
country to do so at favorable rates, and (3) which affords financial privacy to its investors or citizens. The
OECD is demanding that the low tax countries sign & Memorandum of Understanding MOU) by July 31,
2001, or face significant sanctions, including the termipation of wax treaties, denial of income tax
deductions for purchases made from a targeted countries businesses, imposition of withholding taxes,
denial of the foreign tax credit and possible disruption of banking operations.

Treasury Public Position:

The Department of Treasury has made several public statements outlining concems about the tax
competition aspects of the OECD jnitiative. Most notably, in a Washington Times’ article larer by
Secretary O’ Neill, Secretary O'Neill stated “the work of this particular OECD imitative ... must be
refocused on the core element that is our common goal: the need for countries 1o be able to obtain specific
information ... upon request in order to prevent the illegal evasion of their tax laws.” He continued,
however, “in its current form, the [OBCD] project is 100 broad and it is not in Jine with the
administration’s tax and economic priorities.” In recent statements, Mr. Taylor, Undersecretary for
International Trade, is reported to have expressed support for efforts to "redirect” the OECD initiative
toward a focus on information-sharing issues.

Continuing Issues:

The Treasury Department has criticized the OECD initjative for stifling tax competition. However, the
neither the OECD nor Treasury has acknowledged the important balance between due process and
privacy concerns on the one hand, and law enforcement or tax administration efficiency on the other.
The initiative requires systematic and transparent release of information without predicate to 30 OECD
countries from 41 targeted countries. The manner in which that information is secured can efther respect
the notions of privacy or disregard them. OECD has shown ao indication that financial privacy is of
Jegitimate concern. OECD nations that want to impose high tax rates on extraterritorial activity should
also respect the sovereign rights of jurisdictions that seek not to assist them.'

! This is particularly true when one considers {1) the havens atract capital as well from countries with rrvitorial taxing
jurisdictions, (2) are being required to enforce faws they do not have on their bocks, and (3} are being forced by Narions which
themselves violate the QECD guidelines and yet do not have to comply.

a3
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As you can see, there have been important developments in the battle for tax
competition, financial privacy, and fiscal sovereignty. On the positive side, it appears
that we have achieved all of our short-term objectives. The blacklist and threat of
sanctions likely will be delayed, and the tax harmonization aspect of the OECD
campaign has been thwarted. On the negative side, it is still not clear whether we have
stopped the assault on financial privacy. As mentioned in Dan Mitchell's memo earlier
this week, information exchange is desirable in the fight against crime. It is not okay,
however, when it is used in an indiscriminate fashion to enforce bad tax laws on an
extra-territorial basis. [n the coming months, we will be fighting to ensure the correct
outcome

We will make one quick prediction: The OECD is a master of the art of "spin control."
As such, we expect that they will renew pressure o low-tax jurisdictions by claiming
that the United States has decided to support the OECD view of information exchange.
This is not the case, and we will be sending out a memo on this topic either later today
or tormorrow morming. Low-tax jurisdictions should not allow themselves to be bullied
or misled.

Below is a copy of Dan Mitchell's CFP strategic memo and some of the recent news
articles.

Best regards,

Andrew Quinlan

Center for Freedom and Prosperity
President

202-285-0244

603-971-9137 (efax)

1 reedomandprosperity.org

www.freedomandprosperity.org

CFP Swategic Memo on Information Exchange
http:/iwww treedomandprosperity.org/Papers'm6-11-01/m06-11-0 shunl

Wall Street Journal, June 15, 2001, By Michael M. Phillips, Economy: U.S., Allies To
Ease Curbs On Offshore Tax Havens
hitp//www. freedomandprosperity.org/Articles/wsj06-15-01/wsj06-15-01 shtm|

Tax-news.com, June 14, 2001: OECD May Delay Sanctions
htip://www tax-news.com/asp/story/story.asp?storyname=3993

Bloomberg News, June 12, 2001, By Michael Bleby, OECD Likely to Push Back Tax
Haven Sanctions Deadline
hup//www. freed Iprosperity.org/Articles/bb06-12-01/b606-12-01.shtml

CFP News Summary (World Tax Daily), June 14, 2001, U.S. and OECD Inch Toward
Tax Haven Deal
hetp/www. freeds dprosperity.org/Articles/sum06-14-01/sum06-14-01 shtrl

Tax-News.com, June 13, 2001, by Mike Godfrey, CFP Warms Offshore Jurisdictions
About Information Exchange
hitp://www.tax-news com/asp/story/story.asp?storyname=3980
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P} Center for Freedom and Prosperity Strategic
Prosperity Momorandum
o

PDF Version

To: Leaders of Low-Tax Jurisdictions and Supporters of Tax
Competition, Financial Privacy, and Fiscal Sovereignty

Freuz:st:i;l:ssked : From: Dan Mitchell, Heritage Foundation

. 2
Home Date: June 16, 2001

Re: OECD Developments
What's New l
— 1
. We have gained another victory in the battle for individual liberty. The
Mission OECD has backed down in the face of U.S. opposition. The headlines tell
the story:

Freedom and Prosperity
Foundation « Lloyd's List, June 15, "Defiant offshore financial centres scent

victory over sanctions threat.”

Coalition for ! ; Lo .
Tax Congpetition - BNA, June 15, "Bush Administration Secking New Focus to
— OECD Tax Competition Work, Official Says.”

Center At-A-Glance » Wall Street Joumnal, June 15, "U.S., Allies to Ease Curbs on

Offshore Tax Havens."
- Tax-news.com, June 14, "OECD May Delay Sanctions.”

Contact the Center « AFX News Service, June 13, "U.S. wants 'redirection’ of OECD

tax havens plan."

Articles on Bloomberg, June 12, "OECD Likely to Push Back Tax Haven
Tax Competitian Sanctions Deadline."

Useful Links ‘ But don't break open the champagne bottles. As we have indicated in
previous memos and in yesterday's alert, we still have to win the second
stage of the battle - how to define when it is appropriate for governments
to suspend financial privacy and to share data with other governments. If
information exchange means cooperating in the fight against crime while
respecting civil liberties and due process legal protections, we will have
worn. On the other hand, we will have lost if information exchange means
that governments can indisctiminately obtain private financial data in
order to enforce their tax Jaws on an extra-ternitorial basis.

The Center for Freedom and Prosperity and the Heritage Foundation, in
cooperation with a growing list of allies, will be fighting very hard to
ensure that information exchange is subject to appropriate safeguards. In
particular, we look forward to working with our friends at Americans for
Tax Reform, the Free Congress Foundation, the National Taxpayers
Union, the Prosperity Institute, and others on this critical project.

At this stage, there are only two things that could lead to defeat. We
could lose if the U.S. government acquiesces to the OECD definition of
information exchange. Given the many statements from the Treasury
Department - all of which indicate that information exchange should be
on a case-by-case basis for criminal investigations, we think that is
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unlikely. The other way we could lose is if a bunch of targeted
Jjurisdictions suddenly and inexplicably decide to surrender to the OECD,
giving the bureaucrats in Paris a fait accompli victory. Because of all the
progress we have made, we strongly urge targeted jurisdictions to hold
firm. As we have said many times before, if you had the courage to resist
one year ago when it appeared that the OECD had a 99 percent chance of
victory, then there Is no need to give up now that the odds have shifted so
dramatically. Indeed, we encourage jurisdictions that have capitulated to
announce that they are re-evaluating their decision.

One bit of news that may help bolster resistance to the OECD is that the
Center for Freedom and Prosperity has launched an aggressive grassroots
campaign. The first stage of this campaign is an Internet advocacy
promotion. This effort so far has generated about 10,000 e-mails to either
members of Congress or the Treasury Secretary. The next stage of the
campaign is a direct-mail crusade. The Center already has contracted to
send out 100,000 pieces of mail to targeted citizens and will send many
more based on how much money is raised for the project.

In conclusion, there is an "inside-outside" strategy to win the battle on
information exchange. The Heritage Foundation's research and the
Center's lobbying will ensure that policy makers in Washington have the
night facts and figures to make the correct decision. The Center's
grassroots advocacy campaign, meanwhile, will generate pressure on
politicians from back home so that they will make the right decision even
1f they are not convinced by the compelling truth of our arguments.

fréedom
Prosperity

Return Home
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CFP PRESS STATEMENT, JUNE 28, 2001

fréedom
P b : For Immediate Release

rosperlw Thursday, June 28, 2001

OFECD Forced to Make Major Concessions,
But New Agreement Still Dangerously Flawed

Exeguently Asked The Center for Freedom and Prosperity released the following

Questions statements from Andrew Quinlan, president of the Center for Freedom
and Prosperity and Dan Mitchell, senior fellow at the Heritage
Home Foundation:
What's New ANDREW QUINLAN:
"Thanks to U.S. leadership, the OECD has been forced to retreat.
Mission Deadlines have been pushed back. Threats of financial protectionism
have been reduced. Indecd, the Paris-based bureaucracy has thrown in

Freedom and Prosperity | the towel on its tax harmonization agenda. Equally important, they have
Foundation been forced to scale back their “information exchange” assault on
Coalition for financial privacy. That's the good news.

Tax Competitio: . - . .
Rkl S "The bad news is that the OECD is still demanding that other countries
Center At-A Glance have an obligation to help enforce the oppressive tax laws of OECD
member nations.
Contact the Cenier "The Center will be increasing its public education campaign in the
coming months. Given all the developments in recent days, we will
Articles on repel the OECD's fiscal imperialism. In the last 10 days alone, for
Tax Competition instance, House Majority Whip Tom DeL.ay and two top House
Committee chairmen, Rep. David Dreier of California and John
Useful Links Boehner of Ohio, have come out against the OECD's dangerous
information exchange agenda. Leading grassroots groups like the Free
Congress Foundation, Americans for Tax Reform and Citizens for 2

Sound Economy also have weighed in against the OECD's anti-privacy
initiative.

"Tax competition, financial privacy and fiscal sovereignty should be
celebrated, not persecuted.”

DAN MITCHELL:

"The President's economic team thwarted the worst aspects of the
OECD's anti-tax competition campaign, but the agreement still contains
dangerous elements. Information exchange for tax purposes, even
when limited to specific cases, is inconsistent with sound tax policy,
respect for privacy, and international comity."
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Center for Freedom and Prosperity Strategic
Memorandum

To: Public and Private Sector Leaders in Low-Tax Jurisdictions
From: Dan Mitchell, The Heritage Foundation

Date: July 5, 2001

Re: Latest Developments in Fight against OECD

There is good news and bad news. The good news is that the OECD has been forced
to retreat. Indeed, one could even say they have suffered a humiliating defeat. Much to
their chagrin, the bureaucrats in Paris have pushed back deadlines and scaled back
demands. They have, for all intents and purposes, given up on their tax harmonization
agenda. They have even substantially curtalled their call for information exchange.

The bad news is that the limited information exchange the OECD is sceking - low-tax
jurisdictions apparently will be expected to provide information on a case-by-case
basis — is still an egregious assault on financial privacy. Nations have no right to
dernand that other jurisdictions act as vassal tax collectors. Information exchange is
bad tax policy, bad privacy policy, and bad sovereignty policy.

The Center for Freedom and Prosperity and The Heritage Foundation will continue to
aggressively fight against any information exchange for tax purposes. Along with
many other groups that have become active in this battle, we will continue our
campaign until we have achieved total victory. Some have asked up why we don't
declare victory. After all, we have won 80 percent of the battle. Our answer is that
there are important principles at stake. Any defeat — even if the other side only gets 20
percent of what they wanted — means that human fresdom will be diminished.

There are several things that leaders from low-tax jurisdictions should think about as
they contemplate how to react to these latest developments:

1. Do not acquiesce to the OECD's latest demands. Even though the OECD has
been forced to curtail its agenda, they still are seeking to impose bad tax policy on
non-member nations. Unfortunately, good tax policy has never been at issue in this
fight. Instead, this is a case of over-taxed, uncompetitive nations trying to use their
power to compel less-powerful jurisdictions into becoming fiscal colonies. Yet, as
already has been demonstrated, the OECD can be defeated. As such, we offer low-tax
jurisdictions the same advice we provided six months ago: Do not rush to capitutate.
Even if you are tempted to surrender, you now have until November 30. Bide your
time and see 1f we can win this last stage of the fight.

2. Demand that OECD nations comply with the same rules. This is especially
important for jurisdictions that are tempted to capitulate. Every low-tax regime should
state that they will not even consider making a "commitment” to the Paris-based
bureaucracy until every OECD nation has made a similar commitment. That includes
the United States, the United Kingdom, Switzerland, Luxembourg, and all the other
tax havens in the rich man's club. Let's see how many OECD naticns are willing to
have their head-of-state or finance minister sign a humiliating "Memorandum of
Understanding.” As we say in America, "Sauce for the goose should be sauce for the
gander."

3. Highlight human rights and civil liberties. The OECD wants to suspend due
process legal protections and run roughshod over longstanding principles of
international law. From news repotts, it appears that the bureaucrats in Paris want to
eliminate the "dual criminality" provision, which states that one country will not help
another country enforce a law unless the so-called offense is a crime in both
jurisdictions. Not only is this a traditional part of international law, but you can bet
your last dollar that OECD) nations will not give up their use of this important
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principle. Does anyone really imagine, after all, that the United States will help China
prosecute Tiananmen Square protesters — either by extradition or providing
information? Docs anyone really think that European nations will assist Asian and
African nations enforce their laws? The dual criminality principle is just the tip of the
iceberg. Does the OECD really intend to deny access to the courts? To do away with
"probable cause” before violating privacy? These are just a few of the issues that must
be addressed. But if the low-tax jurisdictions surrender before these questions are
answered, rest assured that the OECD will unilaterally decide how these questions are
resolved.

4. Ask for something in return. "Information exchange" is a very misleading term. In
most cases, the OECD is secking a one-way street. They get information and the
low-tax jurisdiction gets nothing except the "privilege” of helping another nation
enforce misguided tax laws. When the OECD sends a delegation, low-tax jurisdictions
should have a list of demands. This list should include everything from minor requests
such as the right to visa-free travel to major conditions such as open immigration (after
all, if the OECD wants to tmpoverish smaller nations by decimating their financial
service industries, why shouldn't OECD nations bear the consequences). The OECD
will offer "technical assistance,” but this is a Trojan Horse. Allowing a bunch of
foreign bureaucrats to help change your internal procedures — and therefore turn your
Jjurisdiction inte a fiscal colony — is not exactly a gift.

In conclusion, we urge all persecuted jurisdictions to band together. Do not let the
OECD play the old "divide-and-conquer" game. The last six-nine months have resulted
in a series of setbacks and concessions for the OECD, but this is because the
bureaucrats have not been able to bully jurisdictions and gain any momentum. In the
last week, Araba capitulated to the OECD, in large part because they were pressured
by their Dutch overseers. It is our hope that other regimes — particularly sovereign
nations — will not make the same mistake.

Fréedom
Prosperity

Return Home
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The New York Times
Saturday, May 26, 2001

(A-12, Editorial Desk )

A Retreat on Tax Havens

From Antigua in the Caribbean to Nauru in the
South Pacific, offshore tax havens leach billions of
dollars every year in tax revenues from countries
around the world. Unfortunately, the Bush adminis-
tration is backing away from a three-year effort by
the Organization for Economic Cooperation and De-
velopment to crack down on tax havens. The admin-
istration’s decision to withdraw American support
for essential elements of the effort undermines what
had been a successful international campaign.

The Internal Revenue Service estimates that
Caribbean tax havens alone drain away at least $70
billion a year in personal income tax revenue. The
0.E.C.D. suspects the total worldwide to be in the
hundreds of billions of dollars. The International
Monetary Fund concluded in 1999 that offshore
banking had played a sometimes “catalytic’ role in
Asian, Russian and Latin American financial crises
by hiding losses in ways that regulators and audi-
tors were unable to penetrate. The secrecy and lax
regulatory environments that characterize many
offshore tax havens also invite money-laundering.

The O.E.C.D. has sought greater transparency
in tax and banking practices, better cooperation
with law enforcement and tax authorities and an

end to special tax breaks for foreign investors. Last
June the O.E.C.D. published a blacklist of more than
30 offshore tax havens. Nine of them promptly
agreed to the organization’s requests. Others, in-
cluding Antigua and Nauru, have resisted.

In withdrawing Washington’s support for the
0.E.C.D.’s effort to eliminate the tax breaks that
lure foreign capital, Treasury Secretary Paul
O’Neill has bowed to a lobbying campaign by anti-
tax activists who have wrongly claimed that the
0.E.C.D. wants to impose some sort of global re-
gime of high taxes. But the practices the O.E.C.D.
opposes are not competitive tax policies designed to
benefit businesses in the countries where they ap-
ply. On the contrary, the most notorious tax havens
do not even extend their minimal tax rates to their
own citizens or domestic enterprises. Their primary
aim is to encourage and profit from individuals and
businesses seeking to evade taxes in their own
countries.

Mr. O'Neill asserted that the United States did
not want to participate in efforts to ‘“harmonize
world tax systems.” But there is no harm in govern-
ments cooperating to prevent illegal activity by
their citizens, including tax fraud.
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THE WALL STREET JOURNAL
February 22,2001

Economy

U.S. Could Abandon Initiative
To Crack Down on Tax Havens

By MICHAEL M. PRILLIPS
S:aff Reporter of THE WALL STREET JCURNAL

WASHINGTON - The Bush administration is considering backing away from an international campaign
to crack down on tax havens such as Panama, Monaco and the Bahamas.

In internal discussions, Treasury Secretary Paul O'Neill has expressed skepticism about the Organization
for Economic Cooperation and Development's three-year-old campaign to blacklist uncooperative
tax-haven countries and territories -- currently 35 of them. Conservarive lawmakers have been pushing io
rein in the effort for some time.

Last weekend, at a meeting in Italy of the top economic efficials of the Group
of Seven major industrial powers, the U.S. wamed privately that it intends to
review the Clinton administration’s decision to support the OECD initiative.
And publicly, Mr. ONeill sent up a cautionary flag ahout the effort to bring
foreign tax Iaws in line with intemational standards. "It is critical to clarify that
this project is not about dictating to any country what should be the
appropriate level of tax rates,” Mr. O'Neill said in a staterent issued after the
G-7 meeting.

Former Treasury Secretary Lawrence Summers viewed the anti-tax-haven
effort as an important tool for combating tax evasion, particularly by U.S
companies that shift profits to secretive low-tax jurisdictions to cut their tax bills back home.

Mr. ONeill hasn't yet decided whether he wants to abandon the effort. "He will respect the sovereigniy of
the various tax systems -- that's very important,” a senior Treasury official said Wednesday. At the same
time, this offictal said, Mr. ONell! feels that tax rules should be clear and that foreign officials should
share information.

The OECD, a grouping of the U.S., Britain, Japan and 27 other wealthy nations, aims to ensure that
governments world-wide cut no secret tax deals with foreign individuals or corporations. In addition, the
OECD has been pressing governments to treat foreign and local depositors the same, and to cooperate
with foreign investigators in tex-evasion cases.

Raebert 8. Mclntyre, director of Citizens fur Tax Justice, @ nonpartisan Washington research group,
estimates that the Treasury loses tens of billions of dollars a year because American companies report
profits as coming from low-tax jurisdictions. “It would be a shame if the Bush Treasury were {o decide
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that they're in league with the people who want o manipulate the tax laws,” said Mr. Meclntyre, whose
group receives funding from labor unions.

The OECD says its efforts aren't intended to-force countries to adopt a particular tax rate or method. But
some conservatives like House Majority Leader Richard Armey (R., Texas) say the OECD stifles
free-market competition by pushing up tax rates and forcing disclosure of private information. In a blunt
letter last September, Mr. Armey told Mr. Summers that tax competition from overseas helps strengthen
the case for tax cuts at home, and he asserted that the OECD wants to infringe on privacy rights.

“You really cannot dictate what a country’s policies should be," said Joshua Sears, the Bahamian

ambassador in Washington. Bahamian Prime Minister Hubert Ingram, whose nation is on the OECD list,
wrote Mr. O'Neill recently asking him to reconsider the anti-tax-haven campaign

Write to Michael M. Phillips at michael. phillips@wsi,com’
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Copyright 2001 Knight Ridder/Tribune News Service
Knight Ridder/Tribune News Service
The Miami Herald
May 11, 2001, Friday

SECTION: BUSINESS AND FINANCIAL NEWS
KR-ACC-NO: K0817
LENGTH: 877 words
HEADLINE: U.S. won't pressure offshore tax havens, O'Neill says
BYLINE: By Gregg Fields
BODY:
In a major policy reversal with deep ramifications for the Caribbean basin, Washington signaled that it
won't go along with other major Western powers in their crackdown on offshore tax havens,
Treasury Secretary Paul O'Neill, in an official statement, said pressuring financial havens to turn over
informaltion on suspected tax evaders shows too lirtle respect to the small countries where offshore

financial services have thrived in recent years.

"The United States does not support efforts to dictate to any country what its own 1ax rates or tax sysicm
should be," said O'Neill, “and will not participate in any initiative to harmonize world tax systems."

O'Neill's highly anticipated policy statement threatens to drive a wedge between the United States and
the rest of the Organization for Economic Cooperation and Development, whose members are the
world's rich democracies.

The OECD has made the fight against offshore tax evasion a major policy initiative. And the Clinton
administration vigorously supported the move, estimating that the Treasury loses $70 billion in annual
revenue from Americans hiding income in offshore accounts, then failing to pay tax on it.

Evading taxes in such a manner is illegal, although the tax evaders aren't breaking local laws in the
havens themselves.

More than 30 governments, primarily in the Caribbean, were placed on a blacklist by the OECD last
summer for allegedly fostering both tax evasion and money laundering.

However, the QECD's threats _ including econormic sanctions against those countries that refuse to go
along with it _ sparked outrage in the developing world.

Public officials throughout the Caribbean regularly complained of the "re-colenization” of the region.

The United States was in the unenviable position of offending either its most important economic
partners or its closest geographic neighbors.

Caribbean leaders seemed elated by O'Neill's statement.

"I fully share the views expressed," said Joshua Sears, the Bahamas' ambassador to the United States.
"We always felt the initiative was biased. We think it undermines the rule of law and seriously impinges
on a country's ability to manage its own fiscal affairs."

Offshore banking has boomed in recent years, with the Internet making it easier for U.S. citizens to
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move money offshore. Frequently, the banks are little more than shell corporations, but by registering
the assets offshore citizens can often evade U.S. taxation.

Caribbean countries covet the jobs that offshore banks create, and also eam income by levying a small
tax or fee on the assets held there. It also provides a welcome economic diversification from tourism and
agriculture.

"In the future, our citizens will be looking at more spreadsheets than bedshests,” said Lionel Hurst,
ambassador from Antigua and Barbuda to Washington. He added: "We thought this was the appropriate
American response to this European idea."

O'Neill's statement coincided with a meeting of the OECD's Forum of Harmful Tax Practices in Paris,
and a terse statement from the organization suggested it was none too pleased with his stance.

"Member countries are engaged in a discussion of how o respond to these concemns in a constructive
way," said Bruno Gibert, OECD co-chair.

A major OECD conference on offshore tax havens is scheduled for Paris next month.
Caribbean governments were particularly incensed by the OECD initiative because it linked the issues of
tax evasion, which is viewed by Caribbean leaders as simple tax competition between countries, and

money laundering by criminal syndicatcs such as drug cartels.

"They're different issues," said Sears, of the Bahamas. "As a small country, we fell it was an attempt to
confuse the issue. We don't want" money launderers' cash, he said.

Although initially a non-partisan issue, the topic of tax havens has taken on a partisan tone in recent
months. Most significantly, numerous conservative Congressional leaders, including Speaker of the
House Dick Armey, criticized the OECD initiative.

He and other critics contend the OECD program threatens to create standardized _and inevitably, higher
_ tax rates around the world.

"I am troubled by the underlying premise that low tax rates are somehow suspect,” O'Neill said
Thursday.

Conversely, proponents counter that failing to support the OECD is, in effect, giving a green light to tax
cheats.

“I cannot understand why the U.S. government would consider abandoning this policy when it reflects
sound policy," Sen. Carl Levin, the ranking Democrat on the permanent subcommittee on investigations,
wrote to O'Neill recently.

Levin's committee recently authored an extensive report criticizing offshore banks' financial practices.

"Harmful tax practices facilitate the development of tax havens for individuals and entities who wish to
unlawfully evade the payment of taxes," he added.

ONeill, however, said that enforcement of tax codes is still a priority

"We cannot turn a blind cye toward tax cheating in any form," O'Neill said. “That means pursuing those
who illegally evade taxes by hiding income in offshore accounts.”

(¢) 2001, The Miami Herald.

Visit The Miami Herald Web edition on the World Wide Web at hitpu/www.herald.com/
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The Tax Cheats’ Friends

Conservatives in Washington have picked some
bizarre targets over the years, but their new cam-
paign against the Organization for Economic Coop-
eration and Development may take the cake.

Some on the right appear to see the *black heli-
capters” of global government in a recent attempt

by the OECD to crack down on tax evasion and,

money laundering. Now, most reasonable people
would surely regard an attempt to curb notorious
tax havens in the Caribbean and elsewhere as doing
the Lord’s work. But as House GOP leader Dick Ar-
mey sees it, the Paris-based OECD is trying to cre:
ate “a global network of tax police.”

Joining the tirade, conservative columnist Rob-
ert Novak [op-ed, April 19] demanded to know
whether the Bush administration would support
the evil “bureaucrats in Paris™ wha want to curtml

Conservatives apparently
regard tax dodging as some -
sort of lnahenable right.

zation. The group’s tax experts became concerned
that some offshore entities were using bank secrecy
to help people hide money from local tax au-
thorities, or to create special loopholes to try to
lure multinational business. They asked these off-
shore tax havens to agree to three simple things:
more transparency about their tax and banking
practices, better cooperation with law enforcement
authorities and an end to special tax breaks for for-
eign investors.”
Last June the OECD published a list ofmore than
30 offshore tax havens. Nige jurisdictions promptly
agreed to meet the organization’s requests. This
honar list includes such notorious spots as the Cay- _
man [slands, Bermuda, Cyprus, Netherlands Antil- .
les and the Isle of Man. But 2 few havens have re-
sisted the OECD eﬁom such as Antlgua and
Barbuda in the Caribbean a.ud the atoll ‘of Nauru in’
the South Pacific. © -~
| .The anti-tax zealots have estabhshed a Web sxte ¢
+ freedomandprosperity.org, which acts:as a clear-:
ing- house for the anti-OECD campaign. The'site:
notes that the group “is funded by individual and in-
g s(imtiona.l donations from around the world
bly from folks that benefit from loose e,

the’ tax havens And in an April 23 article i the’ %
Washington Times, Paul Craig Roberts demonized -~

the " OECD as the equivalent of “Big Brother” in
George "Orwell’s novel , “1984.”. An. editorial this
month in the Wall Street Journal even warned that
the OECD effort was "I‘he Next Kyoto —as if that
were some kind of curse. B
This is dangerous nonsense.’ Far from bemg
_some sort of sinister global policeman, the OECD is
an innocuous organization that spends much of its
time gathering economic statistics. Its experts dis-
pense advice on such subjecm as the most efficient

way to regulate postal semces and ta[ecommu.mca- B

tions.
Given the OECD’s somewhat dry subject matter,

it’s almost comical to see it accused of being the -

center of a global tax conspiracy. What makes the
conservative broadsides unfunny is that they may
undermine- the successful campaign that has
emerged over the past year to cumﬂ giobal money
laundering and tax evasion.

‘Why conservatives have decided to become lob-- -

byists for the world’s tax evaders is beyond me. It’s
an example of the sort of perverse logic that emerg-

es when cutting taxes becomes an end in itself, re- ~

gardless of its effects on society. The conservatives

_apparently don’t care if the principal beneficiaries

of their campaign are mxmdxng drug barons who
want to stash their s money in the Caribbean. -
. “What ‘the OECD is proposing 'i§ actually rather
s tame, g)ven the red hot rhetonc ﬂung at t.he organi

u]auon of existing offshore tax havens. The or;
+'zation’ adds’ that ‘it “doesn’t accept contribution:
“from those who havé acquired money through im’:

- moral means."Whew! That's a relief. = = "~ N
The; conservatives apparently regard tax dodgmg

as some sort of inatienable right. Roberts frets that .

.+ this right might be abridged: “A Frenchinan, for ex:
<ample, who parks some money in Switzerland ‘or-

= -the Caymian'Tslands with retirement in mind, will
-find his bank there required to report hxs holdings’
“/to the French government.” :
: .That's'not:what the OECD is recommeudmg.
“ But even if it was, so what? Why shouldn’t govern-
ments cooperate to prevent illegal activity by their

. citizens, including tax fraud? That hardly amounts

" to an effoft “to wnﬁscate weaILh ona worldwxde a-
sig,” as Roberts claims. A Sl
.~ People have ‘a right toprivacy about theu' fi-
nancial dealings, to be sure, but not when those ac-’
tivities viclate the laws of their home countries. If
:= the OECD were actually proposing-a global po—
« lice, that would be a bad idea. But it's not. i
.What the OECD'’s beleaguered bureaucrats wantv
are a few new rules that will help,law enforcement
in what until recently has been ‘a losing - fight
against Colombian drug lords,>Russian oligarch's'
“.and tax dodgers from all over. The authorities.in
:,-the Cayman Islands and Bermuda seem to se¢ the
wisdom of the OECD’s recommendations. How odd
that Lheyhave provoked intemperate rants froz
“Wall Street Journal and Dick Armey-—and tur
them intb advocates for the

19
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FINANCIAL TIMES

February 14, 2001

Avenue of the Americas:
OECD meets the XFL

If the pointy-headed tax experts at the Organisation for Economic Co-operation and
Development thought the countries they fingered as tax havens would simply roll
over, they reckoned without the substantial figure of Andy Quinlan.

The 6ft, 2501b former amateur football player and inside-the-Beltway veteran is
launching a counter-attack on those he calls "evil bureaucrats" with a team stuffed
with his conservative buddies.

Quinlan, president of the Center for Freedom and Prosperity, told a cheering audience
in Panama - among 35 countries termed tax havens by the OECD - that he would take
on the cosy, Paris-based club. "To use a football term, we don't just need to tackle
them, we need to knock them down, grind them into the ground and hurt them.”

He and his more scholarly sidekick, Dan Mitchell, who acts as CEO of the Alexandria,
Virginia, centre when not working at the conservative Heritage Foundation, told the
Panamanians they would dog the OECD's every move. "We already got thrown out of
their meeting in Barbados. We like to call ourselves the truth squad,” said Quinlan,
who is leading the centre's Coalition for Tax Competition.

As the lobbying intensifies to have the new Bush administration halt the Clintonian
attack on tax havens, Quinlan will call on the reserves to accomplish his goal.
"Conservative groups will act together with other groups, like the National Rifle
Association and church groups. We will have a huge letter-writing campaign to
congressmen. There is nothing a member of Congress hates more than being asked
about something he knows nothing about."



‘Robert D. Novak
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Washington Post
April 19, 2001

Global Tax Police

Sen. Don Nickles, the assistant majority lead-

ler, on Feb. 6 wrote Treasury Secretary Paul
ONeill requesting a reversal of Clinton admin-
istration support for a global offensive against
““harmfut tax competition.” The answer, some
two months later, was less than reassuring.

Nickles had expressed “deep concerns” that
the anti-“tax haven” campaign against low-tax
small countries by the Parisbased Organiza-
tion for Economic Cooperation and. Devel-
apment (OECD) eventually will tura against
the United States to “undermine our sovereign
right to enact pro-growth tax policies.” Signing
the letter “Don,” the senator added a hand-
swritten note to O'Neill: “Thanks for your atten-
tion on this.”

ONeill turned the letter over to Mark Wein-
berger, a Washington tax lawyer wha on March
6 was confirmed as assistant Treasury secretary
for tax poticy. In 2 March 26 response to Nick-
les, Weinberger gave lip service fo President
Bush’s low-tax policies but then lapsed into bu-
Teaucratese:

“Countries generally should not engage in
practices that make it easier for other coun-

.tries’ laws to be broken or frustrated ...
[Tlhose practices might include bank secrecy
rules or an unwillingness to exchange tax in-
formation with us that would permit taxpayers
more readily to evade our laws.”

That sounded like a tentative endorsement
of what House Majority Leader Dick Armey
-has labeled a “global network of tax police.”
The Bush administration's final judgment will
decide which side this country shall take on the

OECDYs drive to close the world’s tax havens.
The more basic question, contends Dan
Mitchell of the Center for Freedom and Pros-
perity {created to fight the OECD initiative), is
“whether the administration sides with French
tax collectors or American taxpayers.” A paper
written last year by distinguished Swiss bank-
ing experts said “OECD’s tax officials adopt
views usually advocated by states with a history

of strong ceatral power, which do not value ~

highly the respect of their citizens.”

Weinberger met over breakfast Tuesday with
free market activists and said pretty much what
he had wriften to Nickles. He was pressed by
Mitchell and two former chief economists for
the U.S. Chamber of Commerce, Richard Rahn
and Lawreace Hunter, to deny the OECD the
American imprimatur that is needed for the Eu-
ropcans to succeed,

According to sources present, Weinberger
indicated the United States had na iptention of
joining the intkrnational organization and the
high-tax Europeans in threatening sanctions
against 35 small, low-tax countries, including
many in the Caribbean. However, he insisted on
joining with the OECD in sharing information.

The Treasury’s jnstitutional purpose is to
preveat Americans from finding tax shelter in
places like the Cayman Islands. But tax in-
formation sharing also would give the French
government access to its citizens' investments
in the United States. Worse, it would hand a
‘West African dictatorship a weapon for repres-
sion of its subjects seeking economic freedom
in America. The breakfast ended inconclusive-
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ly, with Weinberger agreeing to further consul-
tation with the free marketers.

The danger posed by the OECD transcends
the Cayman Islands. “The assault against so-
called tax havens is just the beginning,” said a
recent paper by the Center for Freedom and
Prosperity. “I the OECD had applied its criteri-
a fairly, many larger regimes—including the
United States, Switzerland, Hong Kong, Lux-
embourg, Ireland, Singapore and the United
Kingdom-—would have been classified as ‘tax
havens.” Almost certainly, the politicians and
bureaucrats will begin to target these juris-
dictions if their efforts to bully the so-called tax
havens succeed.”

Surely, activists for financial privacy
thought, the OECD would be foiled when
George W. Bush replaced Bill Clinton. Law-
rence Lindsey, Bush’s national economic ad-
viser, who long has been an advocate of fi-
nancial privacy, recently advised opponents of
the OECD campaign to get Secretary O"Neill to
detiver a speech on behalf of tax competition.

But in his letter to Nickles, Weinberger
claimed he was following O'Neiil's closed-door
remarks 1o the G-7 finance ministers at Paler-
mo in February. The secretary had been on the
job less than a month at that point and was in-
fluenced by Treasury civil servants, who like to
bond with their fellow bureaucrats in Paris,
Still to be determined s whether the conserva-
tive Republican administration will exalt the
convenience of the state over the rights of the
individual.

@ 2001, Creators Syndicate Inc.
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DEPARTMENT OF THE TREASURY EXHIBIT # 22
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

COMMISSIONER July 17,2001

The Honorable Carf Levin

Chairman, Permanent Subcommittee on Investigations
Committee on Governmental Affairs

Washington, D.C. 20510

Dear Mr. Chairman:

Thank you for your letter of July 16, 2001, asking whether U.S. taxpayers can reduce
their U.S. tax liability by opening interest bearing bank accounts in a foreign jurisdiction
as opposed to in the United States. The answer to your question is that using an
offshore account does not reduce a U.S. taxpayer's U.S. tax liability.

U.S. individuals and corporations are subject to U.S. tax on their worldwide income.
[I.R.C. §§ 1 (imposing a tax on the taxable income of individuals), 11 (imposing a tax on
the taxable income of corporations), 63 (defining “taxable income” as gross income
minus allowable deductions) and 61 {(defiring “gross income” as “all income from
whatever source derived”, including interest).] Interest paid with respect to the foreign
bank account of a U.S. individual or corporation is thereby subject to U.S. tax to the
same extent as interest paid with respect to the U.S. bank account of such persons.
Therefore, U.S. taxpayers cannot reduce their U.S. tax liability by opening bank
accounts in foreign jurisdictions.

| hope this information is useful. If you have any further questions, please feel free to
contact me.

Sincerely,

Clrlon o /(,szfDZ -

Charles O. Rossaotti
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WaSHINGTON, ©,C.

RIYADR (aFFILIATE)

June 15, 2001

The Honorable Paul H. Q'Neill

Secretary of the Deparument of the Treasury
1500 Pennsylvania Avenue, N.W.
Washington, D.C. 20220

Re:  Tax Havens and Enforcement of Our Tax Laws
Dear Mr. Secretary:

As you correctly pointed out in your interview of June 12 with Business Week, there are
two principles, one of which is non-interference in other countries” decisions about their tax

systeras and the othet is getting the information necessary to ensure that U.S. tax laws are fully
enforced. You are squarely right. Thank you for what you said.

All best wishes,
Sincerely,

Do Py

Donald C. Alexander
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRETARY OF THE TREASURY OCtOber 1 ’ 2001
The Honorable Carl Levin
United States Senate
Washington, DC 20510-6520

Dear Senator Levin:

This letter is to respond to the follow-up questions regarding the OECD initiative on
harmful tax practices and our policy on tax information exchange agreements set forth in your
letter dated August 3, 2001. Each of your questions is reproduced below in italics and my
response to each question follows.

(1) Please indicate whether the tax haven treaties to be negotiated by the United States
over the next year would be based upon and seek to include relevant provisions from
the U.S. model income tax convention, and, in particular, whether they would:

(a) require an exchange of information for both criminal and civil tax matters;

(b) require an exchange of information for criminal tax matters even if tax
evasion is not a crime in the tax haven; and

(c) require the tax haven to provide information held by financial institutions,
nominees, agents or fiduciaries regardless of any bank or corporate secrecy
laws or practices in the tax haven that might otherwise prevent the exchange
of such information.

Our intention is to enter into tax information exchange agreements that, consistent with
long-standing U.S. policy, provide for exchange of information on specific request for both
criminal and civil tax matters, and, in the case of criminal tax matters, provide for exchange of
information regardless of whether tax evasion is a crime in the jurisdiction. Further, and also
consistent with long-standing U.S. policy, we intend to enter into agreements that provide that
information must be exchanged notwithstanding any Jocal bank or corporate secrecy laws or
practices that might otherwise prevent the exchange of such information. As you may be aware,
with our insistence on the inclusion of these and other important provisions, the United States
has for many years set the standard for effective information exchange with other countries. We
are firmly committed to continuing to be the leader in this area even as we devote significant
resources to expanding the number of jurisdictions with which we have effective information
exchange agreements.

(2) You testified that you would be willing to dedicate resources to analyzing the data in
Hearing Exhibit 7 comparing the number of Foreign Bank and Financial Accounts
Reports (“FBARs”) filed by U.S. taxpayers with the number of offshore corporations
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and banks in the 35 tax havens designated by the OECD. Please provide the
Department s analysis of this data. In addition, please describe what the
Department currently does to detect taxpayer failure to file FBARs, the results of any
past FBAR enforcement efforts, and your plans to improve taxpayer compliance with
FBAR requirements.

As [ have indicated, it is not possible to draw a meaningful comparison between the
number of offshore corporations and banks in a jurisdiction listed in Hearing Exhibit 7 and the
number of FBARs which are filed by U.S. taxpayers with respect to bank accounts in that
jurisdiction. Many of the companies listed may be owned by non-U.S. persons, may be inactive,
or may not hold any bank accounts in the jurisdiction in which they are located. Further, as
noted in the State Department report from which the data on banks and offshore corporations in
Hearing Exhibit 7 are obtained, “information regarding offshore financial centers can be difficuit
to obtain.” Therefore, the information regarding the number of offshore corporations and banks
may not be accurate in every case.

The anecdotal information available with respect to noncompliance with U.S. tax
obligations through foreign financial accounts suggests that compliance with the FBAR filing
requirement is not high. In fact, we are aware that there are some promoters that incorporate into
financial arrangements certain elements in an attempt to avoid the FBAR filing requirement.
Such arrangements are then promoted as ways to evade U.S. tax obligations without triggering
the FBAR filing requirement. For example, promoters may represent that there is no obligation
to file an FBAR with respect to a foreign bank account of an offshore company that is owned
through a trust if that offshore company is under the nominal control of a foreign trustee. A
1999 analysis comparing the filers of foreign trust information returns to the filers of FBARs
revealed significant discrepancies. The IRS has undertaken an effort to educate the general
public to avoid these scams.

The FBAR filing requirement is important not only because of the information gathered
from FBARSs filed, but because a taxpayer’s failure to comply with the FBAR filing requirement
can be used as evidence of intent to violate tax and other laws in a criminal cases. It is the
experience of the Internal Revenue Service that proof of a taxpayer’s failure to comply with the
FBAR filing requirement may be an element in the successful prosecution of cases involving tax
evasion and other serious crimes, including money laundering. Indeed, the FBAR filing
requirement was not intended solely as a tool for gathering information that would lead to
uncovering noncompliance with U.S. tax laws. While the information provided by taxpayers in
FBAR filings can be useful, noncompliant taxpayers do not report the cxtent of their
noncompliance. Therefore, the FBAR filing requirement is not a substitate for the ability to get
information about tax cheats from other sources.

Improving compliance with or prosecuting violations of the FBAR filing requirement, of
course, are but a means to a larger end: the effective enforcement of our tax laws. In order to
enforce our tax laws effectively, we need information necessary to examine or investigate
taxpayers that we suspect are not complying with their obligations. The cooperation of other
countries through effective tax information exchange agreements is important to this end. That
is why we are devoting significant resources to expand the number of Jjurisdictions with which
we have information exchange agreements, and why we have worked to ensure that the OECD
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harmful tax practices project is focused on its core element of effective exchange of information
upon request in order to prevent noncompliance.

(3) Some opponents of tax information exchange want to reverse U.S. v. Powell, 379
U.S. 48 (1964), and require the United States to establish “probable cause” before
obtaining tax information about a U.S. taxpayer from a foreign country. Would the
Department support this more restrictive standard or would it retain the existing
Supreme Court standard which authorizes the United States to obtain tax information
so long as it is being sought for a “legitimate purpose”?

The question at issuc in U.S. v. Powell related to enforcement of an IRS summons to
obtain information from a U.S. taxpayer and thus did not directly concern the standard that
applics for purposes of obtaining information about a U.S. taxpayer from a foreign country. Asa
matter of policy, however, the Internal Revenue Service will not attempt to obtain information
from another country unless it believes the Powell standard is satisfied. Consistent with this
policy, our existing tax information exchange agreements provide that requests for information
should be based on the potential relevance of the information requested to tax administration and
enforcement (and not on 2 requirement to demonstrate probable cause). We intend to usc this
standard in future tax information exchange agreements.

(4) Please describe what steps the United States plans to take over the next two years (o
ensure that, if necessary, it will be ready and able to impose tax haven sanctions by
April 2003.

The OECD has identified a preliminary range of potential defensive measures against
jurisdictions that do not agree to meet international standards of transparency and effective tax
information exchange. However, the work at the OECD to refine the range of measures is still at
an early stage. The OECD working group, of which the United States is a part, must refine this
range of measures and then consider which of these measures, if any, it should recommend to
OECD member countries. The OECD working group also will have to consider whether it
should recommend that some measures be adopted before others, or whether there should be
some priority in terms of the jurisdictions with respect to which measures are to be applied.
Once the OECD working group has finalized its work, individual OECD member countries then
will need to consider the advisability of adopting any such measures given other measures
already in place and other policy considerations. For example, from the perspective of the
Untied States, it is important that we study the potential efficacy of any proposed defensive
measure and tailor potential measures so that they would trigger as little disruption of legitimaic
business transactions as possible.

The United States plans to continue to work on these issues with other countries within
the OECD in the next year. The experience of other OECD member countries in this regard is
valuable because many of the measures that have been identified thus far are part of the
interational tax policy of some OECD member countries.

(5) Please describe what steps the Department plans fo take this year to advance
enactment of the necessary legislation (and identify any specific bill) to enable the
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United States to impose tax haven sanctions, including authorizing the United States
to deny tax deductions or tax credits for transactions in uncooperative tax havens.

As I have indicated, the United States intends to work with other countries within the
OECD in the next year to refine the preliminary range of potential defensive measures identified
thus far by the OECD. We need o see the outcome of that work before we can assess the need
for or desirability of any legislative proposal in this area.

1t is important to recognize that several of the potential defensive measures that have
been identified thus far by the OECD have been part of the international tax policy of the United
States for many years. For example, the Internal Revenue Service has a practice of enhanced
audit and cnforcement activities with respect to transactions and activities in jurisdictions which,
in its experience, are used by U.S. taxpayers to evade their U.S. tax obligations. These
jurisdictions invariably do not have effective information exchange agreements with us or other
countries, and in fact most were identified as tax haven jurisdictions by the OECD. In addition,
it is the long-standing policy of the United States not to enter into income tax treatics with
jurisdictions that do not have effective information exchange practices.

(6) You testified that there is “collateral consideration” that must be given to the right of
privacy when seeking information exchange from tax havens. Please explain the
extent to which financial privacy requires consideration when tax evasion, money
laundering or other crimes are at stake, and please describe the consideration you
believe it deserves in this context.

The right of citizens to privacy is fundamental to a democratic system of government.
My remarks concerning the right of privacy concerned two related but distinct principles. First,
the Internal Revenue Service should not request information about a specific taxpayer from
another country unless it believes that the information is or may be relevant to the administration
and enforcement of U.S. tax laws. As I have already indicated, this is consistent with IRS policy
and reflects the standard found in our existing tax information exchange agreements. Secondly,
the Internal Revenue Service should scrupulously protect from unauthorized use or disclosure
any taxpayer information it obtains. Maintaining the confidentiality of taxpayer information is
vital to a tax system like ours, which depends heavily on voluntary compliance by taxpayers.
For this reason, Section 6103 of the Internal Revenue Code contains strict safeguards relating to
the confidentiality of taxpayer information. Also for this reason, every tax treaty and tax
information exchange agreement entered into by the United States requires that information
obtained by the United States from another country or provided by the United States to another
country must be protected from unauthorized disclosure. We will continue to insist on these
confidentiality protections in any future tax information exchange agreements we negotiate with
other countries.

Thank you for your interest in this important issue.
Sincerely,

e

Paul H. O’Neill
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ORGANISATION FOR ECONOMIC CO-OPERATION
AND DEVELOPMENT

Pursuant to Article 1 of the Convention signed in Paris on 14th December 1960,
and which came into force on 30th September 1961, the Organisation for Economic
Co-operation and Development (OECD) shall promote policies designed:

- to achieve the highest sustainable economic growth and employment and a
rising standard of living in Member countries, while maintaining financial
stability, and thus to contribute to the development of the world economy;

- to contribute to sound economic expansion in Member as well as non-member
countries in the process of economic development; and

- to contribute to the expansion of world trade on a multilateral, non-
discriminatory basis in accordance with international obligations.

The original Member countries of the OECD are Austria, Belgium, Canada,
Denmark, France, Germany, Greece, Iceland, Ireland, Italy, Luxembourg, the
Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, Turkey, the United
Kingdom and the United States. The following countries became Members
subsequently through accession at the dates indicated hereafter: Japan
(28th April 1964), Finland (28th January 1969), Australia (7th June 1971), New
Zealand (29th May 1973), Mexico (18th May 1994), the Czech Republic
(21st December 1995), Hungary (7th May 1996), Poland (22nd November 1996)
and Korea (12th December 1996). The Commission of the European Communities
takes part in the work of the OECD (Article 13 of the OECD Convention).

Publié en frangais sous le titre :
VERS UNE COOPERATION FISCALE GLOBALE
RAPPORT POUR LA REUNION DU CONSEIL AU NIVEAU DES MINISTRES DE 2000
ET RECOMMANDATIONS DU COMITE DES AFFAIRES FISCALES
PROGRES DANS L'IDENTIFICATION ET L'ELIMINATION DES PRATIQUES FISCALES DOMMAGEABLES

© QECD 2000

Permission to reproduce a portion of this work for non-commercial purposes or classroom
use should be obtained through the Centre francais d'exploitation du droit de copie (CFC),
20, rue des Grands-Augustins, 75006 Paris, France, Tel. (33-1) 44 07 47 70, Fax (33-1) 46 34 67 19,
for every country except the United States. In the United States permission should
be obtained through the Copyright Clearance Center, Customer Service, (508)750-8400,
222 Rosewood Drive, Danvers, MA 01923 USA, or CCC Online: http://www.copyright.com/. All
other applications for permission to reproduce or translate all or part of this book should be
made to OECD Publications, 2, rue André-Pascal, 75775 Paris Cedex 16, France.



127

Table of Contents

Table 0F CONLEMES ...ttt ettt e
EXECULIVE SUMIMATY ..ottt ittt ettt et
L INErOAUCHON ..ottt

II. The RevIEW PrOCess oot

A. Process of Reviewing Member Country Regimes
B. Process of Reviewing Jurisdictions under the Tax Haven Criteria

III. Evaluations and Follow-Up Work.......cccccoermnininncciccee

A. Member Country Preferential Regimes
B. Tax Haven Work..
C. Dynamic Nature of the Evaluations of Preferential Regimes and Tax Havens .
D. Extending the Dialogue with Co-operative Jurisdictions. .....co..cocovoevvvernrcsnnnns

IV. Involving Non-Member Economies

V. Framework for Implementing a Common Approach to Restraining
Harmful Tax PractiCes ..ot coese e nenenee e

© OECD 2000



128

EXECUTIVE SUMMARY

For a global economy to succeed, governments must intensify their co-opera-
tion and provide international frameworks for the effective management of global
issues. Taxation is no exception. In this context, the OECD in 1998 established an
international framework to counter the spread of harmful tax competition by adopt-
ing its Report, “Harmful Tax Competition: An Emerging Global Issue” (the “1998 Report”).!
Ministers in 1998 welcomed this Report and mandated OECD to pursue the work.
The goal is to secure the integrity of tax systems by addressing the issues raised by
practices with respect to mobile activities that unfairly erode the tax bases of other
countries and distort the location of capital and services. Such practices can also
cause undesired shifts of part of the tax burden to less mobile tax bases, such as
labour, property, and consumption, and increase administrative costs and
compliance burdens on tax authorities and taxpayers.

It is important to note at the outset that the project is not primarily about col-
lecting taxes and is not intended to promote the harmonisation of income taxes or
tax structures generally within or outside the OECD, nor is it about dictating to any
country what should be the appropriate level of tax rates. Rather, the project is
about ensuring that the burden of taxation is fairly shared and that tax should not
be the dominant factor in making capital allocation decisions. The project is
focused on the concerns of OECD and non-OECD countries, which are exposed to
significant revenue losses as a result of harmful tax competition. Tax base erosion
as a result of harmful tax practices can be a particularly serious threat to the econ-
omies of developing countries. The project will, by promoting a co-operative frame-
work, support the effective fiscal sovereignty of countries over the design of their
tax systems.

To counter harmful preferential tax regimes, the Recommendations adopted with
the 1998 Report provide a set of Guidelines and a timetable for OECD member coun-
tries to identify, report, and eliminate the harmful features of their preferential regimes.
They also provide for a dialogue with non-member economies on how they would
apply the Guidelines. To counter the spread of tax havens, the Recommendations

1. The Report was approved by the OECD Council, with abstentions from Luxembourg and
Switzerland, on 9 April 1998, and was presented to Ministers on 27/28 April 1998.
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provide for the Forum to identify jurisdictions that meet specified criteria for being
tax havens. The 1998 Report also sets out a general framework for a common
approach to defensive measures for restraining harmful tax competition.

This Report to Ministers outlines the results obtained up to date of the Forum’s
work in these areas. It includes, in particular:

a) an identification of potentially harmful preferential regimes in Member
countries under the factors of the 1998 Report;

) an identification of jurisdictions meeting the criteria for being tax havens
under the factors of the 1998 Report; and

¢) an update on work with non-member economies and proposals for taking
this work forward.

The initial reaction to this project has been encouraging. A number of jurisdic-
tions reviewed under the tax haven criteria and also a number of non-member
economies have shown an interest in the project, resulting in an open dialogue.
Accordingly, this reporting is not intended to be condemnatory or final, as the pro-
cess is open and dynamic; it aims to move forward co-operatively so long as a
co-operative approach bears fruit. Member countries are already working to elimi-
nate harmful tax practices, and many jurisdictions meeting the tax haven criteria are
actively considering taking a commitment within the next 12 months to eliminate
harmful tax practices in accordance with the 1998 Report.

To take forward the work, this Report includes proposals by the Committee on
Fiscal Affairs (the “Committee”) on the follow-up for preferential regimes, for
jurisdictions meeting the tax haven criteria, and for non-member economies.

With regard to the preferential tax regime work, the Committee has endorsed
the development on a generic basis of guidance on applying the preferential
regime criteria of the 1998 Report to the categories and types of preferential
regimes that are represented among the regimes identified as potentially harmful.
The Forum will work directly and where appropriate through other subsidiary bod-
ies of the Committee in developing the guidance (application notes). The applica-
tion notes will assist Member countries in determining which of their potentially
harmful regimes are, or could be applied to be, actually harmful, and then in deter-
mining how to remove the harmful features of such harmful regimes. The applica-
tion notes also will assist tax havens and other non-member economies in
eliminating their. harmful tax practices, and will assist the Forum in verifying that
Member countries and co-operative jurisdictions have met their respective
commitments to eliminate harmful tax practices within established timetables.

With regard to the tax haven work, the Committee has endorsed an approach
to extend and to take forward co-operatively the dialogue with jurisdictions that
meet the tax haven criteria. In particular, the Committee is now planning to develop
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a List of Uncooperative Jurisdictions that could be the subject of a co-ordinated
approach to defensive measures, comprised of jurisdictions meeting the tax haven
criteria that choose not to eliminate their harmful tax practices.

With regard to non-member economies, the Committee has endorsed a work
programme to encourage these economies to associate themselves with the 1998
Report and also to encourage them to take positive steps to remove any harmful
features of their preferential tax regimes.

The Committee accepts that the changes necessary for jurisdictions meeting
the tax haven criteria that commit to remove their harmful tax practices may
adversely affect the economies of some of those jurisdictions. The OECD will work
with other interested international and national organisations to examine how best
to assist co-operative jurisdictions in restructuring their economies.

The Committee has been engaged in a dialogue with the business community
and civil society since the 1998 Report was issued, and this dialogue will be
continuing during the period of implementation of the Report’s recommendations.

The OECD’s work through the Forum has evolved into a consensus-building,
co-operative approach with interested parties who are willing to make positive
change and contribute to emerging international principles of transparency, fair-
ness, and disclosure. This evolution should be viewed in the context of other inter-
national efforts to encourage offshore financial centres to improve their regulatory
environment. For example, the widespread financial crisis of the late 1990s has led
to the creation of the Financial Stability Forum, the strengthening of the Interna-
tional Monetary and Finance Committee of the IMF, and other proposals to improve
the transparency and operation of financial markets, including the functioning of
offshore financial centres. Other institutions, such as the FATF and the UN Commis-
sion on Money Laundering, are addressing serious international criminal activities
and money laundering in particular. The present Report represents the first stage
in implementing the 1998 Report in a manner complementary to these other
international efforts.
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I. Introduction

1. This Report responds to the mandate given by Ministers in April 1998 to
counter the spread of harmful tax competition. The mandate is contained in the
OECD Report: Harmful Tax Competition: An Emerging Global Issue (the “1998
Report”).2 The 1998 Report contains 19 recommendations (the “Recommenda-
tions”) to counter harmful tax practices, with a scope aimed at geographically
mobile financial and other service activities. The OECD created the Forum on
Harmful Tax Practices to carry out the work.

2. To counter harmful preferential tax regimes, the Recommendations provide a
set of Guidelines and a timetable for OECD member countries to identify, report,
and eliminate the harmful features of their preferential regimes. They also provide
for a dialogue with non-member economies on how they would apply the Guide-
lines. To counter the spread of tax havens, the Recommendations provide for the
Forum to identify jurisdictions that meet specified criteria for being tax havens. The
1998 Report also sets out a general framework for a common approach to defensive
measures for restraining harmful tax competition.

3. This Report to Ministers outlines the progress made to date of the Forum's
work in these areas.

2. The Report was approved by the OECD Council, with abstentions from Luxembourg and

Switzerland, on 9 April 1998, and was presented to Ministers on 27/28 April 1998.
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II. The Review Process

A. Process of Reviewing Member Country Regimes

4. As part of the 1998 Report, the Council adopted Guidelines for Dealing with
Harmful Preferential Regimes in Member Countries. Under these Guidelines, which
form an integral part of the Council Recommendation, the harmful features of pref-
erential regimes in Member countries must be removed within 5 years (i.e. by April
2003). There is a limited “grandfather clause” for taxpayers benefiting from such
regimes on 31 December 2000; these benefits are to be removed at the latest by
31 December 2005. The Guidelines include a “standstill” provision requiring that
Member countries refrain from adopting new measures or extending the scope of
existing measures that constitute harmful tax practices.

5. Partlll(a) of the 1998 Report sets out “features of tax regimes which suggest that
they have the potential to constitute harmful tax competition” (see paragraph 60 of
the 1998 Report).3 To carry out the work on identifying harmful preferential tax
regimes, the Forum requested that each member country perform a self-review of
its preferential regimes with regard to these features (hereinafter the “preferential
regime criteria”). At the same time as the self-reviews were undertaken, cross-coun-
try reviews by Study Groups were carried out with respect to specific types of pref-
erential regimes. The cross-country reviews were intended to be generic, ie the
basic features of similar regimes were described without reference to country
names. After the self-reviews were completed, a peer review process was under-
taken for each reported preferential regime (for financial and other service activi-
ties) according to the preferential regime criteria. The peer review process involved
the development of extensive questionnaires, containing both specific questions
about regimes and generic questions about the preferential regime criteria, which

3. In brief, there are four main factors, similar to the tax haven criteria discussed in the next
section: 1) the regime imposes low or no taxes on the relevant income {from geographi-
caily mobile financial and other service activities); 2) the regime is ring-fenced from the
domestic economy; 3) the regime lacks transparency, e.g. the details of the regime or its
application are not apparent, or there is inadequate regulatory supervision or financial
disclosure; and 4) there is no effective exchange of information with respect to the regime.
There are also a number of other factors to be considered, including the extent of
compliance with the OECD Transfer Pricing Guidelines.
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were submitted to Member countries, answered in writing, and discussed at
meetings of the Forum.

6. Three Working Groups were established within the Forum to review preferen-
tial tax regimes and these Working Groups and the Forum met and worked inten-
sively between November 1999 and May 2000. The results of those reviews are
described in Part [ILA. below.

B. Process of Reviewing Jurisdictions under the Tax Haven Criteria

7. Part li(b) of the 1998 Report described its starting point for identifying a tax
haven as whether the jurisdiction has no or nominal taxation on financial or other
service income and offers or is perceived to offer itself as a place where
non-residents can escape tax in their country of residence. Other key factors are
used to confirm the existence of a tax haven (hereinafter referred to as the “tax
haven criteria”)* that focus on transparency, exchange of information, and local busi-
ness activities of foreign enterprises. The fact that a jurisdiction may impose no or
nominal tax on the relevant income is a necessary but not sufficient condition for
the jurisdiction to be considered a tax haven. Whether a jurisdiction meets the tax
haven criteria is determined based upon all the facts and circumstances, including
whether the jurisdiction has a significant untaxed offshore financial/other services
sector relative to its overall economy.

8. The evaluation of jurisdictions under the tax haven criteria was based on an
in-depth factual review of such jurisdictions that appeared to have the potential for
satisfying the criteria. Starting from published sources, the Forum identified an ini-
tial grouping of 47 such jurisdictions. These jurisdictions were asked to submit
information pertinent to the application of the tax haven criteria in the context of
their facts and circumstances. The Forum examined, discussed, and reviewed this
information, using a series of bilateral contacts (under the auspices of small Study
Groups comprised of Forum members) and through multilateral consultations with
the Forum itself. The Study Groups prepared factual jurisdiction reports with input
from, and in many cases agreement by, the jurisdictions as to the factual accuracy
of the reports. In these contacts and consultations, the full participation of each
jurisdiction was invited and encouraged.

4. The four key factors, similar to the preferential regime criteria discussed in the preceding
section: 1) there is no or nominal tax on the relevant income (from geographically mobile
financial and other service activities); 2) there is no effective exchange of information with
respect to the regime; 3) the jurisdiction’s regimes lack transparency e.g. the details of the
regime or its application are not apparent, or there is inadequate regulatory supervision
or financial disclosure; and 4) the jurisdiction facilitates the establishment of foreign-
owned entities without the need for a local substantive presence or prohibits these
entities from having any commercial impact on the local economy.
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9. Onthe basis of the information submitted by the jurisdictions, the factual juris-
diction reports, the bilateral and multilateral contacts with the jurisdictions, and the
Forum's discussions, the Forum in November 1939 made technical evaluations of
which jurisdictions met the tax haven criteria. Each technical evaluation was under-
taken on the facts and circumstances of the particular jurisdiction under review spe-
cifically with regard only to the criteria of the report.The Forum’s conclusions reflect
only those criteria, notwithstanding that among the jurisdictions meeting the criteria
there is a wide range of circumstances both in relation to these criteria {e.g. some
jurisdictions meet higher standards of transparency, openness, and exchange of
information than others) as well as in relation to other important standards (e.g. the
quality of their internal financial regulation and willingness to co-operate interna-
tionally in tackling money laundering and other financial crime). The results of
those evaluations are described in Part IIl.B. below.
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IIl. Evaluations and Follow-Up Work

A.  Member Country Preferential Regimes

10. From among the preferential tax regimes reviewed as discussed above, the
Forum has identified below preferential tax regimes as potentially harmful, consis-
tent with paragraphs 59 and 60 of the 1998 Report. In order to be as comprehensive
as possible, a preferential tax regime is identified as potentially harmful if it has
features that suggest that the regime has the potential to constitute a harmful tax
practice, even though there has not yet been an overall assessment of all the rele-
vant factors to determine whether regimes are actually harmful. Further, economic
effects as described in paragraphs 80 to 84, as informed by paragraph 27, of the
1998 Report have not been assessed. Accordingly, the potentially harmful regimes
include, e.g regimes where the question of actual harm depends on the regime’s
application in specific circumstances, and regimes that have features of concern to
the Forum under the preferential regime criteria but that have not been deter-
mined at this stage to be actually harmful or not actually harmful. Further work will
assist Member countries in determining which of their potentially harmful regimes
are, or could be applied to be, actually harmful, and in determining how to remove the
harmful features of such harmful regimes, as described in paragraphs 13-15.

11. The preferential tax regimes identified as potentially harmful are:

Country Regimes®

Insurance
Australia Offshore Banking Units
Belgium Co-ordination Centres

5. It is recognised that there may be additional regimes which will be examined as part of
the future work of the Forum. See paragraph 25.

6. The preferential tax regimes are listed category-by-category. Certain regimes allow inves-
tors to carry out many different types of activities. Forty-seven preferential regimes are
identified, but some are included in more than one category of the listing.
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Finland

Italy

Ireland
Portugal
Luxembourg
Sweden

Aland Captive Insurance Regime

Trieste Financial Services and Insurance Centre’
International Financial Services Centre

Madeira International Business Centre

Provisions for Fluctuations in Re-Insurance Companies
Foreign Non-life Insurance Companies

Financing and Leasing

Belgium
Hungary
Hungary
Iceland
Ireland
Ireland

Italy
Luxembourg
Netherlands
Netherlands
Netherlands
Spain
Switzerland

Fund Managers®
Greece

Ireland
Luxembourg

Portugal
Banking
Australia
Canada
[reland
[taly
Korea
Portugal
Turkey

Co-ordination Centres

Venture Capital Companies

Preferential Regime for Companies Operating Abroad
International Trading Companies

International Financial Services Centre

Shannon Airport Zone

Trieste Financial Services and Insurance Centre®
Finance Branch

Risk Reserves for Intemational Group Financing
Intra-group Finance Activities

Finance Branch

Basque Country and Navarra Co-ordination Centres
Administrative Companies

Mutual Funds/Portfolio Investment Companies [Taxation of Fund
Managers]

International Financial Services Centre {Taxation of Fund Managers]
Management companies [Taxation of management companies that
manage only one mutual fund (1929 holdings)}

Madeira International Business Centre {Taxation of Fund Managers]

Offshare Banking Units

International Banking Centres

International Financial Services Centre

Trieste Financial Services and Insurance Centre®

Offshore Activities of Foreign Exchange Banks

External Branches in the Madeira International Business Centre
Istanbul Offshore Banking Regime

7. Non-operational.
8. Non-operational.
9. The taxation of fund managers is complex, given the various legal forms that can be used
to structure fund management advice. These issues will be studied further in connection
with the development of the application notes described in paragraph 13 in order to
ensure that all similar regimes are treated the same. _13]

© OECD 2000



137

Towards Global Tax Co-operation

Headquarters regimes

Belgium Co-ordination Centres
France Headquarters Centres
Germany Monitoring and Co-ordinating Offices
Greece Offices of Foreign Companies
Netherlands Cost-plus Ruling
Portugal Madeira International Business Centre
Spain Basque Country and Navarra Co-ordination Centres
Switzerland Administrative Companies
Switzerland Service Companies

Distribution Centre Regimes
Belgium Distribution Centres
France Logistics Centres
Netherlands Cost-plus/Resale Minus Ruling
Turkey Turkish Free Zones

Service Centre Regimes
Belgium Service Centres
Netherlands Cost-plus Ruling

Shipping'®

Canada International Shipping

Germany International Shipping

Greece Shipping Offices

Greece Shipping Regime (Law 27/75)

ltaly International Shipping

Netherlands International Shipping

Norway International Shipping

Portugatl International Shipping Register of Madeira
Miscellaneous Activities

Belgium Ruling on Informal Capital

Belgium Ruling on Foreign Sales Corporation Activities

Canada Non-resident Owned Investment Corporations

Netherlands Ruling on Informal Capital
Netherlands Ruling on Foreign Sales Corporation Activities
United States  Foreign Sales Corporations'!

10.The analysis of shipping is complex given the particularities of the activity. The criteria must
be developed 5o as to take into account and be consistent with those particularities and wiil
be considered further in connection with the development of application notes as regards
shipping. Also, such further consideration shall compare tax equivalence of alternative
regimes and should aim to establish similar standards for all comparable regimes.

11.As is the case with all regimes, the foreign sales corporation regime is only within the
scope of the Report to the extent that it applies to mobile financial and other service activ-
ities. It should be noted that the treatment of the foreign sales corporation regime or any
other regime for purposes of this Report has no bearing on its classification or treatment

[RER in connection with trade disciplines.
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12. Holding company regimes and similar preferential tax regimes are not
included above, although such regimes may constitute harmful tax competition.
The Forum was presented with a number of holding company regimes and similar
provisions, but in light of the complexities raised by such regimes, including their
possible interaction with tax treaties and with generally applicable principles of
domestic law, the Forum reached no conclusions concerning their status as poten-
tially harmful preferential regimes. Continuing the work on holding company
regimes and similar preferential regimes will be a high pricrity in the ongoing work
of the Forum, with the aim of reaching firm proposals within the context of preparing
application notes (see paragraph 13 below) by early 2001. Holding company
regimes and similar preferential tax regimes in the following countries are being
examined: Austria, Belgium, Denmark, France, Germany, Greece, Iceland, Ireland,
Luxembourg, Netherlands, Portugal, Spain, Switzerland.

13. More work is needed in interpreting the manner in which the criteria apply. In the
next stage of the work, the Forum will develop guidance on applying the preferential
regime criteria of the 1998 Report to the categories and types of preferential tax
regimes that are represented among the regimes identified as potentially harmful. This
guidance (application notes) would be provided on a generic basis (i.e. not referring to
specific country regimes) and would be equally applicable to any regime of the cate-
gory or type being addressed. The application notes will illustrate what features, gener-
ically, would be problematic for particular categories or types of regimes under the
relevant factors of the 1998 Report. The application notes will build upon the
cross-country reviews undertaken in the initial evaluation of preferential regimes.

14. The Forum will work directly and where appropriate through other subsidiary
bodies of the Committee in developing the application notes. For example, the
Forum has asked the Committee’s Working Party on Taxation of Multinational Enter-
prises to work on developing guidance in the area of rulings systems and other
transfer pricing issues, and the Forum has asked the Committee’s Working Party on
Tax Avoidance and Evasion to provide advice on effective exchange of information.
The Committee’'s Working Party on Tax Policy Analysis and Statistics may also need
to assist in particular cases to the extent that economic analysis is relevant.

15. Member countries will be assisted by the application notes in making the assess-
ment whether potentially harmful regimes are, or could be applied to be, actually
harmful, and then in determining how to remove the harmful features of such harmful
preferential regimes, in order to meet their commitments to eliminate the harmful fea-
tures of harmful preferential tax regimes by April 2003. In respect of taxpayers benefit-
ing from such regimes on 31 December 2000, the benefits they derive are to be
removed by 31 December 2005. The Forum will undertake a verification process to
ascertain that OECD countries have met this commitment, and will report back to the
OECD Council no later than June 2003 to list any preferential regimes that have been

© QECD 2000

_i5]



139

Towards Global Tax Co-operation

25

found to be actually harmful and whose harmful features remain in OECD Member
countries at that time. The application notes will assist the Forum in verifying whether
Member countries and co-operative jurisdictions (as described below) have met their
respective commitments to remove harmful tax practices within established timeta-
bles. The application notes also are expected to assist co-operative jurisdictions and
other non-member economies in eliminating their harmful tax practices.

16. Work on removing the harmful features of preferential tax regimes in OECD
countries must continue in parallel with that on counteracting the effects of tax
havens, as discussed below. The application of the deadline set in the
1998 Report for Member countries to remove the harmful features of any harm-
ful preferential tax regime is not contingent on the Forum determining that the
regime is harmful. If harmful features are not eliminated by the prescribed
deadlines, other countries may wish to take defensive measures (as foreseen in
paragraph 96 of the 1998 Report). Accordingly, the proposal to develop applica-
tion notes described above is not intended to affect the timing of national
efforts by countries to remove the harmful features of any of their harmful pref-
erential tax regimes. Rather, the objective is to develop application notes
simultaneously with those efforts. However, it will be a priority for the Commit-
tee to ensure sufficient progress is made by the Forum on the development of
the application notes to allow for timely guidance to countries, and to facilitate
consistency and fairness.

B. Tax Haven Work

17. A small number of the jurisdictions reviewed by the Forum have, in advance
of this reporting, made a public political commitment at the highest level (an
“advance commitment”) to eliminate their harmful tax practices and to comply
with the principles of the 1998 Report.'? In recognition of this commitment, this

12.An advance commitment jurisdiction also agrees to a standstill, i.e. not to enhance exist-
ing regimes that the Forum finds constitute harmful tax practices, and not to introduce
new regimes that would constitute harmful tax practices. An advance commitment juris-
diction will develop with the Forum an acceptable plan by 31 December 2000, describing
the manner in which the jurisdiction intends to achieve its commitment, the timetable for
so doing, and milestones to ensure steady progress, including the completion of a con-
crete and significant action during the first year of the commitment. All advance commit-
ment jurisdictions must fulfil their commitments by the date on which Member countries
must remove the benefits to taxpayers benefiting on 31 December 2000 from any harmful
preferential regimes (31 December 2005, which is 2-2 years after the main deadline by
which Member countries have committed to eliminate the harmful features of their harm-
ful preferential regimes}. The follow-up for advance commitment jurisdictions is dis-
cussed in Part [V below. An advance commitment is similar but not identical to the post-
June “scheduled commitment” described in Part IV.
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Report does not include the names of jurisdictions that have made this advance
commitment ("advance commitment jurisdictions”) even if they presently meet
the tax haven criteria.!® Otherwise, the jurisdictions below were found to meet
the tax haven criteria of the 1998 Report. These evaluations were presented to
the Committee in January 2000, confirmed by the Committee in May 2000, and
endorsed by the Council on 16 June 2000. This listing is intended to reflect the
technical conclusions of the Committee only and is not intended to be used as
the basis for possible co-ordinated defensive measures. Rather, as discussed
below, a further list will be developed in the next 12 months for this purpose.

Andorra
Anguilla - Overseas Territory
of the United Kingdom
Antigua and Barbuda
Aruba - Kingdom of the Netherlands*
Commonwealth of the Bahamas
Bahrain
Barbados
Belize
British Virgin Islands - Overseas
Territory of the United Kingdom
Cook Islands - New Zealand?
The Commonwealth of Dominica
Gibraltar — Overseas Territory
of the United Kingdom
Grenada
Guernsey/Sark/Alderney
- Dependency of the British Crown
Isle of Man - Dependency
of the British Crown
Jersey - Dependency of the British
Crown
Liberia
The Principality of Liechtenstein

The Republic of the Maldives

The Republic of the Marshall Islands

The Principality of Monaco

Montserrat - Overseas Territory of the
United Kingdom

The Republic of Nauru

Netherlands Antilles — Kingdom of the
Netherlands?

Niue - New Zealand?

Panama

Samoa

The Republic of the Seychelles

St Lucia

The Federation of St. Christopher
& Nevis

St. Vincent and the Grenadines

Tonga

Turks & Caicos - Overseas Territory
of the United Kingdom

US Virgin Islands — External Territory
of the United States
The Republic of Vanuatu

a) The Netherlands, the Netherlands Antilles, and Aruba are the three countries of the Kingdom

of the Netherlands.

b} Fully self-governing country in free asscciation with New Zealand.

13.Ministers in their communiqué welcomed these highest-level commitments.
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Lis.

i) Preparing a List of Uncooperative Tax Havens

18. During the process of consultations, a number of the jurisdictions under
review indicated an interest in the possibility of co-operating with the OECD by
committing to the elimination of harmful tax practices. The extent of the interest
in co-operation was not fully foreseen at the time that the 1998 Report was pre-
sented to Ministers. In response to this development, the Committee believes
that a process should be established to promote co-operation and positive
changes to comply with the principles of the 1998 Report. Such a step would be
in harmony with the Council Instruction of 9 April 1998 to make proposals for fur-
ther improvements in the co-operation to counter harmful tax practices, and
also in harmony with the 1998 Report itself, which provides that in implementing
the Recommendations of the Report, account should be taken of the commitment
which the jurisdictions involved make to the elimination of harmful tax practices.

19. To facilitate the taking forward of a co-operative process, the Committee has
already invited jurisdictions to consider making commitments to the elimination of
harmful tax practices, and the Council has in its 16 June 2000 Recommendation
instructed the Committee to continue these efforts over the next 12 months. The
Council also instructed the Committee to produce, from the list of jurisdictions
meeting the tax haven criteria (i.e. the list in paragraph 17 as it may be amended in
the future) an OECD List of Uncooperative Tax Havens. This List is to be completed
by 31 july 2001. Any jurisdiction listed in paragraph 17 above that by this deadline
does not make the commitment to eliminating harmful tax practices in the manner
and substance as described in i) below would automatically be included in the List
of Uncooperative Tax Havens.!t

20. To recognise the ongoing efforts being made by some of the jurisdictions to
continue the dialogue, and to encourage jurisdictions to make commitments to the
tax competition work, the Committee recommended and the Council agreed that
the co-ordination of a common approach to defensive measures should not be
undertaken with respect to jurisdictions that have committed to the tax competi-
tion work, as discussed below (i.e. those jurisdictions not appearing on the List of
Uncooperative Tax Havens). Accordingly, the co-ordination of defensive measures
foreseen in the 1998 Report, as described in Part IV below will not be implemented
prior to 31 July 2001.

14.A jurisdiction making an advance commitment (pre-fune 2000) also would not appear on
the List of Uncooperative Tax Havens and would not be subject to co-ordinated defensive
measures. There will be an annual review by the Forum to determine whether the estab-
lished milestones and timetables are being met. If the milestones and timetables are not
met and there is at any time evidence that the jurisdiction’s commitment to the tax com-
petition work is no longer in good faith, the Committee will place the jurisdiction on the
List of Uncooperative Tax Havens.
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if) Commitment to Eliminating Harmful Tax Practices

21. The commitment necessary to avoid inclusion on the List of Uncooperative Tax
Havens is a public political commitment by a jurisdiction to adopt a schedule of
progressive changes to eliminate its harmful tax practices by 31 December 2005.
This is the date set in the 1998 Report for Member countries to remove the benefits
to taxpayers benefiting on 31 December 2000 from any harmful preferential regime
(which is approximately 2-% years after the main deadline by which Member coun-
tries have committed to remove the harmful features of their harmful preferential
tax regimes). A jurisdiction making this commitment (a “scheduled commitment”)
will develop with the Forum an acceptable plan within 6 months of having made the
commitment, describing the manner in which the jurisdiction (a “co-operative juris-
diction”") intends to achieve its commitment, the timetable for so doing, and mile-
stones to ensure steady progress, including the completion of a concrete and
significant action during the first year of the commitment. The jurisdiction must also
agree to a “standstill” during the period of the commitment, ie., not to enhance
existing regimes that the Forum finds constitute harmful tax practices; not to intro-
duce new regimes that would constitute harmful tax practices; and to engage in an
annual review process with the Forum to determine the progress made in fulfilling
its commitment and to assess the use being made of its existing regimes.

22. A co-operative jurisdiction, at the time of making its scheduled commitment,
would not be included in the List of Uncooperative Tax Havens for an initial period
of one-year from that time. A co-operative jurisdiction is eligible for successive
renewals of its status by making a new public commitment to move to the next stage
of the plan of progressive changes. However, a jurisdiction would be placed on the
List of Uncooperative Tax Havens if any harmful aspects of its regimes remain after
the deadline for their elimination. Also, if the milestones and timetable are not met
and there is at any time evidence that the jurisdiction is not acting in good faith in
accordance with its commitments, the Committee will place the jurisdiction on the
List of Uncooperative Tax Havens.

23. The procedure for making a scheduled commitment is that a jurisdiction sub-
mits a written statement of the commitment of its government as described in
paragraph 21 above. The statement is to be in the form of a letter to the Secretary-
General of the OECD, and signed by an authorised official.’® This letter is to be
accompanied by an annex setting forth the specifications to which the jurisdiction
is agreeing, as discussed with the Forum.

15.An authorised official would be an official having authority in regulatory and fiscal matters
and appointed by the jurisdiction to represent the jurisdiction in dealing with the Forum.

© OECD 2000
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C. Dynamic Nature of the Evaluations of Preferential Regimes and Tax Havens

24. The evaluations given in this Report are dynamic for both potentially harmful
preferential regimes and for jurisdictions meeting the tax haven criteria. Accord-
ingly, the evaluations will be regularly updated as the work is taken forward. With
regard to the tax haven work, jurisdictions that will appear on the List of Uncoop-
erative Tax Havens remain eligible to make scheduled commitments at any time
and thereby be removed from the List of Uncooperative Tax Havens. Further, a
jurisdiction’s name would be removed from the List of Uncooperative Tax Havens
and no longer be identified as meeting the tax haven criteria if the jurisdiction
were to eliminate its harmful tax practices, without regard to whether a scheduled
commitment is made. The process of pursuing a scheduled commitment can be
initiated by a listed tax haven by writing to OECD Secretariat or to the Chair of the
Committee.

25. The OECD’s work in this area must not only address existing tax havens and
harmful tax practices, but it must be vigilant against adverse developments. Such
developments could be new jurisdictions entering the field, the introduction of
new harmful preferential regimes by jurisdictions/ countries that are already being
evaluated, a change in posture as regards commitments to eliminate the harmful
aspects of their regimes, or the discovery of other jurisdictions/regimes that consti-
tute harmful tax practices. The dynamic nature of this work has resource implica-
tions for the OECD that must be addressed in the context of the Committee’s
priorities, as indicated in paragraph 39.

D. Extending the Dialogue with Co-operative Jurisdictions

26. The Committee intends to continue the dialogue with co-operative jurisdictions.
Such work will include:

» The development of a model vehicle for exchange of information (e.g. an OECD
Model Tax Information Exchange Agreement or a multilateral agreement).

« The creation of a multilateral framework under the Forum for consultation
with co-operative jurisdictions, on exchange of information and other
relevant issues pertaining to the elimination of harmful tax practices.

An examination of the types of assistance that jurisdictions will need in the
transition, recognising that an initial reduction in certain financial and other
service activities may occur in some jurisdictions as a result of complying
with the principles of the Report. OECD governments may consider:

- Examining how their bilateral assistance programmes can be re-targeted.

© OECD 2000
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- Encouraging international organisations to take into account the special
needs of these jurisdictions in the design of multilateral assistance
programmes.

- Offering under the auspices of the OECD and other organisations specific
assistance in the design of their tax systems and in the strengthening of
their tax administrations.

Encouraging jurisdictions to initiate co-operative programmes to improve tax
administration and enforcement by using existing organisations such as
Intra-European Organisation of Tax Administrations (I0TA), Inter-American
Centre of Tax Administrators (CIAT), Commonwealth Association of Tax
Administrators (CATA), the Caribbean Community - (CARICOM), Centre de
rencontres et d'études des dirigeants des administrations fiscales (CRE-
DAF), and the Organization for Economic Cooperation (OEC).

27. The Committee accepts that the changes that will be necessary for jurisdictions
meeting the tax haven criteria that commit to remove their harmful tax practices
may adversely affect the economies of some of those jurisdictions. The OECD will
work with other interested international and national organisations to examine how
best to assist co-operative jurisdictions in restructuring their economies. A dialogue
has already been launched with the OECD’s Development Assistance Committee.
Also, the Committee on Fiscal Affairs, by means of its CCNM-sponsored outreach
programme, is prepared to assist jurisdictions in meeting the standards
contemplated by the 1998 Report.

© OECD 2000
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IV. Involving Non-Member Economies

28. Harmful tax competition is by its very nature a global phenomenon and there-
fore its solution requires global endorsement and global participation. Countries
outside the OECD must have a key role in this work since a number of them are
either seriously affected by harmful tax practices or have potentially harmful
regimes. Three regional seminars that brought together over 30 non-member coun-
tries were held prior to the finalisation of the 1998 Report: in Mexico {for the Latin
American region); by the Asian Development Bank in Singapore (for the Asian
region); in Turkey (for the NIS region). These three seminars have enabled the Com-
mittee to gain a better understanding of the concerns of countries outside the
OECD area. Non-member economies should be invited to continue a dialogue with
the OECD in relation to the work on tax competition.

29. Some non-member economies feature strongly in the global financial mar-
ketplace, with possibly major distortions being caused by the harmful tax prac-
tices they have put in place. There is a significant risk that a failure to address
these practices in parallel with the work in relation to Member countries will
cause a shift of the targeted activities to economies outside the OECD area, giving
them an unwarranted competitive advantage and limiting the effectiveness of the
whole exercise.

30. Itis important to take forward the work of the Forum with regard to eliminating
harmful tax practices on a global basis. To this end, the Committee will encourage
non-member economies to associate themselves with the 1998 Report and to agree
to its principles; and hold regional seminars that will encourage and assist non-
member economies to remove features of their preferential regimes that are poten-
tially harmful. This work programme should progress on a timetable that would
facilitate the removal of harmful tax practices in non-member economies by
31 December 2005.

31. The Committee proposes that the Forum continue and intensify its dialogue to
explore ways in which non-member economies that share the concerns of OECD
members and that are prepared to accept the same obligations as OECD members
could be more closely associated with the Forum. In this way, non-member econo-
mies can become partners in the development of an international framework

© QECD 2000
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appropriate in an era of liberalised financial markets. The Committee will initiate
the dialogue regarding this approach on 29-30 June 2000 at a high-level meeting for
non-member economies co-hosted by the Finance Minister of France.

23
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V. Framework for Implementing
a Common Approach to Restraining
Harmful Tax Practices

32. One objective of identifying harmful tax practices is to facilitate through
co-ordination the OECD Member countries’ actions against such practices,
recognising the limitations on the effectiveness of unilateral actions.

33. The Committee recommends a general framework within which Member coun-
tries can implement a common approach to restraining harmful tax competition.
This framework will facilitate the ability of countries to take defensive measures
swiftly and effectively against jurisdictions that persist in their harmful tax practices.
Defensive measures are important so that the adverse impacts from uncooperative
jurisdictions can be addressed and so that these jurisdictions do not gain a com-
petitive advantage over co-operative jurisdictions. In the application of the
co-ordinated defensive measures, no distinction shall be made between jurisdic-
tions that are dependencies of OECD countries and those that are not. These
defensive measures would be at the discretion of countries and taken under their
domestic legislation or under tax treaties. Moreover, each country may choose to
enforce the defensive measures in a manner that is proportionate and prioritised
according to the degree of harm that a particular jurisdiction has the potential to
inflict, and taking into account the effectiveness of its existing defensive measures.

34. The 1998 Report suggested that defensive measures would be more effective
if applied by a wide number of countries in a similar manner. A number of potential
measures were identified for further study by the Forum. Paragraph 35 sets out
these measures together with a number of other possible measures that the Forum
believes might be able to form the framework of a common approach against harm-
ful tax practices. The Committee on Fiscal Affairs will be working within the next six
months to a year to consider these possible measures, finalise its recommenda-
tions, and adopt an implementation strategy and timetable. Those co-operating
with the tax competition work will then be invited to adopt such of the measures
recommended by the Committee to the extent possible and appropriate within
their national systems, to be implemented against Uncooperative Tax Havens as of
31 July 2001. Countries may also take note of the defensive measures for purposes

© OQECD 2000
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of combating any harmful tax practices that persist after the time by which they are
expected to be removed.

35. Therange of possible defensive measures identified to date as a framework for
a common approach with regard to Uncooperative Tax Havens as of 31 July 2001 are
as follows:
* To disallow deductions, exemptions, credits, or other allowances related to
transactions with Uncooperative Tax Havens or to transactions taking
advantage of their harmful tax practices.

* To require comprehensive information reporting rules for transactions
involving Uncooperative Tax Havens or taking advantage of their harmful tax
practices, supported by substantial penalties for inaccurate reporting or
non-reporting of such transactions.

For countries that do not have controlled foreign corporation or equivalent
(CFC) rules, to consider adopting such rules, and for countries that have such
rules, to ensure that they apply in a fashion consistent with the desirability
of curbing harmful tax practices (Recommendation 1 of the 1998 Report).

To deny any exceptions (e.g. reasonable cause) that may otherwise apply to
the application of regular penalties in the case of transactions involving enti-
ties organised in Uncooperative Tax Havens or taking advantage of their
harmful tax practices.

To deny the availability of the foreign tax credit or the participation exemp-
tion with regard to distributions that are sourced from Uncooperative Tax
Havens or to transactions taking advantage of their harmful tax practices.

To impose withholding taxes on certain payments to residents of
Uncooperative Tax Havens.

.

To enhance audit and enforcement activities with respect to Uncooperative
Tax Havens and transactions taking advantage of their harmful tax practices.

-

To ensure that any existing and new domestic defensive measures against
harmful tax practices are also applicable to transactions with Uncooperative
Tax Havens and to transactions taking advantage of their harmful tax practices.

Not to enter into any comprehensive income tax conventions with Uncooper-
ative Tax Havens, and to consider terminating any such existing conventions
unless certain conditions are met (Recommendation 12 of the 1998 Report).

To deny deductions and cost recovery, to the extent otherwise allowable, for
fees and expenses incurred in establishing or acquiring entities incorporated
in Uncooperative Tax Havens.

» To impose “transactional” charges or levies on certain transactions invelving
Uncooperative Tax Havens.

© OECD 2000
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36. Governments are invited to take into account that a jurisdiction is listed as an
Uncooperative Tax Haven in determining whether to direct non-essential economic
assistance to the jurisdiction. The Committee also intends to continue to explore
what other defensive measures can be taken, including non-tax measures.

37. Governments are also reminded of Recommendation 17 of the 1998 Report,
which recommends that countries with particular political, economic, or other links
with tax havens ensure that these links do not contribute to harmful tax competi-
tion. Also, paragraph 153 of the 1998 Report indicates that countries that have such
ties should consider using them to reduce the harmful tax competition resulting
from the existence of these tax havens.

38. The Committee invites Member countries to refrain from using the names of
jurisdictions in paragraph 17 to identify jurisdictions against which new or
enhanced defensive measures should be applied, but rather to use the List of
Uncooperative Jurisdictions for this purpose. The Forum recognises that Member
countries retain the right to apply, or not apply, defensive measures unilaterally to
any jurisdiction.

© OECD 2000
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VI. The Resource Implications for the OECD

39. The success of the work programme outlined above will depend upon OECD
Member countries being prepared to strengthen the parts of their administrations
dealing with international tax issues and to ensure that the organisation has the
resources necessary to carry out this work which the Committee recognises may
require a review of priorities within the OECD budget. The Committee does not
underestimate the constraints that countries face in providing such resources.
Ministers are therefore encouraged to ensure that their national administrations
and the OECD have the resource bases from which to move to a successful
conclusion of this work.

© OECD 2000
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RECOMMENDATION OF THE COUNCIL
ON IMPLEMENTING THE PROPOSALS CONTAINED

IN THE 1998 REPORT ON HARMFUL TAX COMPETITION

(ADOPTED BY THE COUNCIL ON 16 JUNE 2000)

THE COUNCIL,

.

»

.

.

Having regard to Article 5b) of the Convention on the Organisation for Economic
Co-operation and Development of 14 December 1960;

Having regard to the Report entitled “Harmful Tax Competition; An Emerging Global
Issue” (the “1998 Report’);

Having regard to the Recommendation of the Council dated 9 April 1998 on counter-
acting Harmful Tax Competition adopted by the Council on 9 April [C(88)17/FINAL];*

Having regard to the Report adopted by the Committee on Fiscal Affairs on “Progress
on Identifying and Eliminating Harmful Tax Practices” (the “2000 Report”) (DAFFE/CFA/
FHP(2000)11/REV2/CONF, attached as Annex ) at its meeting on 25 May 2000;

Recognising the OECD’s role in promoting an open, multilateral trading system and
the need to promote the “level playing field” which is essential to the continued
expansion of global economic growth;

Recognising that the process of globalisation and the development of new technolo-
gies has brought about prosperity for many citizens around the world, but also raises
challenges for governments to minimise tax induced distortions in investment and
financing decisions and to maintain their tax base in this new global environment;

Considering that if governments do not intensify their co-operation, the tax base will
be eroded, a part of the tax burden will shift from income on mobile activities to taxes
on non mobile activities and that such a shift would make tax systems less equitable
and may have a negative effect on employment;

Recognising the need for an ongoing dialogue with non-member economies to encourage
them to associate themselves with the recommendations set out in the 1998 Report,

Noting, in this respect, the high-level meeting with non-member economies co-hosted
by France and the OECD, scheduled for 29-30 June 2000 to explore ways in which they
can be more closely associated with the 1998 Report,

Noting, furthermore, the high level political commitment made by Bermuda, Cayman
Islands, Cyprus, Malta, Mauritius, and San Marino to eliminate harmful tax practices in
accordance with the principles set out in the 1998 Report;

* Luxembourg and Switzerland abstained.

© OECD 2000
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Having regard to the jurisdictions identified in the 2000 Report that meet the criteria set
out in the 1998 Report for being a tax haven;

Noting the proposal of the Committee on Fiscal Affairs to produce by 31 July 2001 a
List of Uncooperative Tax Havens and to use this List as the basis for implementing
co-ordinated defensive measures;

.

Having regard to preferential tax regimes in OECD Member Countries identified as

potentially harmful;

On the proposal of the Committee on Fiscal Affairs:

RECOMMENDS that Member countries having approved the 1998 Report:

L. Collectively through the Committee on Fiscal Affairs take forward an active dialogue
with the jurisdictions identified in the 2000 Report as meeting the tax haven criteria with
a view to obtaining the commitment of these jurisdictions to eliminate harmful tax
practices in accordance with the principles of the 1998 Report;

2. Refrain from using the identification of jurisdictions meeting the tax haven criteria in
the 2000 Report as a basis for new or enhanced defensive measures, but rather to use
the list of un-cooperative tax havens for this purpose.

3.Individually and collectively explore ways, on a global as well as regional basis, to

assist co-operative jurisdictions to move away from harmful tax practices.

INSTRUCTS the Committee on Fiscal Affairs to:

- Establish a co-operative process to promote the elimination of harmful tax practices
by the jurisdictions identified in the 2000 Report as meeting the tax haven criteria;
Produce an OECD List of Uncooperative Tax Havens, by 31 July 2001;

-Include automatically on the OECD List of Uncooperative Tax Havens any jurisdiction
identified in the 2000 Report as meeting the tax haven criteria if the jurisdiction does
not by 31 July 2001 commit to eliminate harmful tax practices in accordance with the
1998 Report in a manner satisfactory to Member countries;

—_

w o

-

. Update regularly the OECD List of Uncooperative Tax Havens;

w

- Carry out work through the Forum on Harmful Tax Practices and, where appropriate,
through other subsidiary bodies of the Committee, to develop guidance (application
notes) to assist Member and non Member Countries in assessing whether their poten-
tially harmful preferential regimes are, or could be applied to be, actually harmful, and
in determining how to remove the harmful features of such regimes, in order to meet
their commitments under Recommendation 15 of the 1998 Report to remove harmful
features of harmful preferential tax regimes by April 2003;

. Undertake a verification process to ascertain that OECD countries have met their com-
mitments, and report back to the OECD Council no later than June 2003 regarding
compliance with Recommendation 15 of the 1998 Repor;

@

-~

. Explore ways in which non-member economies that share the concerns of Member
countries to counter harmful tax practices can be brought into an active dialogue with
the Forum on Harmful Tax Practices;

Work with interested international and bilateral assistance agencies to assist
co-operative jurisdictions to meet the tax and regulatory standards set out in the
1998 OECD Reportand to work with these jurisdictions during the transitional period to
support their economies as they move away from harmful tax practices.

i

© QECD 2000
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Senate Permanent Subcommittee
On Investigations

EXHIBIT#_ 26

July 16,2001

Senator Carl Levin, Chairman

Senate Governmental Affairs Committee
Permanent Subcommittee on Investigations
SR-100 Russell Senate Office Building
Washington, DC 20510

Senator Susan M. Collins, Ranking Member
Senate Governmental Affairs Committee
Permanent Subcommittee on Investigations
SR-100 Russell Senate Office Building
Washington, DC 20510

Dear Senator Levin and Senator Collins:

I would like to thank the members of the Subcommittee for allowing me the opportunity to submit this
written statement on the important issue of exchanges of taxpayer information pursuant to the provisions
of the Income Tax Treaties (“Treaties™) and Tax Information Exchange Agreements (“Agreements’™) the
United States has in force and effect with more than 70 other nations. This statement reflects my views
and should not be considered as representing either the position of my firm, Deloitte & Touche, or any of
its clients.

The exchange of information with our Treaty and Agreement partners for legitimate criminal and civil tax
administration purposes is an essential element in maintaining the integrity of our voluntary compliance
system of taxation. My conclusion is based on more than fifteen years of experience in several key
executive positions in the Internal Revenue Service.

From 1985 to 1988. I served as the District Counsel for the IRS in Miami, Florida. Among other
responsibilities, I was the lead IRS attorney to the special agents assigned to Operation Greenback. This
operation was the vanguard in our government’s war against narcotics trafficking and money laundering.

From 1988 to 1993, | was the IRS Assistant Chief Counsel (International — Litigation). In that position, |
either led or supervised the negotiation of Agreements with Colombia, Costa Rica, Dominican Republic,
Honduras, Mexico, Peru, and Trinidad and Tobago. The Agreement with Peru was signed by President
George Bush at the February 15, 1990, Drug Summit in Cartagena, Columbia.

Beginning in August 1995, and until my retirement from federal service in January 2000, I served as IRS
Assistant Commissioner (International). As such, I became the United States Competent Authority
(USCA) responsible for administering all Treaties and Agreements. A significant component of my
duties involved the oversight of, and ultimate responsibility for, the exchange of information program.
During my tenure, { supervised thousands of exchanges of information between the United States and
Treaty and Agreement partners. Thesc exchanges were both “outbound” (information provided by the
United States) and “inbound” (information provided to the United States) and covered various types of
information.
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The Exchange of Information

Generally, there are three categories of information exchanges that would be of interest to this
subcommittee:

9%

Routine exchanges involve the provision of information on U.S.-source income paid to a
resident of a Treaty or Agreement partner that is subject to withholding tax such as interest,
royalties, and dividends. Similar information is provided to the United States by its partners.
Measured by volume of information, routine exchanges constitute the bulk of the exchange
program.

Spontaneous exchanges involve furnishing information discovered during a tax examination
or investigation that suggests or establishes noncompliance with the tax laws of a Treaty or
Agreement partner.

Specific requests for information are generated as a result of a tax audit or examination of the
taxpaycr(s) by the Treaty or Agreement partner requesting the information. In the case of an
inbound request (a request made to the United States), if the information sought is not already
in the possession of the IRS, the agency will attempt to obtain it from other sources. For this
purpose, the IRS may use any of the procedures available for domestic tax investigations. To
execute a specific request, the IRS must determine that the request has a proper purpose
under the treaty and the request must be sufficiently precise to facilitate processing. The type
of information sought through a specific request is frequently information in the possession of
third parties, such as bank account information, books and records, financial statements,
testimony, ete.

Safeguards and Restrictions on the Use of Information

When dealing with specific requests for information, the USCA is particularly mindful of the safeguards
and restrictions contained in the Treaty or Agreement with the receiving country. These safeguards and
restrictions require that the information provided in response to the request: be used strictly for tax
administration purposes; be treated with the same level of confidentiality as mandated by the laws of the
receiving state (all Treaty and Agreement partners have anti-disclosure provisions similar to section
6103); and, not be obtained in a manner at variance with the laws and administrative practices of either
the receiving country or the United States. Because a Treaty or Agreement partner “steps into the shoes”
of the IRS when making a request, these same safeguards and restrictions apply to the request.

Codified Safeguards

The Internal Revenue Code also provides safeguards that apply to specific information requests. In
relevant part, section 7602 authorizes the IRS to issue summonses for the production of materials and to
compel testimony to: (1) ascertain the correctness of any return to; (2) make a return where none has been
filed; (3) determine the liability of any person for any internal revenue tax; and (4) determine the liability
at law or in cquity of any transferee or fiduciary or any person for any internal revenue tax.

Section 7609 restricts this authority when the IRS issues summonses for records and testimony from any
“third-party recordkeeper.” The term third-party recordkeeper includes banks, savings and loan
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institutions, credit unions, consumer reporting agencies, credit card issuers, brokers, attorneys, and barter
exchanges. Specifically, section 7609 requires that the IRS notify the taxpayer being investigated in the
summons within three days after serving the third party and no later than the twenty-third day before the
date specified in the summons as the date when the records will be examined. This protection affords the
taxpayer an opportunity to intervene by filing a motion to quash the summons in the United States district
court. For this purpose, the term “taxpayer” includes the taxpayers of the requesting state who are entitled
to the same notification and intervention opportunities.

In the case of John Doe Summonses (summonses that do not identify the taxpayer about whom
information is being requested), additional restrictions apply. Prior to issuing a John Doe Summons, the
IRS must first establish in an ex-parte court proceeding that: (1) the summons relates to the nvestigation
of a particular person or ascertainable group or class of persons: (2) there is a reasonable basis for
believing that such person or group or class of persons may fail or may have failed to comply with any
provision of any internal revenue law; and (3) the information sought (as well as the identity of the person
or persons under investigation) is not readily available from other sources.

Judicial Safeguards

In addition to those requirements, the criteria set forth in Powell v. United States. 379 U.S. 48 (1 964)
apply to specific requests for information. In Powell, the Supreme Court outlined the standards that the
IRS must meet to obtain judicial enforcement of its summons. It must show that: 1) the investigation has a
lawful purpose; 2) the inquiry may be relevant to that purpose; 3) the information sought is not already
within the government's possession; and 4) the administrative steps required by law have been followed.

The application of sections 7602 and 7609 and the protections afforded in these sections and in Powell
have been sustained in the context of specific requests for information pursuant to a Treaty or Agreement.
See US.v. A.L. Burbank & Co., Ltd., 525 F.2d 9 (2d Cir. 1975) (relating to an exchange of information
request under the U.S./Canada Treaty involving section 7602); U.S. v. Manufacturers and Traders Trust
Co., 703 F.2d 47 (2d Cir. 1983) (relating to an exchange of information request under the U.S./Canada
Treaty involving section 7602 and Powel/ where the information obtained would also be used in a
Canadian criminal investigation); U.S. v. Lincoln First Bank, N.4., 80-1 U.S.T.C. 9231 (S.D.NLY. 1980)
(relating to an exchange for information request under the U.S./Norway Treaty involving the protections
afforded under section 7609); and U.S. v. Stuart, 109 S. Ct. 1183 (1989) (relating to an exchange of
information request under the U.S./Canada Treaty involving section 7609 and Powell where the Canadian
tax investigation was directed toward criminal prosecution under Canadian law).

Finally, in addition to the noted legal safeguards, administratively imposed layers of review provide an
enhanced level of due diligence to insure against any improper purpose. At a minimum, every specific
request is carefully reviewed by at least one member of the team of experts assigned to the staff of the
USCA. Furthermore, a summons cannot be enforced in federal district court without the review and
approval of the USCA, the Office of Chief Counsel of the IRS, and the Department of Justice.

In my 4.5 years as the USCA, 1 am aware of only two situations, involving two different countries, in
which there was a possible violation of the above-noted safeguards and restrictions. Each case involved
an alleged or apparent abuse of the strict disclosure prohibition contained in the treaties and agreements
and 1, as the USCA, suspended the exchange of information program with regard to each country. With
regard to one of the countries, the exchange program was resumed only after my counterpart in that
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country investigated the matter, reported the results of the investigation to me, and I determined that
insufficient evidence of an abuse existed to justify a continuation of the suspension. To my knowledge the
exchange of information program was never resumed in the other country. It is important to note that in
cach case, the abuse involved the alleged unlawful disclosure of taxpayer information but did not deal
with an allegation of improper purpose.

Benefits of Exchanging Information

It is axiomatic that therc is a very strong correlation between criminal tax evasion and other illegal
activities such as narcotics trafficking and money laundering. Indeed, some form of tax evasion is nearly
inevitable in any illegal activity that generates income. The role that bank secrecy and anonymous
commercial structures, such as bearer shares, play in facilitating tax evasion as weli as the underlying
criminal enterprises themselves, is well known and undeniable. At the Senate Committee on
Governmental Affairs Permanent Subcommittee on Investigations hearing on crime and secrecy and the
use of offshore banks and companies, which was conducted on March 15, and 16, 1983, the testimony
given by Reagan Administration officials emphatically affirmed this dangerous relationship. Their
testimony is also entirely consistent with my experiences as a participant in the government’s war against
the narcotics traffickers and money launderers.

Reagan Administration officials also spoke about the role of the Caribbean Basin Initiative (CBI), the
legislation that was the genesis for the creation of Tax Information Exchange Agreements, in combating
illegal activity. Glenn Archer, Assistant Attorney General of the Department of Justice’s Tax Division,
called the CBI an “important development” in getting Caribbean countries to relax their bank secrecy
rules that allow money from illegal activities to be laundered through tax havens in the Caribbean. D.
Lowell Jensen, Assistant Attorney General of the Department of Justice’s Criminal Division cited
bilateral treaties that provide “mutual assistance in the investigative effort™ as the most appropriate and
effective way to attack international crime. And John Walker, Treasury’s Assistant Secretary for
Enforcement Assistant, said the CBI was “an important part of the initiatives undertaken by the United
States to combat international tax avoidance and evasion.”

The Exchange of Information Requirement

Congress passed the CBI as part of the Caribbean Basin Economic Recovery Act (CBERA) in 1983. The
CBI uses a carrot-and-stick approach to encourage Caribbean jurisdictions to share information with the
United States that could be used to detect and prosecute illegal activity. Generally, section 274(h)
restricts the ability of U.S. taxpayers to deduct the cost of conventions or seminars outside the “North
America area” (the United States, its possessions, and the Trust Territory of the Pacific Islands, and
Canada and Mexico) unless the taxpayer establishes that the meeting is directly related to the active
conduct of his trade or business and if (after taking into account criteria prescribed by the Secretary) it is
as reasonable for the meeting to be held outside the North American area as within the North American
area.

As an incentive to encourage the sharing of information regarding civil and criminal tax matters,
Congress added section 274(h)(6) as part of the CBI. Section 274(h)(6) expands the definition of North
American area to include any “beneficiary country” (Caribbean Basin countries including Bermuda)
which has in effect an exchange of information agreement between the United States and such country
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and gives the Secretary authority to negotiate and conclude exchange of information agreements with any
beneficiary country. Consistent with the goals of the CBI, section 274(h)(6)(C) further mandates that,
among other things, any such exchange of information agreement negotiated and concluded by the
Secretary shall provide for the exchange of information:

... as may be necessary or appropriate to carry out and enforce the tax laws of the United States and
the beneficiary country (whether criminal or civil proceedings), including information which may
otherwise be subject to nondisclosure provisions of the local Jaw of the beneficiary country such as
provisions respecting bank secrecy and bearer shares.

Expansion to Non-CBI Countries

With the increased globalization of our economy, there is continuing need to share information with other
countries. The authority granted to the Secretary under the CBI to enter into tax information exchange
agreements (TIEA) with Caribbean nations has been expanded to include non-CBI jurisdictions.

In Barquero v. United States. 18 F.3d 1311 (April 20, 1994). the court rejected a challenge to the validity
of the TIEAs, holding that the government has the authority to enter into such agreements with any
foreign country, not only with those fisted in the CBERA.

Conclusion

In my experience, the exchange of information program is a critical element in our effort to curb narcotics
trafficking, money laundering, tax evasion and other crimes. In addition, exchanges of information for
civil purposes enhance our system of taxation by protecting its integrity. As discussed above. the
safeguards and restrictions contained in sections 6103, 7602, and 7609, as well as the protections afforded
by the Powell Doctrine provide ample protection aginst the improper use of the exchange of information
by a treaty or agreement partner. The continuation, and possible expansion of the program, within the
context of these safeguards, is in the best interests of our country.

Global Director Competent Authority Practice
Suite 500

555 12" Street NW

Washington, DC 20004
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Senate Permanent Subcommittee
On Investigations

EXHIBIT # 27

CTJ Citizens for Tax Justice

July 17, 2001

Chairman Carl Levin
U.S. Senate Governmental Affairs Permanent Subcommittee on Investigations
Washington, D.C.

Dear Senator Levin:

I want to commend you for your hearing this week about recent threats to the
ongoing efforts by the United States and other developed countries to protect their
honest taxpaying citizens against tax evasion by the rich and powerful through tax
havens. This is a very important issue—honest taxpayers should not have to pay higher
taxes or receive less in government service because tax cheaters evade their
responsibilities—and | have a few thoughts about it that I'd like to share with you.

A tax haven is a country that sells the benefits of its sovereignty to companies and
individuals that want to cheat on their income taxes by funneling their money through
that country. The scope of the problem is suggested by a 1999 report by the French
government’s office for drug control and crime prevention, which found that more than
$5 trillion in U.S. financial assets were located in tax havens and offshore financial
centers.’

A key to the successful use of tax havens is secrecy. Tax haven abuses are not
caused simply by low tax rates—or no income taxes at all—in a tax-haven country. If
the country where the tax-haven income is actually earned discovers the hidden
income, that income will often be subject to tax there. Alternatively, if the country
where the tax cheats actually live or are incorporated can discover the hidden income,
it will generally be subject to that resident country’s income tax.

Thus, the role of tax havens in acting as conduits for tax evasion can be defeated by
full disclosure, both to the countries where the income is earned and to the countries
of residence.

'Cited in Berthault, Anne-Marie, “A French Perspective on Tax Havens and Bank Secrecy: Is the
Future a Transparent One?” 22 Tax Notes Int'l 3171, Mar. 29, 2001.

To prevent certain tax-haven abuses, Congress enacted the subpart F provisions of the
tnternal Revenue Code to tax on a current basis the income earned by foreign corporations controlied
by U.S. shareholders (CFCs). These subpart F rules are necessary to protect U.S. residence jurisdiction.
Secrecy rules in the tax-havens are sometimes used by CFCs to evade the subpart F rules.

1311 L Street N.W. « Washington, D.C. 20005 » 202.626.3780 » Fax: 202.638.3486 « e-mail: ctj@ctj.org « www.ctj.org
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Over the past several years, the United States and its OECD trading partners have
been working to pierce the veil of secrecy that has allowed unscrupulous individuals
and companies to shift their taxes onto others through the use of tax havens. This
laudable effort has struck fear into the hearts of tax cheats, who have been lobbying
intensely to fight against disclosure of their illegal activities. As a result, our own
Treasury Department has recently been wavering in its support for a crack-down on tax
haven abuses. We hope your hearing will help rekindle the U.S.’s long-standing
commitment to protecting honest Americans against tax cheating.

Statement of the problem

As a longstanding general rule, U.S. citizens and corporations must report their
earnings on their U.S. tax returns, wherever their income happens to be earned. To
avoid double taxation, taxes paid to foreign governments on overseas income are
creditable against U.S. taxes otherwise due on foreign income?

Tax havens undermine the equity of our tax system and increase burdens on honest
Americans by allowing unscrupulous citizens and companies to avoid paying their fair
share of taxes. The tax havens do so in two steps, each involving secrecy.

First, tax havens act as conduits to shift income outside of the country where the
income is actually earned and into a tax-free jurisdiction. This shift is a fiction, of
course. No one, for example, can honestly argue that interest allegedly “earned” in the
Cayman Islands is actually attributable in any real sense to interest payments by
Cayman Island borrowers. If the country where the income is actually earned—say,
Germany—can discover the phony, paper recharacterization of the source of the
income, it will have the right to tax it.

But even if source countries do not—or because of non-disclosure, cannot—assert
their tax jurisdiction over tax-haven income, it takes a second step for tax-haven tax

31t is very hard to tax investment income in a source country unless that income is also subject
to tax on a global basis in the residence country—with a credit for taxes paid to the source country.
Tax havens can defeat residence taxation, and then the market can defeat source taxation. For
example, if the US successfully taxes the worldwide capital income of its residents (individuals and
corporations), giving a credit for foreign income taxes paid, then there is no tax competition for U.S.
investment dollars because a lower foreign tax just increases U.S. tax. If the tax havens defeat the U.S.
residence tax, then the source tax has bite and there may be tax competition for U.S. investment
dollars. The U.S. position since the dawn of the U.S. income tax has been to tax worldwide income of
U.S. residents and citizens and thereby prevent countries from using tax policy to attract U.S. capital.

To be sure, in 1984, the United States adopted rules that exempted foreigners on most forms
of interest income earned here, and it specifically refused to provide routine disclosure to foreign
governments of the interest their citizens earned. The objective was to attract investment from
foreigners not taxable abroad to help cover the Reagan budget deficits. Often the reason those
foreigners wer not taxable in their home country was that they were engaged in tax evasion. This was
a very bad law on moral and economic grounds and has been much abused. But this type of bad law is
not the target of the OECD initiative because the U.S. is the source country and has the right to give
up its tax base if it chooses to do so. The U.S. is a rogue state insofar as it is facilitating tax evasion in
residence countries, but it is not a tax haven because the income it declines to tax is earned here.
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evasion to work for U.S. citizens and corporations. The tax haven country also must
refuse to disclose the tax haven income to the U.S. government. That’s because, of
course, if the U.S. knows about the tax haven income of a U.S. citizen or corporation, it
will tax it.

Thus, non-disclosure is at the heart of tax-haven abuses.
The QECD anti-tax-haven initiative

Over the past few years, the U.S. and its leading trading partners in the Organisation
for Economic Cooperation and Development (OECD) have been working together to
promote full disclosure of tax haven income to the proper taxing jurisdictions.
Encouragement of full information exchange would be the preferred means to obtain
disclosure. But the history of tax-haven regimes thumbing their noses at other
countries makes it clear than such encouragement would have to be backed by
sanctions to be effective. Those sanctions would be intended to make it difficult for
financial institutions and private residents from OECD countries to do business with tax
havens that facilitate tax evasion through secrecy.

QECD’s goal is pretty straightforward. As U.S. Assistant Treasury Secretary Mark
Weinberger put it earlier this year, “Countries generally should not engage in practices
that make it easier for other countries’ laws to be broken or frustrated. . . . [T/hose
practices might include bank secrecy rules or an unwillingness to exchange tax
information with us that would permit taxpayers more readily to evade our laws.”

The opposition to disclosure

Who could be against full disclosure of illegal tax evasion? Well, for starters,
multinational corporations, which have strongly opposed the OECD initiative. The
extent to which U.S.-based multinational companies are engaging in tax fraud and/or
aggressive tax avoidance is not known, for obvious reasons. It is suspected that the U.S.
multinationals are afraid that without bank secrecy in the havens, the IRS will discover
the extent of their vast dealings and challenge aggressive avoidance etc. Also, the
companies regularly take inconsistent positions on the same transactions (for example,
calling something a lease in one country and a purchase with interest payments in
another), and the bank secrecy laws mask what they are doing.

Of course, dishonest rich Americans engaged in tax evasion also oppose the OECD
initiative. They use financial intermediaries located in tax havens to earn dividends,
interest, and other investment income in the United States and other developed
countries and then fail to report that income to the U.S. government. Full disclosure of
their dealings by the tax havens would bring their evasion to light and force them to
pay their fair share of taxes to the government.

Strangely, numerous “conservative” groups and individuals have spoken out in favor
of continued tax-haven abuses. This “tax cheaters lobby” includes a long list of the
right's luminaries, such as Jack Kemp, House Majority Leader Dick Armey, Paul Weyrich
of the Christian Right, Steve Moore, ex-Cato, now leader of the Club for Growth PAC,
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the anti-union National Taxpayers Union, the Heritage Foundation, corporatist groups
such as Citizens for a Sound Economy and Citizens against Government Waste, former
Chamber of Commerce chief economist Richard Rahn, Arthur Laffer, and Grover
Norquist of Americans for Tax Reform.

These and others have banded together under an umbrella organization called the
“Center for Freedom and Prosperity.” Although this group has so far refused to reveal
its funding, it’s reasonable to assume that tax-evading companies and dishonest
wealthy people provide most of the support.

One might think from their usual public rhetoric that law and order would be
something ultra-conservatives would support. But that’s apparently not the case when it
comes to taxes. “A network of global tax police!” complains Dick Armey. “A display of
imperialism not seen since the collapse of the Soviet empire!” thunders Dan Mitchell of
the Heritage Foundation. “A Frenchman, for example, who parks some money in
Switzerland or the Cayman Islands . . . will find his bank there required to report his
holdings to the French government,” laments supply-sider Paul Craig Roberts.

One article on the Center for Freedom and Prosperity's pro-tax-evasion web site
explains “Why the War on Money Laundering is Counterproductive.” Another offers
“The Case for Swiss Bank Secrecy.” And still another worries about “the future of
offshore financial centres, such as Vanuatu™—a south Pacific tax haven also known for
its promotion of pay-per-view pornography scams on the Internet.

The conservative defense of tax havens may represent a backdoor way to try to get
the essence of what they want from the flat tax, namely a tax exemption for investment
income. At least for those with insufficient patriotism and enough investment income
to make it worth the trouble, a de-facto exemption for allegedly “foreign” investment
income would in the long run mean an exemption for all investment income. And that
would inevitably lead to higher taxes on the wages and other earnings of ordinary
American taxpayers.

Conclusion

Despite the obvious benefits to the vast majority of honest American taxpayers from
stopping tax evasion, the Bush administration has been trying to water down the
OECD’s crackdown on tax havens. In May, Treasury Secretary Paul O’Neill overruled his
tax policy staff and shockingly characterized the OECD’s anti-tax-haven effort as “not in
line with this administration’s tax and economic priorities.”

As a result of the Bush Administration’s backpedaling, a tentative agreement has
been reached between it and the other OECD countries to give tax havens extra time to
comply with OECD demands for fuller disclosure. In addition, tax havens that refuse to
comply will not face sanctions until at least April 2003, which is much later than
previously anticipated. And any sanctions apparently will be delayed indefinitely unless
and until all of the OECD’s 30 member countries have scrapped their own preferential
tax policies toward investment income—even though those policies may have nothing
to do with promoting tax evasion.



162

Such an astonishing reversal of long-standing U.S. policy against tax cheating,
reaffirmed by both the Reagan and Clinton administrations, would be a terrible
mistake. We hope that your hearing will help focus public attention on the injustice to
average taxpayers that failure to curb tax haven abuses would entail.

Sincerely,

Ve
Robert S. Mcintyre
Director
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Dear Sirs:

The United States Council for International Business (USCIB) is grateful for the opportunity
to present this statement to the U.S. Senate’s Permanent Subcommittee on Investigations
with regard to the OECD’s project on Harmful Tax Competition (HTC).

The USCIB advances the global interests of American business both at home and abroad. It
is the American affiliate of the International Chamber of Commerce {ICC), the Business and
Industry Advisory committee (BIAC) to the OFCD, and the International Organisation of
Employers ({0E). As such, it officially represents U.S. business positions in the main
intergovernmental bodies, and vis-a-vis foreign business and their governments.

The USCIB addresses a broad range of policy issues with the objective of promoting an
open system of world trade, finance and investment in which business can flourish and
contribute to economic growth, human welfare, and protection of the environment.

The USCIB formulates its various positions in over forty committees and in other working
groups, composed of corporate and other experts drawn from its membership of 300
multinational corporations, service companies, law firms, and business associations. It
advocates these positions to the US. Government and to such intergovernmental
organizations as the OECD, ILO and other bodies of the UN system with which its
international affiliates have official consultative status on behalf of world business.

In addition to our participation in the activities of BIAC (the undersigned is a committee
chalr), the USCIB Taxation Committee has been engaged for over two years in consultations
with representatives of the U.S. Treasury Department (Treasury) concerning the role of the
US. in the HTC project. We strongly criticized the HTC project to Treasury at the outset,
because the initial approach embodied in the HTC report seemed to us to be dictating tax
policy and encouraging tax harmonization, while, at the same time, attempting to eradicate
various legitimate tax planning opportunities available to the multinational business
community.

Since then, we have continued to counsel Treasury to use its best efforts to change the
focus of the project to deal solely with transparency and information exchange primarily
aimed at eliminating, to the extent possible, illegal activities, both criminal and civil. We
strongly believe that such a refocus would be much more successful in attacking,
prosecuting, and uitimately minimizing tax fraud and evasion.

DCDBO1 20527598.2 071201 0941E 01770435
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We fully appreciate that a responsibly administered information exchange program can also
assist various tax authorities in carrying out their audit functions, and the U.S. business
community does not object to such use of information exchanges. Although the U.S.
business community accepts the need for responsible and legitimate information exchanges,
we are concerned that such activity not lead to burdensome or illegal “fishing expeditions.”

Although we have not yet seen an official statement of position from the OECD on the HTC
project arising out of its June 2001 meeting, we are hopeful that our concerns have been
addressed in a constructive manner. The U.S. business community has informally advised
Treasury that it would be supportive of the project if it focused solely on the encouragement
of appropriate transparency in tax systems throughout the world (both member and non-
member countries) as well as the development of appropriate exchange of information
regimes, to be established by way of bilateral treaty arrangements.

We would like to call your attention to the May 10, 2001 public statement by Treasury
Secretary O’Neill on the OECD Harmful Tax Competition Project. As set forth in this letter, on
the issue of information exchange in the context of this OECD project, the position of the
USCIB is consistent with that of the Secretary, and, therefore, we very strongly support his
approach.

* k *k *k ok

Thank you again for the opportunity to present this statement. We are very appreciative.

Respectfully submitted,

Richard M. Hammer
International Tax Counsel

DCDBO! 20527598.2 071201 0941E 01770435
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Senate Permanent Subcommittee
On Investigations

EXHIBIT# 292

CURRENT STATUS OF OECD’S HARMFUL TAX PRACTICES INITIATIVE
A statement by the Chairman of the OECD’s Comumittee on Fiscal Affairs
Mr. Gabriel Makhlouf

Introduction

Today the OECD Council agreed to release a report which provides an update on the current
status of the OECD’s project on harmful tax practices and clarifies the aims and scope of the project.

Before getting into the details I want to emphasise that OECD countries are committed to
ensuring that there is a genuine dialogue between them and the jurisdictions identified in the OECD’s 2000
Report as well as the jurisdictions that made commitments prior to the release of the 2000 Report. We are
convinced that with the enhancements to the OECD project set out in the 2001 Report, which take account
of the extensive and constructive dialogue we have had with the jurisdictions over the last 12 months, it
will be possible for all jurisdictions to make the commitments we are now looking for.

Background

1. The OECD's project on counteracting harmful tax practices is part of a wider initiative of
Member countries to promote good governance in a globalised economy. Globalisation has enormous
potential to improve living standards around the world. But it also brings risks, including the risk of
abuses of the free market system, which could have a negative impact on the world economy and its people
by distorting the free flow of capital and undermining the ability of governments to finance the legitimate
expectations of their citizens for publicly provided goods and services. Unfair tax practices which attract
financial services and highly mobile activities can be exploited by tax evaders and therefore can erode a
country's tax base, shift the tax burden from dishonest to honest (and generally poorer) taxpayers and
distort decisions on where to locate econornic activities.

2. The OECD project is intended to counteract such practices. The focus of the project is on
geographically mobile activities, including financial and other services, given that the risks posed to
governments are greater with respect to these activities than in others.

3. By providing a framework within which all countries - large and small, rich and poor, OECD and
non-OECD - can work together to eliminate harmful tax practices, the OECD seeks to promote tax
competition that wiil achieve the overall aims of the OECD to foster economic growth and development
world-wide. The OECD project does not seek to dictate to any country what its tax rates should be, or how
its tax system should be structured. It also does not seek to hinder enterprises in carrying out their normal
business or to threaten the privacy of taxpayers. It seeks to encourage an environment in which transparent
and fair tax competition can take place.

4 It was with this objective in view, that the OECD published a report in 1998 entitled "Harmfi!
Tax Competition: An Emerging Global Issue (the “1998 Report”), which amongst other things, developed
criteria to identify the harmful aspects of a particular regime or jurisdiction.

5. The 1998 Report was followed by a report in June 2000 entitled “Towards Global Tax Co-
Operation: Progress in Identifying and Eliminating Harmful Tax Practices (the "2000 Report ”). That
report:
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—  [dentified 47 potentially harmful preferential tax regimes in OECD Member countries.
— Listed 35 jurisdictions found to meet the tax haven criteria.
—  Proposed a process whereby tax havens could commit to eliminate harmful tax practices.

— Made proposals for associating non-member economies with the harmful tax practices
project.

—  Proposed elements of a possible framework of co-ordinated defensive measures designed to
counteract the erosive effects of harmful tax practices.

6. Already today the OECD has had considerable success in its dialogue with offshore jurisdictions
Eleven jurisdictions — Aruba, Bahrain, Bermuda, Cayman Islands, Cyprus, Isle of Man, Malta, Mauritius,
Netherlands Antilles, San Marino and Seychelles - have committed fo eliminate their harmful tax practices.
And these jurisdictions are working with us to develop a new legal instrument on Exchange of Information
(in fact they are meeting with OECD in Paris this week). Tonga has taken steps to eliminate its harmful
tax practices and no longer meets the tax haven criteria.

Modifications to the Tax Haven Work

7. Several jurisdictions interested in making commitments raised concerns about the commitment
process, including concerns regarding the transparency of the process and the need for greater detail
regarding the harmful features to be eliminated. In November 2000, the OECD responded to these
concerns by establishing an alternative process that set out in greater detail the terms of the commitments
sought and a proposed timetable for implementation, and by providing for the publication of the details of
any future commitments.

8. In response to concerns regarding the application of the no substantial activities criterion to tax
havens, the application of a framework of co-ordinated defensive measures to tax havens as of 31 July
2001 and the timeframe for developing implementation plans, we have agreed today on the following
modifications to the project:

e The commitments from tax havens will be sought only with respect to the transparency and
effective exchange of information criteria to determine which jurisdictions are considered as
uncooperative tax havens. Member countries would, however, welcome the removal by tax
havens of practices implicated by the no substantial activities criterion insofar as they inhibit
fair competition.

e The potential framework of co-ordinated defensive measures would not apply to
uncooperative tax havens any earlier than it would apply to OECD Member countries.
OECD Members retain the sovereign right to apply, or not to apply, any defensive measures
as appropriate, either within or outside a framework of co-ordinated defensive measures

e In the light of these developments and given the number of ongoing discussions with
jurisdictions on the conclusion of commitments, it was not feasible to maintain the 31% July
2001 deadline for producing a list of uncooperative tax havens. Jurisdictions will now have
until the 28" February 2002 to make a commitment. Jurisdictions that meet the deadline will
not be included in the list of uncooperative tax havens, which will be issued once the CFA
has reviewed the outcome of the commitment process.
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ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT

Pursuant to Article 1 of the Convention signed in Paris on 14th December 1960, and which came
into force on 30th September 1961, the Organisation for Economic Co-operation and Development
(OECD) shall promote policies designed:

e to achieve the highest sustainable economic growth and employment and a rising standard of

living in Member countries, while maintaining financia} stability, and thus to contribute to the
development of the world economy;

e to contribute to sound economic expansion in Member as well as non-member countries in
the process of economic development; and

s to contribute to the expansion of world trade on a multilateral, non-discriminatory basis in

accordance with international obligations.

The original Member countries of the OECD are Austria, Belgium, Canada, Denmark, France,
Germany, Greece, Iceland, Ireland, Italy, Luxembourg, the Netherlands, Norway, Portugal, Spain, Sweden,
Switzerland, Turkey, the United Kingdom and the United States. The following countries became
Members subsequently through accession at the dates indicated hereafter: Japan (28th April 1964), Finland
(28th January 1969), Australia (7th June 1971), New Zealand (29th May 1973), Mexico (18th May 1994),
the Czech Republic (21st December 1995), Hungary (7th May 1996), Poland (22nd November 1996),
Korea (12th December 1996) and Slovak Republic (14th December 2000). The Commission of the
European Communities takes part in the work of the OECD (Article 13 of the OECD Convention).

This Report was declassified by the OECD Council on 14™ November 2001.

Disponible en frangais sous le titre :

PROJET DE L' OCDE SUR LES PRATIQUES FISALES DOMMAGEABLES: RAPPORT D'ETAPE 2001
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THE OECD’S PROJECT ON HARMFUL TAX PRACTICES: THE 2001 PROGRESS REPORT'

L INTRODUCTION

1. The more open and competitive environment of the last decades has had many positive effects on
tax systems, including the reduction of tax rates and broadening of tax bases which have characterized tax
reforms over the last 15 years. In part these developments can be seen as a result of competitive forces
which have encouraged countries to make their tax systems more attractive to investors. In addition to
lowering overall tax rates, a competitive environment can promote greater efficiency in government
expenditure programs.

2. However, some tax and related practices are anti-competitive and can undercut the gains that tax
competition generates. This can occur when governments introduce practices designed to encourage
noncompliance with the tax laws of other countries. Many countries have put in place measures to prevent
the erosion of their tax bases. Such measures often increase the complexity of their tax systems and put
greater burdens and costs on tax administrations as well as on compliant taxpayers. Ultimately, taxpayer
confidence in the integrity and fairness of the tax system, and in government in general, declines as honest
taxpayers feel that they shoulder a greater share of the tax burden and that government cannot effectively
enforce its own tax laws. Harmful tax practices also distort financial and, indirectly, real investment flows.
Furthermore, such practices undermine the ability of each country to decide for itself the allocation of tax
burden among mobile and less mobile tax bases, such as labor, property and consumption.

3. By providing a framework within which countries -- large and small, rich and poor, OECD and
non-OECD -- can work together to eliminate harmful tax practices, the OECD seeks to promote tax
competition that will achieve the overall aims of the OECD to foster economic growth and development
world-wide. The OECD project does not seek to dictate to any country what its tax rate should be, or how
its tax system should be structured. It seeks to encourage an environment in which free and fair tax
competition can take place.

4. It was with this objective in view, that the OECD Member countries published the report in 1998
entitled "Harmfil Tax Competition: An Emerging Global Issue"” (the 1998 Report”). That report focused
on geographically mobile activities, such as financial and other service activities, including the provision
of intangibles. It developed criteria to identify the harmful aspects of a particular regime or jurisdiction.
In particular, it focused on factors that could cause harm by undermining the integrity and faimess of tax
systems. Thus, it focused on four criteria in particular:

e No or nominal taxes in the case of tax havens and no or low effective tax rates on the relevant
income in the case of preferential regimes,

e Lack of effective exchange of information,

I. Belgium and Portugal abstain from this Report. Luxembourg recalls its abstention to the 1998 Report,
"Harmful Tax Competition: An Emerging Global Issue,” which also applies to the present Report and
regrets that the 2001 progress report is further away from the goal of combating harmful tax competition
with respect to the location of economic activities. In addition, Switzerland notes that its 1998 abstention
applies to any follow up work undertaken since 1998.
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e Lack of transparency, and

e No substantial activities, in the case of tax havens, and ring fencing, in the case of preferential
regimes.

The first factor - no or nominal taxes in the case of tax havens and no or low effective tax rates on the
relevant income in the case of preferential regimes -- is a gateway criterion to determine those situations in
which an analysis of the other criteria is necessary.

S. Effective exchange of information enables govermnments to ensure that their own tax laws are
being complied with, particularly where cross-border transactions are involved. Globalisation of the
economy has had the side effect of opening up new ways in which companies and individuals can avoid
taxes that are legally due. As the level of taxpayers’ activities outside national borders expands,
governments cannot always rely on domestic sources of information to enforce their tax laws. Exchange of
information between tax authorities is widely recognised as an effective means of deterring and
discovering non-compliance in cross-border transactions. Both the OECD and United Nations model tax
conventions include a provision that permits tax authorities to exchange information. Over 225 treaties
between OECD Member countries and over 1,500 treaties world-wide are based on these model treaties.
In addition, detailed provisions for exchange of information were developed jointly by the OECD and the
Council of Europe in the Convention on Mutual Administrative Assistance in Tax Matters. The Inter-
American Center of Tax Administrations (CIAT) has also developed a model exchange of information
agreement. Other countries have developed similar models. All of these agreements recognise that where
effective exchange of information is present, a country’s ability to enforce its own tax rules is enhanced.

6. The transparency criterion is concerned with ensuring that 1) laws are applied on an open and
consistent basis among similarly situated taxpayers, and 2) information needed by tax authorities to
determine a taxpayer's situation is in place. Lack of transparency can make it difficult, if not impossible,
for tax authorities to apply their laws effectively and fairly. “Secret” rulings, negotiated tax rates, or other
practices that fail to apply the law in an open and uniform way are examples of lack of transparency. Lack
of transparency is also present if there is inadequate regulatory supervision or if the government does not
have legal access to financial records. Taxpayers as well as the governments of other countries have an
interest in knowing how the laws of a particular country are applied and that they are being applied in a
consistent and fair manner.

7. The no substantial activities criterion was included in the 1998 Report as a criterion for
identifying tax havens because the lack of such activities suggests that a jurisdiction may be attempting to
attract investment and transactions that are purely tax driven. It may also indicate that a jurisdiction does
not (or cannot) provide a legal or commercial environment that would attract substantive business activities
in the absence of the tax minimising opportunities it provides.

8. In the case of jurisdictions that offer preferential regimes, the 1998 Report includes as a factor
whether a country insulates its core tax base from the effects of providing a preference. For example, if a
country offering a preferential regime denies that regime to resident taxpayers or domestic activities, it is
not willing to bear the costs in lost revenues with respect to its own tax system. Such regimes are said to
be "ring fenced".

9. The Report also provides eight additional factors which can assist in identifying harmful
preferential tax regimes.
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10. The 1998 Report was followed by a progress report in June 2000 entitled “Towards Global Tax
Co-Operation: Progress in Identifving and Eliminating Harmful Tax Practices (the "2000 Report”). That
report outlined the progress made by the Forum on Harmful Tax Practices in its work. In addition, the
Report:

e [dentified 47 potentially harmful preferential tax regimes in OECD Member countries.
e Listed 35 jurisdictions found to meet the tax haven criteria.

e Proposed a process whereby tax havens could commit to eliminate harmful tax practices.
Those jurisdictions that make such a commitment are referred to in this Report as
"committed jurisdictions.”

e Made proposals for associating non-member economies with the harmful tax practices
project.

e Proposed elements of a possible framework of co-ordinated defensive measures designed to
counteract the erosive effects of harmful tax practices.

11, The 1998 Report envisioned three parts to the harmful tax practices work: Member country
preferential regimes, tax havens and non-member economies. This progress report focuses primarily on
the tax haven work in accordance with the mandate of the 2000 Report’.

I MEMBER COUNTRY WORK

12. At the present time, the work with Member countries is focused on developing several
application notes. The application notes will assist Member countries in determining whether preferential
regimes are, or could be applied to be, harmful and in determining how to remove the harmful features of
such regimes. The 1998 Report and the 2000 Report envisaged an appropriate balance between the
Member country, non-member economy, and tax haven work. In the light of the modifications in Chapter
1V, the Committee will determine this issue in the context of its work relating to preferential tax regimes
taking into account the application notes including those relating to ring fencing. Future reports will focus
on progress on this work.

13. The Committee recognises the importance of involving the business community in the
development of the application notes. For this reason, the Comumittee regularly consults the Business and
Industry Advisory Committee (BIAC). BIAC has established a liaison group to work closely with Member
countries in taking forward this work.

2. The 2000 Report was accompanied by a Council recommendation.
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11 NON-MEMBER ECONOMY WORK

14, As regards the work with non-OECD countries, the 2000 Report stressed the need to "encourage
non-member economies to associate themselves with the 1998 Report®. The Forum is actively pursuing
this mandate and has had discussions with several non-member economies in Asia and in Latin America.
Mutltilateral regional meetings with non-member countries in Africa, Asia and South America have also
been held in conjunction with the Southern African Development Community, the Asian Development
Bank, and the Inter-American Center of Tax Administrations (CIAT). An international sympaosium was
also held in Paris in June 2000, co-hosted by France. It was attended by 27 OECD Member countries and
29 non-member economies, along with the IMF, World Bank, Commeonwealth Secretariat and four tax
organisations. Ministers and senior officials discussed the global implications of harmful tax practices and
support for a global drive to address harmful tax practices came from a wide range of countries.

15. In September 2001, the OECD hosted another meeting on harmful tax practices under the
auspices of the Global Forum. This meeting brought together OECD Members, committed jurisdictions
and non-member economies. The meeting considered the experiences of GECD Member and non-member
countries with harmful tax practices, effective exchange of information, certain draft application notes, and
the process under which non-member economies can agsociate themselves with the harmful tax practices
work.

Iv. TAX HAVEN WORK

16. Part (b} of the 1998 Report describes four key factors to determine whether a jurisdiction is a
tax haven. The first is that the jurisdiction imposes no or only nominal taxes. The no or nominal tax
criterion is not sufficient, by itself, to result in characterisation as a tax haven. The OBCD recognises that
every jurisdiction has a right to determine whether to impose direct taxes and, if so, to detemine 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 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 a lack of transparency.

*  Whether there is an absence of a requirement that the activity be substantial, which would
suggest that a jorisdiction may be attempting to attract investment or transactions that are
purely tax driven.

7. Beginning in 1998, the Forum entered into discussions with 47 jurisdictions. These jurisdictions
were invited to submit information to assist the Forum in its determination of whether they met the tax
haven criteria. Most jurisdictions participated in the review process through bilateral or multilateral
contacts. The Committee concluded that six jurisdictions did not meet the tax haven criteria. In addition,
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another six jurisdictions - Bermuda, Cayman [slands, Cyprus, Malta, Mauritius and San Marino -- were
not included in the 2000 Report because, prior to its release, they committed to eliminate their harmful tax
practices. It should be noted that several of these jurisdictions currently do not impose direct taxes and
need not do so to fulfil their commitments. The Report was clear that its identification of jurisdictions as
tax havens reflected the technical conclusions of the Committee based upon the criteria set out in the 1998
Report and was not intended to be the basis for the application of a possible framework of co-ordinated
defensive measures. The Council instructed the Committee to take forward an active dialogue with the
jurisdictions listed in the 2000 Report with a view to obtaining the commitment of the jurisdictions to
eliminate harmful tax practices in accordance with the principles of the 1998 Report. ?

Progress in the Commitment Discussions

18. The Forum has engaged in an extensive dialogue with the tax havens listed in the 2000 Report
through bilateral and multilateral discussions. These discussions have resulted in additional commitments.
The discussions also have greatly improved the understanding of the jurisdictions regarding the objectives
of the harmful tax practices work. Almost all of the jurisdictions have indicated in discussions that they
agree with the broad principles underlying the harmful tax practices project.

19. A number of multilateral discussions have also occurred since the issuance of the 2000 Report. A
joint OECD-Commonwealth meeting was hosted by Barbados in January 2001 under the Chairmanship of
the Prime Minister of Barbados. That conference had over 160 participants from 13 OECD countries, 13
Commonwealth Caribbean jurisdictions, 5 Pacific Commonwealth Islands, 8 other Commonwealth non-
OECD countries®, as well as the International Monetary Fund, the World Bank, the Inter-American
Development Bank, the Inter-American Center of Tax Administrations (CIAT), the Caribbean Community
(CARICOM), the Caribbean Development Bank and the Pacific Islands Forum. A conference for the
Pacific region was hosted in Japan in February 2001. That conference was co-sponsored with the Pacific
Islands Forum (PIF) and was attended by 13 PIF members and 8 OECD Members®, the Asian
Development Bank, the World Bank, the International Monetary Fund and the Commonwealth Secretariat.
A joint OECD-Pacific Islands Forum meeting was held with South Pacific Island jurisdictions in Fiji in
April of 2001. That conference was attended by PIF Members and OECD Member countries as well as the

3. The United Kingdom confirms that it will remain responsible for any international obligations arising from
any international fiscal treaties, agreements or commitments which affect its Overseas Territories or Crown
Dependencies within the framework of the OECD Harmful Tax Practices initiative, including any that may
be necessary to fulfil commitments entered into by those Overseas Territories or Crown Dependencies.

4. The 13 OECD countries were: Australia, Canada, Czech Republic, France, Genmany, Ireland, Italy, Japan,
Mexico, Netherlands, Sweden, the United Kingdom and the United States. The 13 Commonwealth
Caribbean jurisdictions were: Anguilla, Antigua and Barbuda, The Bahamas, Barbados, Belize, British
Virgin Istands, Cayman Islands, Dominica, Grenada, St. Kitts and Nevis, St. Lucia, St. Vincent and the
Grenadines and Turks & Caicos Islands. The 5 Pacific Commonwealth Islands were: The Cook Islands,
Niue, Seychelles, Tonga and Vanuatu. The eight other Commonwealth non-OECD countries were: Brunei
Darussalam, Cyprus, Jamaica, Malaysia, Malta, Mauritius, Namibia, and Singapore.

5. The PIF members were: Cook Islands, Fiji, Republic of Marshall Islands, Federated States of Micronesia,
Nauru, Niue, Palau, Papua New Guinea, Samoa, Solomon Islands, Tonga, Tuvalu, and Vanuat. The
OECD Members were Australia, Canada, France, Japan, Korea, New Zealand, Norway and the United
Kingdom. Australia and New Zealand are also PIF Members.
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PIF and OECD Secretariats. A meeting among jurisdictions from Furope, the Middle Fast, and OECD
Member countries was held in Paris in February 2001°.

20, As a resuit of the meeting held in Barbados, a Joint Working Group co-chaired by Australia and
Barbados was established, The OECD Members of the group include Australia, France, Ireland, Japan, the
Netherlands and the United Kingdom. The non-OECD jurisdictions include Antigua and Barbuda,
Barbados, the British Virgin Islands, the Cook Islands, Malaysia, Malta, and Vanuatu, The Joint Working
Group was given a remit to find a mutually acceptable political process by which commitments could be
made and to examine how to continue the dialogue begun in Barbados. Meetings of the Joint Working
Group took place in London in January 2001 and in Paris in March 2001,

21. Discussions have been held with all 35 jurisdictions listed in the 2000 Report. These discussions
are continuing on either a bilateral or multilateral basis. Many of the jurisdictions have substantially
advanced towards making a commitment and the OECD looks forward to receiving their commitments in
the near future.

22. Since the issnance of the 2000 Report, 5 jurisdictions have made commitments to eliminate
harmful tax practices. They are Aruba, Bahrain, the Isle of Man, the Netherlands Antilles, and the
Seychelles. These jurisdictions are now considered committed jurisdictions. Thus, there are now 11
committed jurisdictions. In addition, Tonga has recently made legislative changes and taken administrative
actions to address those areas that led to its identification by the OECD in June 2000 as a tax haven and
therefore will not be considered for inclusion in any list of uncooperative jurisdictions.

Modifications to the Tax Haven Work

23. The dialogue between the OECD Members and the tax haven jurisdictions has resulted in the
OECD having a better understanding of the concemns of the jurisdictions regarding the commitment
process and participation in the harmful tax practices work. Since the inception of the harmful tax
practices project, the Committee has sought to operate through a co-operative process.

24. Several jurisdictions interested in making commitments raised concerns about the commitment
process, including concerns regarding the transparency of the process and the need for greater detail
regarding the harmful features to be eliminated.

25. The OECD Members responded to these concerns by establishing an altemative process that set
out in greater detail the terms of the commitments sought, a proposed timetable for implementation and by
providing for the publication of the details of any future commitments.

26. Some Member countries, as well as some tax havens, have expressed concemns regarding the
application of the no substantial activities criterion, the application of a framework of co-ordinated
defensive measures to tax havens as of 31 July 2001 and the timeframe for developing implementation
plans.

6. The participants were 12 non-OECD jurisdictions {Andorra, Babrain, Cayman Islands, Cyprus, Gibraltar-
Overseas Territory of the United Kingdom, Guemsey-Dependence of the British Crown, Isle of Man-
Dependency of the British Crown, Jersey-Dependency of the British Crown, Liechtenstein, Malta, Monaco
and San Marino) and 14 OECD Member countries (Australia, Belgium, Canada, France, Germany, Greece,
[reland, Ttaly, Japan, Netherlands, Norway, Poland, the United Kingdom and the United States). In
addition, the OECD Secretariat, the European Commission and the international Monetary Fund were also
present.
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27. The 1998 Report indicates that the lack of substantial activities is one of the criteria to be applied
in identifying a jurisdiction as a tax haven. However, the determination of whether local activities are
sufficiently substantial is difficult, as was anticipated in paragraph 55 of the 1998 Report. Consequently,
in interpreting the no substantial activities criterion, the Forum sought to determine whether there were
factors that discouraged substantial domestic activities. In the light of the discussions with the
jurisdictions, the Committee concluded that it should not use this method to determine whether or not a tax
haven is uncooperative.

28. Thus, the Committee has decided that commitments will be sought only with respect to the
transparency and effective exchange of information criteria to determine which jurisdictions are considered
as uncooperative tax havens. In applying the transparency and exchange of information criteria many
factors are relevant, including a relaxed regulatory framework, which reduces transparency and makes it
less likely that the information needed for effective exchange of information will be available. The Forum
will continue to examine all factors affecting the ability of a jurisdiction to engage in effective exchange of
information.

29. The jurisdictions that have made commitments prior to the issuance of this report will be
informed that they can choose to review their commitments in respect of the no substantial activity
criterion.

30. Member countries would welcome the removal by tax havens of practices implicated by the no
substantial activities criterion insofar as they inhibit fair competition.

31 Some Member countries, as well as some tax havens, have expressed concern over the lack of
symmetry in the timing of the potential application of a framework of co-ordinated defensive measures to
Member countries and tax havens. While the 1998 Report anticipated the potential need for such measures,
it did not set a time for their application. The 2000 Report provided that the co-ordination of the defensive
measures would not be implemented prior to 31 July 2001.

32. The Committee recognises that the potential application of a framework of co-ordinated
defensive measures to tax havens prior to their potential application to OECD Member countries raises
concems regarding a level playing field between Member countries and tax havens. Therefore, the
Committee agreed that a potential framework of co-ordinated defensive measures would not apply to
uncooperative tax havens any earlier than it would apply to OECD Member countries with harmful
preferential regimes. Each OECD Member country retains the sovereign right to apply or not apply any
defensive measures as appropriate, either within or outside a framework of co-ordinated defensive
measures.

33. In the light of the above developments and given the number of ongoing discussions with
jurisdictions on the conclusion of commitments, the Committee has decided that the time for making
commitments will be extended to 28 February 2002. Such an approach is in accord with the aim of the
2000 Report to “establish a co-operative process to promote the elimination of harmful tax practices in
jurisdictions identified in the 2000 Report...”. The objective of the tax haven work remains to obtain
commitments from as many of the jurisdictions as possible. The modifications to the work contained in this
Report are likely to facilitate this process by promoting an inclusive and constructive approach which
emphasises the benefits of the initiative, including the opportunities for technical and capacity building
assistance which OECD Member countries commit themselves to provide to jurisdictions who commit to
the process. If all jurisdictions make a commitment prior to 28 February 2002, it will not be necessary to
issue a list differentiating between those jurisdictions that have made a commitment and those that have
not.
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34, In order to ensure that jurisdictions that have made commitments bave sufficient time to develop
implementation plans, the Committee has decided to extend the time for developing implementation plans
from six months after the date of making the commitment to twelve months after the date of making the
comnmiitment.

35. These modifications do not affect the application of the 1998 and 2000 Reports to Member
countries and non-member ecopomies. In addition, the factors in the 1998 Report used to identify tax
havens remain unchanged.

Commitments to Transparency and Effective Exchange of Information

36. A jutisdiction will not be considered uncooperative if, by 28 February 2002, it commits to
transparency and effective exchange of information, as discussed in paragraphs 37 and 38.

37. By committing to transparency, a jurisdiction agrees that there will be no non-transparent features
of its tax system, such as rules that depart from established laws and practices within the jurisdiction,
“secret” tax rulings or the ability of persons to "negotiate” the rate of tax to be applied. Transparency also
requires financial accounts to be drawn up in accordance with generally aceepted accounting standards and
that such accounts either be audited or filed. Exceptions to this standard may be warranted where the
transactions of an entity are de minimis or the entity is engaged solely in local activities and does not have
foreign ownership, beneficiaries, management or other involvement. A committing jurisdiction also agrees
that its governmental authorities should have access to beneficial ownership information regarding the
ownership of all types of entities and to bank information that may be relevant to criminal and civil fax
matters. The information to be maintained to meet the transparency criterion should be available for
exchange pursuant to legal mechanisms for exchange of information as described below.

38. By committing to effective exchange of information, a jurisdiction agrees to establish a
mechanism for the effective exchange of information that includes the following elements, The
commitment ensures that there is a legal mechanism in place that allows information to be given to a tax
authority of another country in response to a request for information that may be relevant fo a specific tax
inquiry. An essential element of effective exchange of information is the implementation of appropriate
safeguards to ensure that the information obtained and provided is used only for the purposes for which it
was sought. The adequate protection of taxpayers’ rights and the confidentiality of their tax affairs is
essential to preserving the integrity and effectiveness of exchange of information programmes. The OECD
Member countries have agreed to provide technical assistance to establish such safeguards and more
generally, to assist in the implementation of exchange of information programmes in the jurisdictions. In
the case of information requested for the investigation and prosecution of a criminal tax matter, the
information should be provided without a requirement that the conduct being investigated would constitute
a crime under the laws of the requested jurisdiction if it occurred in that jurisdiction. In the case of
information requested in the context of a civil tax matter, the requested jurisdiction should provide
information without regard to whether or not the requested jurisdiction has an interest in obtaining the
information for its own domestic tax purposes. The committing jurisdiction is also asked to agree that it
will have administrative practices in place so that the legal mechanism for exchange of information will
function effectively and can be monitored. The committed jurisdictions have been invited to work with
OECD Members to develop an exchange of information instrument that could be used to satisfy their
commitments.  This work is described more fully in the section on Implementation of Commitments,
below.
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Impl ation of Commitments

39. Each committed jurisdiction has agreed to develop together with the Forum a plan (an
"implementation plan") describing the manner in which it intends to achieve its commitment to eliminate
harmful tax practices by 31 December 2005. This is the date set in the 1998 Report for Member countries
to remove the benefits to taxpayers benefiting on 31 December 2000 from any harmful preferential
regimes, and is approximately 2-1/2 years afier the main deadline by which Member couniries have
committed to remove the harmful features of their harmful preferential tax regimes.

40. Implementation plan discussions have been held with all of the advance commitment
jurisdictions and will begin soon with those jurisdictions that have committed since the issuance of the
2000 Report. The Committee has decided that implementation plans should be completed within twelve
months {rather than within six months) of making the commitment to ensure that committed jurisdictions
have sufficient time to undertake those changes that are necessary to eliminate harmful tax practices by 31
December 2005.

41. A key component of the commitments is to establish 2 programme of effective exchange of
information. As foreseen in the 2000 Report, a collaborative process has been established between OECD
Member countries and the committed jurisdictions to achieve that goal. The committed jurisdictions were
invited in September 2000 to join a working group of OECD Member countries in the development of an
instrument for effective exchange of information. The group has met twice in Paris and once in Malta and
is holding a fourth meeting in Paris on 12-16 November 2001, The meetings of the working group are
jointly chaired by the Netherlands and Malta.

42, The group has focused its discussions on developing an instrument that would provide a legal
framework for effective exchange of information and at the same time would adequately protect the
confidentiality of taxpayer information and prevent use of the information for unauthorized purposes. The
group has considered the types of information that should be available for exchange and the means by
which the information could be obtained. Considering the importance of the work on exchange of
information, the Committee encourages the group to continue to advance its work.

43. The Committee recognises the importance of working co-operatively with jurisdictions. To
further involve committed jurisdictions in the harmful tax practices work, committed jurisdictions will be
invited 1o provide input into the development of relevant application notes. Committed jurisdictions aiso
will be invited to participate in events organised under the auspices of the Global Forum that relate to their
commitment. In this connection, committed jurisdictions participated in a meeting on harmful tax
practices held in September 2001,

Assisting Committed Jurisdictions

44, The Council has instructed the Committee to work with interested international and bilateral
assistance agencies to assist committed jurisdictions to fulfil their commitments and to work with these
jurisdictions during the transitional period to support their economies as they move away from harmful tax
practices.

45, Some jurisdictions have indicated concerns about their administrative capacity to meet their
commitments. OECD Member countries will offer, through the OECD and other organisations, specific
assistance in strengthening and improving the design of the administrative capacities of those jurisdictions
that require it.
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46. The Committee has also explored with the Development Assistance Committee the forms of
assistance that may be appropriate to help committed jurisdictions further develop their economies as they
move to eliminate harmful tax practices. Other international organisations and development banks, such as
the World Bank, have also offered to assist in this effort. OECD Member countries will continue to
examine how their assistance programmes can, on a bilateral basis, be re-targeted to assist committed
jurisdictions and to encourage international organisations to take into account the special needs of
committed jurisdictions in the design of multilateral assistance programmes.

V. FRAMEWORK OF CO-ORDINATED DEFENSIVE MEASURES

47. To mitigate the impact of harmful tax practices a variety of measures are currently used by
OECD Member countries and non-member economies. The 1998 Report noted that there are limits to the
effectiveness of such measures when they are applied on a unilateral or bilateral basis to a problem that is
inherently global in nature. The 1998 Report examines how the measures that are already in place, and any
appropriate new measures, can be co-ordinated in a way that will enable countries to more effectively
support each other’s efforts to protect themselves from harmful tax practices. Thus, a framework of co-
ordinated defensive measures is a means by which countries with similar concerns can support each other’s
efforts to counter the effects of harmful tax practices. It would address the global nature of harmful tax
practices and allow each individual country’s defensive measures to be applied in the most effective
manner. A framework of co-ordinated defensive measures also serves to protect the competitive position of
those jurisdictions that have eliminated harmful tax practices with respect to jurisdictions that have not
committed to do the same. Each individual Member country has the right to implement the measures it
deems necessary to counteract harmful tax practices.

48. In the design of a framework of co-ordinated defensive measures, the Committee will be guided
by several considerations:

e A framework of co-ordinated defensive measures should be proportionate and targeted at
neutralising the deleterious effects of harmful tax practices.

e The adoption of defensive measures is at the discretion of individual countries.

e Each country is free to choose to enforce defensive measures in a manner that is
proportionate and prioritised according to the degree of harm that a particular practice has the
potential to inflict.

49. Although the Committee believes that a framework of co-ordinated defensive measures can help
mitigate the impact of the erosive effects of harmful tax practices and ensure against their spread, it
strongly prefers an approach that promotes change through dialogue and consensus.
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hanges on several fronts,

if implemented, would lim-

it bank secrecy and require

the exchange of tax infor-

mation—significant steps
in combating tax evasion in the inter-
national context that would lead to
major restructuring of the interna-
tional financial system. The Organiza-
tion for Economic Cooperation and
Development (OECD) has proposed
changes in potentially harmful prefer-
ential tax regimes in OECD member
states, and in the operation of tax
havens {both offshore and onshore) in
member and non-member states. The
European Union (EU} has proposed
the automatic exchange of informa-
tion about cross-border interest pay-
ments within the EU received by
individuals. And the IRS recently pro-
posed regulations that could result in
the exchange of information by the
U.S. with tax-treaty partners about
interest earned by nonresident aliens
on bank deposits in the U.S.

Part | of this article (below) cov-
ers the major developments up to the
OECD’s issuance on November 24,
2000, of the Framework for a Col-
lective Memorandum of Under-
standing on Eliminating Harmful Tax
Practices. Part 2 in the May issue will
pick up with the November 2000
framework and recent initiatives in

Brazil and Mexico.
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Tax Evasion on

Cross-Border Interest Income

Tax evasion on cross-border income
payments, especially interest income,
has traditionally been facilitated and
encouraged by the international finan-
cial system, which permits individu-
als and corporate entities to place
deposits in offshore and onshore finan-
cial centers tax free. These financial
centers (“source country”) do not
impose withholding tax on such cross-
border interest payments and they pro-
vide confidentiality (including bank
secrecy) by not exchanging tax infor-
mation with the residence country of
the depositor/investor (“residence
country”). This permits capital flight
and tax evasion, and contributed to
the international debt crisis and the
Mexican and Russian financial crises.?
Such capital flight can be intensified
by electronic technology. The capital
flight issue has been highlighted by
recent allegations that several promi-
nent foreign government leaders, and
some of their relatives, had secret bank
accounts abroad.3

OECD Information—

Exch R

Jn 1997, the OECD, in a profoundly sig-
nificant but hardly noticed action, sig-
naled that it was going to confront

the issue of tax evasion on

cross-bor-

der income flows, and recommended
measures that would result in the taxa-
tion of such income. The OECD issued
two Recommendations intended to
combat tax evasion in the internation-
al context: (1) the Recommendation on
the Use of Tax Identification Numbers
in an International Context (“TIN Rec-
ommendation”) and (2) the Recom-
mendation on the Use of the Revised
Standard OECD Magnetic Format for
Automatic Exchange of Information
(“Magnetic Format Recommenda-
tion”).4
In the TIN Recommendation, the
more significant of the two, the OECD
Council noted the need to improve the
exchange of information on cross-bor-
der income flows to ensure that such
income does not escape taxation. The
TIN Recommendation stated that the
most effective method of enforcing tax
compliance on cross-border income
would be to require nonresidents to dis-
close their residence-country TIN to
the payor of income in the source coun-
try, and that such payor would be
required to transmit that information to
the tax administration in the source
country. This would permit exchange
of information about such income and
the recipient between the tax authorities
of the source and residence countries.
In the Magnetic Format Rec-
ommendation, the OECD
Council observed that the
improvements in the OECD



Standard Magnetic Format for infor-
mation exchanges would facilitate final-
ization of the design of a new standard
for electronic exchange of tax infor-
mation.

These Recommendations were a
significant development in interna-
tional tax enforcement of cross-bor-
der income tlows, emphasizing that
these income flows should not escape
taxation, and serving as the necessary
practical mechanism fot the imple-
mentation of far-reaching proposals
being developed by the EU and the
QECD.s

OECD Report on Tax Havens
In 1998, the Committee on Fiscal
Affairs (“the Committee”) of the
QECD issued a report, “Harmful Tax
Competition: An Emerging Global
Issue” (“the 1998 Report”), which the
OECD Council approved on April 9,
1998, with significant abstentions from

Luxembourg and Switzerland.6
The 1998 Report emphasized the
concern of OECD-member countries
that “governments cannot stand back
while their tax bases are eroded
through the actions of countries which
offer taxpayers ways to cxploit tax
havens and preferential tax regimes to
reduce the tax that would otherwise
be payable to them,” especially in an era
of increasing globalization and
new electronic technolo-

183

gies.” Another objective of the Report
was to promote the progressive liber-
alization of cross-border trade and
investment, and therefore the expan-
sion of global economic growth, by
reducing the distorting influence of
taxation on the location of mobile
financial and service activities.8 The
1998 Report indicated that the main
factors for being a tax haven are (1)
no or only nominal effective tax rates;
(2) lack of effective exchange of infor-
mation; {3) lack of transparency; and
(4) absence of requirement of sub-
stantial domestic activities (“ring fenc-
ing”).

Movement of funds. The 1998
Report’s recommendations cover
harmful tax practices in the form of
tax havens and harmful preferential
tax regimes not only in QECD-mem-
ber countries, but also in non-member
countries, and in their dependencies.?
Therefore, the 1998 Report would have
far-reaching implications for the move-
ment of funds between OECD-mem-
ber countries, and also between
member and non-member countries.

Bank secrecy, information access.
The recommendations in the 1998
Report, if implemented, would limit
the application of bank secrecy in tax
matters and increase bilateral and
multilateral intergovernmental coop-
eration for tax enforcement and col-
lection, This would significantly affect
international private banking and

e i
e :

influence the structure of financial
markets and, consequently, interna-
tional banking and finance.

The 1998 Report noted that some
progress had been made in the area of
access to information, in that some
tax-haven jurisdictions have entered
into mutual legal assistance treaties
with non-tax havens that permit
exchange of information on criminal
tax matters related to other crimes
(e.g., narcotics trafficking) or when
criminal tax fraud is at issue. The 1998
Report emphasized that, nevertheless,
these tax-haven jurisdictions do not
allow tax administrations access o
bank information for the critical pur-
poses of detecting and preventing tax
avoidance, which, from the perspec-
tive of raising revenue and controlling
base erosion from financial and other
service activities, are as important as
curbing tax fraud.1

The 1998 Report further stated that
the limited access that certain coun-
tries have to bank information for tax
purposes {e.g., because of bank secre-
¢y rules) is increasingly inadequate to
detect and prevent the abuse of harm-
ful preferential tax regimes by taxpay-
ers, and that the Committee had
commissioned a survey of country
practices regarding access to bank
information for tax purposes.’ The
1998 Report noted that, in 1998, the
Comumittee would complete a survey of
pro-

i |




visions in force in member countries
governing accesa to banking informa

tion by tax authorities and that it had
begun preparing a broad set of pro-
posals on how to improve the author

ities’ access to this information.’2 The
Report pointed out that goveraments
coliectively would be better off by-not
offering incentives, but that in the past
zach government felt compelled o offer
incentives to maintain a compatitive
business environment,
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The 1998 Report ¢reated a Forum
on Harmful Tax Practices, set torth
Guidelines for Dealing with Harmiul
Preferential Regimes in Member Coun
tries, and adopted a series of Recom-
mendations tor combating harmful tax
practices. The Forvm on Harmful Tax
Practice csponsible for undertak-
ing an ongoing wvaluation of existing
and proposed preferential tax regimes
in QECD-member and non-mamber
countries, anabezing the eifectiveness of
counteracting {including nontax) mea-
sures, and examining whether partic-
wulg sdictions constitute tax havens.
The Guidelines on bareful tax prac-
tices incorporate stand ansd rolf-
back provisions. ™ Under the stand still
provision, the OECD-memb:
age to refrain from (1} adopting new
measures, and (2) extending the scope of
ar strengthening existing measures, that
constitute harmtul tax practices. Under
the voll-back provision, the harmiud fea-
fures of preferential rogimes must be

inated before the end of five vears.
¢ Guidehines also provide that OECD-
member countries should use the Forum
to courdinate thejr national and ir
ponses o harmtul tax practic

countrie:

Implementation of the 1998 Repart
Tax evasion in the international context
1§ « financial law issue with global
implications, and resolution of this
problem, as detailed ir the 1998
Report, requires standardized rales and
multilateral regulatory cooperation.
The 1928 Report s in effect beoing

implemented by:

1. The agreement of the EU countries
to exchange information automati-
cally about cross-border interest pay-
ments received by individuals, or
during a trassition period to impose
2 withholding tax on such pay X
The issuance by the OECD in June
2000 of a report, “Towards Global
Tax Cooperation (Progress in [den-
tifying and Eliminating Harmful Tax
Practices), Report to the 2000 Min-
isterjal Coundil Meeting and Rec-
ommendations by the Committes of
Fiscal Atfairs” (" June 2000 Report”).
The issuance by the OECD in
November 2000 of the “Framework
for a Collective Memorandum of
Understanding on Eliminating

v

Harmful Tax Practices™ {“Novem
ber 2000 Framework™).

. The agreement by cortain tax havens
to adept measures recommended
by the June 2000 Repori.

3. Policy decisions of certain developing
countries, such as Mexico (an QECD
member) and Brazl (not an QECD
member), intended to limit the use, by
corporate o7 individual residents of

those countries, of the benefits offered

by tax-haven jurisdictions.

=

EU Agreement on Information
Exchange for Cross-Border Interest
The EU has agreed to exchange nfor-
mistion about cross-border interest pay-
ments within the BU, that is, interest
originating in one member state peid o
individua: residents of another member
state.’* The Directive would enter into
force in 2003, after a unanimous vote by
EU moember states in late 2002, Howev-
21, it would apply ealy to mdividuals
wheo are residents of a member state and
who receive interest income in another
member state, and not to interest
received by company entities in the EU.
There had been a contentious dispuie
hewwveen {1} countries that favored a20%
withholding tax {which was vigorm
opposed by the UK. besausc of its poten-
tial negative impact op the internation-
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al bond market in London}, and (2}
countries that favored exchange of infor-
mation (this exchange was opposed by
countries with bank secrecy laws, such as
Austria and Luxembourg). Germany
switched its position from supporting a
withholding tax to supporting informa-
tion exchange. The Directive confirms “a
step by step development toward real-
ization of the exchange of information
{rather than a withholding tax) as the
basis for the taxation of savings income
of non-residents.” s

Seven-year transition period. All
member states will automatically
exchange information with each of the
other member states seven years after
the date that the Directive enters into
force (thereby raising potential prob-
lems with any applicable bank secrecy
laws, which would have to be modi-
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fied by the date that the Directive
enters into force). The Council is to
decide on the adoption and imple-
mentation of the Directive by Decem-
ber 31, 2002, and by unanimous
decision (as with other tax issues).
During the seven-year transition peri-
od, member states {except for Austria,
Belgium, and Luxembourg) will auto-
matically exchange the information with-
out requiring reciprocity.*® During the
transition period, Austria, Belgium, and
Luxembourg will apply a withholding
tax on such cross-border interest pay-
ments: a minimum withholding tax of
15% during the first three years and 20%
during the next four years. Those coun-
tries imposing a withholding tax will
receive information from other mem-
ber states. Such withholding tax does
not preclude the state in which the ben-

1 In the US.. payors of interest to residents are
required to informa the IRS of the amount and the
recipient's name and texpaver i.d. number. But
under present law, if the recpent of the interest
is a foreign person, the payor does not have to
provide such information to the IRS,

See Spencer, “Capital Flight and Bank Secrecy:
The End of an Era2,” Internationat Financiat Law
Review (London, May 1992}, pages 17-20
“Hearings Offer View Into Private Banking
Secret Accounts Under Scrutiny as Foreign
Wealth Moves Abroad,” New York Times,
November 8, 1999, page A6. The Federal
Reserve Board, the Federal Deposit Insurance
Corporation, the Office of the Comptrolier of the
Currency. and the Treasury and State
Departments issued to banks, on January 22
2001, “Guidance on Enhanced Scrutiny for
Transactions That May lavolve the Proceeds of
Foreign Official Corruption, " covering senior for-

~
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sign pofitcal figures, their immediate families,
and their close associates

C(97128, 1997, and Ct37)30, 1997.

See Spencer, “OECD Information Exchange
Recommendations Are a Significant First Step in
Resolving Tax Evasion.” 8 JOIT 353 tAugust
1987).

EIN

¢ See Spencer, “OECO Report Cracks Down on
Harmmful Tax Competition, " 9 JOIT 27 Liuly 1998)

Harmful Tax Corrpetition: An Emarging Global

Issue” (OECD, Paris, 1998} (“the 1938 Repori”,

para. 5.

/d, para. 8. The 1998 report focused on geo-

graphically mobile financial and other service

activities,

9 1, para. 5.

0 (g, para. 54.

11 1d, para. 65.

12 14, para. 12

®

eficial owner is resident from taxing him
in accordance with its domestic law, in
compliance with the Rome Treaty.”?

The withholding tax is not applied
during the seven-year transition peri-
od if the beneficial owner authorizes
the paying agent to exchange infor-
mation with the beneficial owner’s state
of residence. The choice between one
procedure or the other is made by each
state levying the withholding tax dur-
ing the transition period.’®

During the seven-year transition
period, pursuant to a revenue-sharing
system, member states operating a
withholding tax will transfer 75% of
that revenue to the member state in
which the investor is resident; and 25%
of such tax is retained by the paying
agent’s member state."® The residence
state is to ensure the elimination of
double taxation that might result from
that withholding tax; the potential
excess of withholding tax over the tax
due in the residence state is refunded
to the taxpayer by the residence state.20

Interest. For purposes of the Direc-
tive, the following are considered to
be interest:
. Paid or account-registered interest
relating to debt claims of every kind,
whether or not secured by a mort-
gage or carrying a right to partici-
pate in the debtor’s profits, and in
particular income from government
securities and bonds or debentures,
including premiums and prizes
attaching to such securities, bonds,
or debentures, and income from
domestic or international bonds.
Penalty charges for late payments
are not considered interest.??
Accrued interest relating to prod-
ucts referred to in (1).
. Capitalized interest relating to cap-
italization products.
Income distributed by distribution
coordinated Undertakings for Col-
lective Investment (UCI) invested
exclusively in rate products.
. Income distributed by mixed dis-
tribution coordinated UCL
Income relating to investments in
coordinated capitalization UCI
more than 40% of the assets of
which are invested in rate products,
this threshold being lowered at the
end of the trapsition period to a
level to be decided at a later date.
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Interest paid directly to or credited
to an account held by entities such
as uncoordinated UCI, partner-
ships, trusts, and comparable under-
takings.22
Grandfather clause. A grandfather
clause is to apply to all negotiable loan
securities, whether the interest is paid by
the issuer’s paying agent or by the ben-
eficial owner’s agent, and whether that
paying agent is situated in a member
state that uses exchange of information
or that imposes a withholding tax dur-
ing the transition period. The grand-
father clause will apply irrespective of
the management of securities directly ot
through an investment fund or entity.
During the transition period, the grand-
father clause applies to those securities
referred to above that are tied to issues
for which the prospectuses have been
certified by the competent authority
before March 1, 2001, or, absent any
prospectus, to issues made before the
same date. The grandfather clause will
produce effects without it being neces-
sary to assess, case by case, the risk of
effectively triggering the gross-up or
early-redemption clause. For issues that
include or are likely to include such
clauses, the grandfather clause applies
automatically, whether or not the issue
contract effectively includes a gross-up
or early-redemption clause. The issues
concerned are issues of bonds (domes-
tic and international bonds), negotiable
loan securities, in particular, negotiable
debt securities, Euro commercial
papers, and Euro medium-term notes.
The grandfather clause does not pre-
vent member states from taxing income
from the securities concerned, in accor-
dance with their laws.2s

Paying-agent, exchange mechanics.
The Directive details the paying-agent
mechanism. Although it applies only to
interest payments to natural persons, the
Directive also discusses exchange-of-
information procedures if interest is paid
to parties other than a natural person, in
a different member state, particularly if
it is paid to a company entity but is ulti-
mately received by an individual resi-
dent in 2 member state.2¢ The paying
agent situated in a member state that
uses the exchange-of-information sys-
tem communicates the information to
the competent authorities of that state,
which in turn transfers it to the compe-
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tent authorities of the member state in
which the beneficial owner is resident.2s

The Directive also discusses the
mechanics of exchange of information,
including the information covered,26
and refers to the work of the OECD
Tax Affairs Committee on the auto-
matic exchange of information, but
without detailing the technical imple-
mentation of the exchange-of-infor-
mation procedure or specifically
referring to the TIN Recommendation.
The Directive (paragraph 20) states:

[M]ember states will review the

technical implementation of the

exchange of information procedure

in an ad hoc group to be set up after

agreement on the substantial con-

tent of the Directive, in parallel with
the discussions with Third States.

The group could take as its basis the

work done by the OECD Tax Affairs

Committee on the automatic

exchange of information.2?

An important issue: the Directive
also analyzes the identification and
residence of the beneficial owner.28

“Displacement of activity.” The
Council of the EU, at Santa Maria de
Feira, Portugal, on June 20, 2000, empha-
sized the “displacement-of-activity” issue
that had been discussed in the 1998
Report: the implementation of a with-
bolding tax on cross-border interest pay-
ments within the EU, or the automatic
exchange of information with regard to
such payments, would cause mobile
assets to be “displaced,” merely shifted,
to non-EU jurisdictions, such as Switzer-

land. That is, a resident of an EU-mem-
ber state, rather than investing in anoth-
er EU-member state that would
automatically exchange information
with the country of residence, would
mave the investment to a non-EU juris-
diction, such as the Bahamas, Cayman,
or Switzerland. The Council stated:

In order to preserve the competi-
tiveness of European financial mar-
kets, as soon as agreement has been
reached by the Council on the sub-
stantial content of the Directive and
before its adoption, the Presidency
and the Commission shall enter into
discussions immediately with the U.S.
and key third countries (Switzerland,
Liechtenstein, Monaco, Andorra, San
Marino) to promote the adoption of
equivalent measures in those coun-
tries; at the same time the member
states concerned commit themselves
to promote the adoption of the same
measures in all relevant dependent
or associated territories (the Channel
Islands, Isle of Man, and the depen-
dent or associated territories in the
Caribbean). The Council shall be
informed regularly on the progress
of such discussions. Once sufficient
reassurances with regard to the appli-
cation of the same measures in
dependent or associated territories
and of equivalent measures in the
named countries have been obtained,
and on the basis of a report, the
Council will decide on the adoption
and implementation of the Directive
no later than 31 December 2002, and
do so by unanimity.

The European Council, at its Nice
meeting December 7-9, 2000, (1) noted

13 See de 8run and van Rooijen, “'Stand Stil” and
“Roll Back’t EU Finance Ministers Formalize Code
of Conduct on Company Texation,” 9 JOIT 43
{March 1998}

14 The details are set forth in "Proposal to
Implement the Key Principles of the Directive on
Taxation of Savings,” a5 a Presidency Note based
on the efforts of The Working Party on Tax
Questions, issued to the Council of the EU on
November 20, 2000 {"Directive”} (Document
13555/00 FISC 190), as amended by the Council
meeting of November 26-27, 2000 {"November
2000 Councit”) (Document 13861/00)

15 Which had been adopted by the Santa Maria de
Feira, Portugal European Council Mesting, June
19-20, 2000 (Directive, para. 8).

6 Directive, paras. 11 and 12.

17 id, para. 24, and Novernber 2000 Council.

18 Directive, para. 24.

9 igl, para. 32, and November 2000 Council

20 Directive, para. 30.

21 This is basically the definition of interest in Article
11 of the OECD Model Income Tax Convention.

22 Directive, paras. 2, 7,17, 18, and 27.

B 14, paras. 57,

24 4y, paras. 10-22 and 3649, in particular, 45 and
9.

25 (g, paras. 10 and 18,

26 ig, paras. 13-22 and 55

27 (d, para. 20

28 1d, garas. 50-55

29 Nice Eurapean Council Meeting: Presidency
Conclusions, para. 33.

3¢ Fingncial Times, January 20, 2001, page 2

31 Prop. Regs. 1.6049-4(b}S), 1.6049-Bte)(4), and
1.6049-8fa) (REG-126100-00, January 16, 20011

32 Used to report a foreign person’s U S -source
income subject to withholding tax

33 A person described in Section 7701 (bH 1B}

34 Section B71(1)(2)AL. Such reporting s already
required for U.S. residents who must provide 10
the payor of interest their U.S. TIN, and by Reg
1.8049-8(a) for nonresidents alien individuals wha
are residents of Canada.

35 On Form W-BBEN frev. December 2000}, box 7
reads: "Foreign Tax Identifying Number, if any
{optionall.” In addition to the automatic and on-
request exchanges of information, there is anoth-
er type of exchange: “spontaneous exchange of
information.” See Article 7 of the Convention on
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that member states concerned have
undertaken to make the necessary
arrangements for the adoption of the
same measures {on the taxation of sav-
ings) as those applicable in the EU in all
dependent or associate territories referred
to in the Feira conclusions, and (2) asked
the European Commission and the Pres-
idency to undertake discussions with the
U.S. and other third countries as quick-
ly as possible to encourage adoption of
the equivalent measures for the taxation
of savings.2? Sweden, the present holder
of the BU’s rotating presidency, has con-
tacted non-EU financial centers request-
ing negotiations (starting with the U.S.
and Switzerland) to bring their rules for
taxing nonresident savings into line with
those planned by EU members.30

IRS Proposal on Reporting Interest
Earned by Nonresident Aliens
On January 16, 2001, the IRS issued
extremely significant proposed regu-
lations,3? evidencing a major change
in U.S. government policy, that would
require banks within the U.S. to report
annually to the IRS on Form 1042-532
all interest earned by nonresident alien
individuals33 on bank deposits within
the U.S. not effectively connected with
a U.S. trade or business.3¢
The Preamble states that until the pro-
posed regulations enter into force, non-
resident aliens can make deposits in
banks in the U.S. and the bank paying
such interest does not have to report such
income to the IRS. As such income would
not be reported to the IRS, the Service
would not have relevant information to
provide to the tax authorities of the non-
resident alien’s residence country:
The proposed regulations extend the
information reporting requirement
for bank deposit interest paid to non-
resident alien individuals who are res-
idents of other foreign countries
[other than Canada]. This extension
is appropriate for two reasons. First,
requiring routine reporting to the [RS
of all bank deposit interest paid with-
in the U.S. will help to ensure volun-
tary compliance by U.S. taxpayers by
minimizing the possibility of avoid-
ance of the U.S, information report-
ing system (such as through false
claims of foreign status). Second, sev-
eral countries that have tax treaties
or other agreements that provide for
the exchange of tax information with
the U.S. have requested information
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concerning bank deposits of individ-
ual residents of their countries.
Because of the importance that the
U.S. attaches to exchanging tax infor-
mation as a way of encouraging vol-
untary compliance and furthering
transparency,... the U.S. Treasury
Department and the IRS believe it is
important for the U.S. to facilitate,
wherever possible, the effective
exchange of all relevant tax informa-
tion with our treaty partners.

The proposals revising Reg. 1.6049-
6(e)(4) would require that:

any person who makes a Form 1042-

S under section 6049(a) and

§ 1.6049-4(b)(5) shall furnish a

statement to the recipient either in

persen ot by first-class mail to the
recipient’s last known address. The
statement shall include a copy of the

Form 1042-S required to be prepared

pursuant to § 1.6049-4(b)(5) and a

statement to the effect that the infor-

mation on the form is being fur-
nished to the U.S. Internal Revenue

Service and may be furnished to the

government of the foreign country

where the recipient resides.

IRS proposals/EU Directive com-
pared. The proposed regulations, like
the EU Directive, would apply only to
individuals and not to any foreign com-
pany that receives interest on a bank
deposit in the U.S. However, the pro-
posed regulations differ from the EU
Directive in two important respects: First,
they apply only to interest paid on bank

deposits in the U.S., and not to interest
paid by other U.S. obligors, such as U.S.
corporations or the U.S. government.
The EU Directive applies to a broad
range of interest payments. Second, the
EU Directive states explicitly that the
exchange of relevant information is to be
automatic. The proposed IRS regula-
tions, and the Preamble, do not refer
specifically to the automatic exchange
of information or to the EU Directive.
The Preamble notes that treaty part-
ners {income tax treaties and
exchange-of-information treaties)
request information about bank
deposits. However, the proposed
regulations and the Preamble do not
specify that the U.S. will exchange
information only on request by a treaty
partner and do not rule out the auto-
matic exchange of information. Of
course, as the IRS will have the relevant
information, it could, as a practical
matter, automatically provide all such
information to the treaty partner,
rather than merely providing only that
information specifically requested by
the treaty partner. Like the EU Direc-
tive, the proposed regulations do not
refer to the TIN Recommendation.?$
In effect, if the proposed regula-
tions enter into force, and even if such
exchange of information is not auto-
matic, aliens resident in countries with
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which the U.S. has a tax treaty (income
tax or exchange-of-information) will
no longer consider that their bank
deposit in the U.S. and the interest
thereon are protected from disclosure
by the IRS to the tax authorities of
their country of residence. The RS
explanation does not discuss the
exchange of information by the U.S.
with countries that do not have an
income tax treaty or an exchange-of-
information agreement with the U.S

The June 2000 Report
The OECD’s June 2000 Report38 sum-
marizes the results of the work of the

Forurn on Harmful Tax Practices:

Identification of potentially harm-

ful preferential regimes in QECD-

member states according to the 1998

Report.

Identification of jurisdictions meet-

ing the criteria for being tax havens
according to the 1998 Report.

Update on work with non-member

countries and proposals for taking

that work forward.

With regard to OECD-member-

country preferential tax regimes that are
potentially harmfud, the June 2000 Report

(paragraphs 10-16) listed the following

categories of activity, which member
countries had potentially harmful pref-
erential tax regimes in those categories,
and the specific harmful tax regime in
the respective OECD-member country:

« I[nsurance (Australia, Belgium, Fin-
land, Ireland, ltaly, Luxembourg,
Portugal, Sweden).

- Fund managers (Greece, Ireland,
Luxembourg, Portugal).

- Financing and leasing (Belgium,
Hungary, Iceland, Ireland, Iraly, Lux-
embourg, Netherlands, Spain,
Switzerland).

36 “Towards Global Tax Ca-operation iProgress in
dentifying ard Elmnating Harmiul Tax
Practices). Report to the 2000 Miristerial
Council Mesting and Recommendatians by the
Committes of Fiscal Affairs™ " june 2000
Repost”h See htipiwww oecd orgidat/
fa/harm_taxfharmtax htm

37 junz 2000 Aeport, pares. 12 anc 25,

cara
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- Banking (Australia, Canada, lre-
land, ltaly, Korea, Porrugal, Turkey).
Headquarters regimes (Belgium,
France, Germany, Greece, Nether-
lands, Portugal, Spain, Switzerland).
Distribution-centre regimes (Bel-
gium, France, Netherlands, Turkey).
Service-centre regimes (Belgium,
Netherlands).
Shipping (Canada, Germany,
Greece, Italy, Netherlands, Norway,
Portugal).
Miscellaneous activities (Belgium,
Canada, Netherlands, U.S.}.
The June 2000 Report indicated that
it did not include in the list holding
company and similar preferential tax
regimes, but stated that the Forum on
Harmful Tax Practices is continuing
to study this issue.37 The Report lists
only one preferential tax regime in the
U.S.—the foreign sales corporation
(FSC), which has been repealed by the
FSC Repeal and Extraterritorial
Income Exclusion Act, signed by Pres-
ident Clinton on November 15, 2000.
The 1998 Report adopted guide-
lines providing that harmful features
of preferential regimes in OECD-
member countries must be removed
within five years, by April 2003, with
a limited “grandfather clause” for tax-
payers benefiting from such regimes
on December 31, 2000, in which case
those benefits must be removed by
December 31, 2005. The guidelines
specify a “stand-still provision”
requiring that member countries
refrain from adopting new measures
or extending the scope of existing
measures that constitute harmful tax
practices.3 With regard to tax havens,
the June 2000 Report listed 35 juris-
dictions that had been found to meet
the tax-haven criteria of the 1998
Report (see sidebar) .39

44 ig, peres. 26-27
45 Accordirg to www cecd.arg/sgejcenm, the
Centr2 for Co-operation With Non-Mambers
(CCNMY 15 the focal coint for the aevelop-
ment and pursut of po
ECD and non-r
Estanlished in January 1998, 1t
wark of twa former OECD Dodies: the Centrs
for Co-cperation with
Tansiton (CCETY ang
nauon Uait LCU)”
46 1998 Zzpor. paras. 17.
47 Jure 2000 :
tmpigmenting a
Restrair ng Harmiul Tax

Advance commitment. The Junc
2000 Report noted that, prior to its
issuance, some jurisdictions had made
a public political commitment at the
highest level (“advance commitment”
to eliminate their harmful tax pract
and comply with the principles of the
1998 Report, in accordance with a
schedule proposed in the 1998
Report.¢0 Therefore, those six jurisdic-
tions, Bermuda, the Cayman Islands,
Cyprus, Malta, Mauritius, and San
Marino, were not included on the list o
designated tax havens in the June 2000
Report, even if they presently meet the
tax-haven criteria of the 1998 Repor:
The June 2000 Report also noted t
during the consultation process, sot
jurisdictions that had been included
on the list of 35 tax havens indicated an
interest in cooperating with the OECD
by committing to the elimination of
harmful tax practices.#

as,

Uncooperative Tax Havens. Fro
the June 2000 Report list of juris
tions (which may be amended)
meet the tax-haven criteria, the Com-
mittee decided to complete, by juk
31,2001, an OECD list of Uncoopsr-




ative Tax Havens.42 This list would
not include jurisdictions that had
made an advance commitment or
other jurisdictions (“cooperative
jurisdictions™) that make a public
political commitment to adopt a
schedule of progressive changes to
eliminate their harmful tax practices
by December 31, 2005 (“scheduled
commitment”). The June 2000 Report
establishes a schedule and review
process to determine whether juris-
dictions that have made an advance or
scheduled commitment ate complying
with their respective commitments
and therefore should not be included
on the OBCD list of Uncooperative
Tax Havens.+? The Netherlands
Antilles and the Isle of Man have
made such scheduled commitments
{November 30, 2000, and December
13, 2000, respectively).

Continuing dialegue. The June 2000
Report noted that the Committee
intends to continue the dialogue with
cooperative Jurisdictions, including:

1. The development of a model vehi-
cle for exchange ol information

(OECD Model Tax Information
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Exchange Agreement or a multilat-
eral agreement).

2. The creation of a multilateral
framework under the Forum for

consultation with cooperative juris-
dictions, on exchange of informa-
tion and other relevant issues
pertaining to the elimination of
harmful tax practices.

3. An examination of the types of
assistance that jurisdictions will
need in the transition, recognizing
that an initial reduction in certain
financial and other service activities
may occur in some jurisdictions as
a result of complying with the prin-
ciples of the Report.#4
OECD governments may consider

the following:

1. Examining how their bilateral assis-
tance programs can be re-targeted.

2. Encouraging international organi-
zations to take into account the spe-
cial needs of these jurisdictions in
the design of multilateral assistance
programs.

3. Offering under the auspices of the
OECD and other organizations spe-
cific assistance in the design of their

tax systems and in the strengthen-
ing of their tax administrations.

Encouraging jurisdictions to initiate
cooperative programs to improve
tax administration and enforcement

by using existing organizations such
as Intra-Europear Organization of
Tax Administrations {10TA), Inter-
American Centre of Tax Admini
trators (CIAT}, Commonwealth
Association of Tax Administrators
(CATA), the Caribbean Communi-
ty (CARICOM], Centre de rencon-
tres et d'etudes des dirigeants des
administrations fiscales (CRE-DAF),
and the Organization for Econom-
ic Cooperation (QEC):

The Committee accepts that the
changes that will be necess
jurisdictions meeting the tax haver
criteria that commil to remove t
harmful rax practices may adverse
of

ame of

work with other interested interna-
tional and national organizations to
exzmine how best to assist co-
ative jurisdictions in restructuring
their economies. A dialogue kas
already been launched with the
OECD’s Development Assista
Committee. Also, the Committee on
Fiscal Affairs, by means of its
CCNM-sponsored outreach pro
gramime,*s is prepared to assist juris-
dictions in meeting the standards
contemplated by the 1998 Report

Defensive measures. The 1998
Report referred to counter-measures
against harmful tax competition.*6 The
June 2000 Reports? refers to “defensive
measures” that OECD-member coun
tries could take after July 31, 2001:

One objective of identifying harmful
tax practices is to facilitate thorough
co-ordination the OECD Member
countries’ actions against such prac-

The Committee recommends a gen
eral framework within which Mem-
ber countries can implement a
common approach to restraining
harmful tax competition. This frame-
work will facilitate the ability of
couatries to take defensive measures
swiftly and effectively against juris-
dictions that persist in their harmf
tax practices. Defensive measures are
important so that the adverse impacts
from uncooperative jurisdictions can
be addressed and so that these juris-
dictions do not gain a competitive

{Continued or page 62)
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Fvasion

Zontinued from page 35)
advantage over co-operative jurisdic-
tions. In the application of the co-
ordinated defensive measures, no
distinction shall be made between
jurisdictions that are dependencies of
OECD countries and those that are
not. These defensive measures would
be at the discretion of countries and
taken under their domestic legislation
or under tax treaties....The range of
possible defensive measures identified
to date as a framework for a common
approach with regard to Uncoopera-
tive Tax Havens as of 31 July 2001 are
as follows {paragraphs 20 and 32-35 of
the June 2000 Report}:

To disallow deductions, exemptions,
credits, or other allowances refated o
transactions with Uncooperative Tax
Havens or to transactions taking advan-
tage of their harmful tax practices.

To require comprehensive informa-
tion reporting rules for transactions
with Uncooperative Tax Havens or
taking advantage of their harmiul tax
practices, supported by substantial
penalties for inaccurate reporting or
non-reporting of such transactions.

For countries that do not have con-
trolled foreign corporation or equiv-
alent (CFC) rules, to consider
adopting such rules, and for coun-
tries that have such rules, to ensure
that they apply in fashion consistent
with the desirability of curbing
harmful tax practices { -

To enhance audit and enforcement
activities with respect to Uncoopera-
tive Tax Havens and transactions tak-
ing advantage of their harmful tax
practices.
To ensure that any existing and new
domestic defensive measures against
harmful tax practices are also applic-
able to transactions with Uncooper-
ative Tax Havens and to transactions
taking advantage of their harmful
tax practices.
Not to enter into any comprehensive
income tax conventions with Uncoop-
erative Tax Havens, and to consider ter-
minating any such existing conventions
unless certain conditions are met [Rec-
ommendation 12 of the 1998 Report].
To deny deductions and cost recovery,
to the extent otherwise allowable, for
fees and expenses incurred in estab-
lishing or acquiring entities incorpo-
rated in Uncooperative Tax Havens
To impose “transactional” charges
or levies on certain transactions
involving Uncooperative Tax Havens.
The June 2000 Report also refers to
the possibility of nontax measures,
without specifying them:
Governments are invited to take into
account that a jurisdiction is listed as
an Uncooperative Tax Haven in
determining whether to direct non-
essential economic assistance to the
jurisdiction. The Committee also
intends to continue to explore what
other defensive measures can be tak-
en, including non-tax measures.
rnments are also inded of

dation 1 of the 1998 Report].

To deny any exceptions (e.g, reason-
able cause) that may otherwise apply
to the application of regular penalties
in the case of transactions involving
entities organized in Uncooperative
Tax Havens or taking advantage of
their harmful tax practices.

To deny the availability of the foreign
tax credit or the participation exemp-
tion with regard to distributions that
are sourced from Uncooperative Tax
‘Havens or to transactions taking advan-
tage of their harmful tax practices.

To impose withholding taxes on cer-
tain payments to residents of Unco-
operative Tax Havens.

3 1, paras. 36-37.

3 The letters are available at htip:fwww.oecd.org/

dafffa/arm_taxjadveom.htm.
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Recommendation 17 of the 1998
Report, which recommends that
countries with particular political,
economic, or other links with tax
havens ensure that these links do not
contribute to harmful tax competi-
tions. Also, paragraph 153 of the
1998 Report indicates that countries
that have such ties should consider
using them to reduce the harmful
tax competition resulting from the
existence of these tax havens.4®

Advance Commitment

by Six Tax Havens

As indicated above, on June 19, 2000,
the OECD announced that six jurisdic-
tions (Bermuda, the Cayman Islands,
Cyprus, Malta, Mauritius, and San Mari-
no) had agreed, each by an advance-
commitment letter, to implement reforms
to eliminate harmful tax practices by the

end of 2005, adopting “international tax
standards for transparency, exchange of
information and fair tax competition."ss
Each advance-commitment letter
has basically the same language, stat-
ing, as in the Bermuda letter, for exam-
ple {in relevant part):
[T]he Government of Bermuda here-
by commits to the principles of the
OECD’s Report, “Harmful Tax Com-
petition: An Emerging Global Issue™
{the “OECD Report”). In fulfillment
of this commitment, the Government
of Bermuda undertakes to implement
such measures (including through any
legishative changes) as are necessary (o
eliminate any harmful aspects of
Bermuda’s regimes that relate to finan-
cial and other services (as provided in
more detail in the Annex to this let-
ter). The Government of Bermuda
commits in pacticular to 2 program of
effective exchange of information in
tax matters, transparency, the elimi-
nation of any aspects of the regimes
for financial and other services that
attract business with no substantial
domestic activities. Details of these
steps and a specific timetable have
been agreed with the Forum. We
understand that the OECD is pre-
pared to assist us in establishing,
improving, or maintaining such prac-
tices and procedures as are necessary
to implement these principles.

‘The Government of Bermuda further
commits to refrain from: (1) introduc-
ing any new regime that would constitute
a harmful tax practice under the OECD
Report; (2) for any existing regime relat-
ed to financial and other services that
currently does not constitute a harmful
tax practice under the OECD Report,
modifying the regime in such away that,
after the modifications, it would consti-
tute a harmful tax practice under the
OECD Report; and (3) strengthening or
extending the scope of any existing mea-
sure that currently constitutes a harmful
tax practice under the OECD Report.

Conclusion

The second and concluding part of this
article will pick up with the November
2000 Framework, including a compari-
son with the EU Directive. It will also
discuss recent initiatives in several coun-
tries (e.g., Brazil and Mexico) aimed at
restricting their corporate and individ-
ual residents’ use of tax havens. @
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