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CHAPTER 1

WHAT IS A TAX HAVEN

1.1 Introduction

The topic of tax havens conjures alluring images of secret bank accounts in exotic locations far

from the prying eyes of the Revenue Authorities. A tax haven is a legal jurisdiction, which

provides a no-tax or low-tax environment. It may be a foreign country or principality or dependency

or a designated area within a country that has a series of unique characteristics, the primary one

being relatively lower tax rates in comparison with other countries or surrounding areas. In

some offshore jurisdictions the reduced tax regime is aimed towards entities organized in the

jurisdiction with all operations occurring outside the country. These jurisdictions seek to

encourage investment and make up revenue losses by charging a variety of fees for the start up of

the entity and on an annual basis.

The available statistics indicate that a sizeable part of global financial activity is routed through

tax havens. IMF calculations based on BIS data suggest that for selected Offshore Financial

Centers (OFC), on balance sheet OFC cross-border assets reached a level of US$4.6 trillion at

end-June 1999 (about 50 percent of total cross-border assets), of which US$0.9 trillion in the

Caribbean, US$1 trillion in Asia, and most of the remaining US$2.7 trillion accounted for by the

IFC (International Financial Centers), namely London, the U.S. IBF, and the JOM (Japanese Offshore

Market). Similarly, the Tax Justice Network estimates that US$11.5 trillion of assets are held

offshore by private individuals at a probable cost to their governments of US$255 billion a year

in tax lost. This would be more than sufficient to fund the Millennium Development Goals as

agreed by the United Nations.

1.2 Tax Havens – Broad Classification

The Organization for Economic Co-operation and Development (OECD) describes a tax haven

as a jurisdiction, which actively makes itself available for avoidance of taxes, which would

otherwise be paid in a higher tax jurisdiction. The term “tax avoidance” should be noted, because

there are ways of avoiding taxes without breaking the law, whereas the opposite term is tax

evasion and this is generally classified as a crime.

In the US, the IRS agents’ handbook defines tax haven as “a term that generally connotes any

foreign country that has either a very low tax or no tax at all on certain categories of income.”

The IRS itself defines at least 30 jurisdictions around the world as tax havens, including Austria,

the Cayman Islands, Hong Kong, Liechtenstein, Panama, Singapore and Switzerland and lesser-

known places such as Bahrain, Nauru, and Turks & Caicos Islands. However, the US is also

considered a tax haven by some countries for VAT purposes as well as certain type of investment

transactions on US Stock Exchanges by Non-US entities.

Offshore, in its broadest sense of the term, means simply a jurisdiction other than your own. The

country next door can be offshore for you.

The term “Offshore” and “Tax Haven” have similar connotations and they have been used

interchangeably in this study.
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In a more practical context offshore usually means a country or territory which offers specific

benefits or incentives to foreigners, mostly by way of tax concessions. These come in different

forms: -.

1. It may be complete tax exemption for all international business operated by non-residents

(Seychelles, Belize).

2. No local tax or low-tax liability on all investment income regardless of the residence of the

investor (Bahamas, Cayman Islands).

3. No local tax or low-tax liability on investment incomes in case of specified investments of

non-residents (India).

4. Local tax exemption for non-residents of that jurisdiction (Gibraltar, Channel Islands).

5. Tax holidays for certain types of investment (Portugal, Netherlands Antilles, Iceland).

6. Favorable tax treatment through treaties and agreements with the investor’s home country

(Mauritius, Cyprus, Barbados, Netherlands, USA).

In addition, some foreign countries may afford better legal protection from creditors and other

potential litigants who might attempt to seize an individual’s wealth. This is the second most

important aspect that determines why offshore jurisdictions are so popular - asset protection. It

may even have nothing to do with tax, although usually both are intertwined. It’s just safer to be

offshore. Except in the event of proven criminal activity (excluding so-called “fiscal offences”

such as tax evasion or other money collection disputes), most offshore governments uphold

strict confidentiality laws for banks, corporate registries, and trust companies. These laws protect

offshore investors from third parties, including both private and government authorities.

1.3 History of Tax Havens

Some twenty years ago, there were only a handful of offshore centers, and to many their use was

surrounded in an ‘air of secrecy’. Also, there were only a few professionals specializing in

offshore practice, and those that did, typically made use of only one or two jurisdictions.

Over the last twenty years, startling advances in technology and the telecommunications revolution

have made it easier for individuals and businesses to access offshore facilities - so much so, that

today’s offshore industry has developed in to a major global business, spanning all quarters of

the world, involving, in one way or another, approximately half of the world’s financial transactions

by value.

Consequently, International Financial Services Centers are no longer surrounded by the ‘mystique’

of twenty years ago. They are used globally, twenty-four hours a day, each and every day, as an

integral and important part of the world’s financial system i.e. Singapore, Hong Kong, Dubai,

etc.

The political and economic catalysts that influenced the growth of the offshore industry in the

eighties and nineties will continue to influence growth in the next two decades also.

These catalysts are:

• Political and economic instability.
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• Market globalization and deregulation.

• The internationalization of business.

• The lifting of trade barriers.

• A trend towards steady global economic growth.

• A global relaxation of foreign exchange controls.

In addition to political and economic catalysts there are also global tax related catalysts that

continue to influence the growth of offshore industry. These include:

• High tax regimes.

• More effective tax recovery.

• The opportunities of utilizing double taxation treaties.

An increasing number of countries, often but not exclusively ‘third world’, have seized upon this

opportunity to offer companies based in high tax areas, a ‘tax haven ‘ if they move their legal

identity to their own low tax shores. Not only does this save the organization tax, it ensures that

the ‘haven’ country gets both revenue from registration fees (to its government) and employment

and income for its citizens by way of formation agents and furthering their own businesses.

There are a large number of offshore jurisdictions worldwide, each offering different entities but

all sharing a common aim - to attract international business by way of offering a low or zero tax

base from which to operate.

1.4 OECD Approach

The list of tax havens identified by the OECD in 2000 provides an overview of Offshore Financial

Centers. Though most of the countries in this list are no longer considered by the OECD to be

‘uncooperative,’ and some prominent tax havens (such as the Cayman Islands) are not included,

it shows the geographical distribution and range of Offshore Financial Centers. Islands and other

small countries dominate the list, which includes countries from all over the world.

• Andorra – a small country in Western Europe;

• Anguilla – a group of islands in the Caribbean Sea, an overseas territory of the UK;

• Antigua and Barbuda – a group of islands in the Caribbean Sea;

• Aruba – a Caribbean island, part of the Kingdom of the Netherlands;

• The Bahamas – a group of islands off the coast of Florida;

• Bahrain – an group of islands off the coast of Saudi Arabia;

• Barbados – a Caribbean island;

• Belize – a small country in Central America;

• British Virgin Islands – a group of islands in the Caribbean Sea, an overseas territory of the

UK;

• Cook Islands – a group of islands in the South Pacific Ocean, self-governing but in free

association with New Zealand;
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• Dominica – a Caribbean island;

• Gibraltar – a small country in Southwestern Europe, an overseas territory of the UK;

• Grenada – a group of islands in the Caribbean Sea;

• Guernsey/Sark/Alderney – a group of islands in the English Channel, a dependency of the

British Crown;

• Isle of Man – an island in the Irish Sea, a dependency of the British Crown;

• Liberia – a West African country;

• Liechtenstein – a small country in Western Europe;

• Maldives – a group of islands in the Indian Ocean;

• Marshall Islands – a group of islands in the Pacific Ocean;

• Monaco – a small country in Western Europe;

• Montserrat – a Caribbean island, an overseas territory of the UK;

• Nauru – a small South Pacific island;

• Netherlands Antilles – a group of islands in the Caribbean Sea, part of the Kingdom of the

Netherlands;

• Niue – a small South Pacific island, self-governing but in free association with New Zealand;

• Panama – a country in Central America;

• Samoa – a group of islands in the South Pacific Ocean;

• Seychelles – a group of islands in the Indian Ocean;

• St. Kitts and Nevis – a group of islands in the Caribbean Sea;

• St. Lucia – a Caribbean island;

• St. Vincent and the Grenadines – a group of islands in the Caribbean Sea;

• Tonga – a group of islands in the South Pacific Ocean;

• Turks and Caicos – a group of islands in the North Atlantic Ocean, an overseas territory of

the UK;

• US Virgin Islands – a group of islands in the Caribbean Sea, an external territory of the US;

• Vanuatu – a group of islands in the South Pacific Ocean.

A detailed comparison of a few of these tax havens is given by way of an Annexure.

References in this document to “countries” should be taken to apply equally to “territories”,

“dependencies” or “jurisdictions”.

1.5 Incentives for jurisdictions to become a tax haven

Becoming a tax haven is generally part of the economic strategy and growth plan of the concerned

jurisdiction. There are several incentives that may induce a jurisdiction to convert into or identify

as a tax haven. A few of these are: -

1. Some may find they do not need to charge as much as some industrialized countries in

order for them to be earning sufficient income for their annual budgets.
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2. Some may offer a lower tax rate to larger corporations, in exchange for the companies

locating a division of their parent company in the host country and employing some of the

local population.

3. Some find this is a way to encourage conglomerates from industrialized countries to transfer

needed skills to the local population.

4. Some simply find that they do not possess the required edge to compete in certain sectors

with industrialized countries and have found this as a way to lure companies to their

jurisdictions.

Many countries claim that tax havens indulge into unfair tax competition by reducing their share

of tax revenue. They also claim that money launderers use tax havens extensively, although

regulations in tax havens can actually make money laundering more difficult than in locations

with a large black market. In 2000 the Financial Action Task Force published what came to be

known as the “FATF Blacklist” of countries which were perceived to be uncooperative in relation

to money laundering; although several tax havens have appeared on the list from time to time

(including key jurisdictions such as the Cayman Islands, Bahamas and Liechtenstein), no offshore

jurisdictions appear on the list at this time.
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CHAPTER – 2

UNDERSTANDING TAX HAVENS

2.1 Introduction

Among tax havens, different jurisdictions tend to be havens for different types of taxes, and for

different categories of people and/or companies. One way a person or company takes advantage

of a tax haven is by moving to, and becoming resident for tax purposes in, the tax haven. Another

way for an individual or a company to take advantage of a tax haven is to establish a separate or

subsidiary legal entity (a company or a common law trust) in the tax haven. Assets are transferred

to the new company or trust so that gains may be realized, or income earned, which otherwise

would be realized or earned by the beneficial owner.

To take full advantage of a tax haven, it may not be always necessary to live there. For example

– Switzerland, where resident foreigners can negotiate their taxation level with local authorities,

or the Channel Islands, where there is no taxation on foreign income, or Gibraltar, where

companies with no significant business interests in Gibraltar itself are charged a flat tax of

approximately £ 100. However, the French principality of Monaco only provides tax benefits to

individuals who are legal residents. The tax benefits are so significant that a small industry has

grown to establish residency for individuals who don’t actually want to live in Monaco.

Individuals hoping to benefit by moving assets to a tax haven must be aware of the potential legal

ramifications. While banks in a tax haven may not report income to the client’s domestic taxing

authority, the person concerned does have a legal obligation to report such income. This is

especially true for residents of countries that base taxation on residency.

Many Multi National Corporations (MNC) establish their legal headquarters in tax haven to avail

of certain efficiencies and flexibilities. For example, many large US corporations locate their

legal headquarters in Bermuda. In addition to tax advantages, this confers certain legal protections

in the case of civil lawsuits. It may also provide operational flexibility, enable housing of

Intellectual Property Rights (IPR) and allow a company to dilute regulatory control in the home

country.

The term “offshore bank” is often used interchangeably with a bank located in a tax haven. The

terms are not synonymous; an offshore bank is simply a bank located outside an individual’s

home country.

Many countries recognize and appreciate financial privacy as a traditional and important right of

their citizens. The European nations impose a variety of safeguards to limit unauthorized disclosure

of personal information. Members of the European Union have imposed strict controls over the

dissemination of personal data. Companies are not permitted to gather personal information or

use it for marketing purposes without an individual’s consent. This law effectively bars the type

of cross-selling and information peddling engaged in by many companies e.g. telecom & credit

card companies in India.

Germany has particularly stringent laws governing the use of personal data. For example, in

return for the right to market its credit cards in Germany, Citigroup agreed to allow German
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inspectors to regularly monitor its giant computer databases—located in South Dakota—to ensure

that Germany’s privacy laws are not violated. Most European countries are acutely sensitive to

the issue—having witnessed firsthand the consequences of privacy abuses from the Nazi and

communist regimes.

Elsewhere in the world, out of purely practical concerns, countries have recognized that meeting

the demand for financial privacy can be a lucrative source of business. These countries are

generally referred to as financial privacy havens or tax havens or offshore havens.

Often, offshore havens have limited domestic resources. Sometimes they are geographically

isolated with limited opportunity for economic expansion. Especially for the Caribbean nations,

the clean, well-paying jobs and steady revenue source provided by a financial services industry

can be an attractive complement or alternative to a complete reliance on tourist dollars.

2.2 Political Threats

In many countries the greatest dangers to wealth may arise in the political arena. A friendly

government can be voted out or overthrown, or the existing government may radically alter its

political course. Recently, the opposition candidates were elected president of South Korea and

mayor of Mexico City. Whenever the party in power changes, there is a massive redistribution of

wealth as business ties with supporters of the old regime are cut and new relationships with

new supporters are forged.

2.3 Fiscal Crises

Wealth also can be attacked by ill-conceived political and fiscal policies, which weaken the

local currency and devalue the accumulated wealth of the population. In Indonesia, Thailand,

and South Korea, as a result of entrenched corruption and a badly mismanaged economic system,

the value of the currency has recently declined up to 80 percent. The cumulative savings of many

of their citizens have been obliterated. Strict exchange controls, forbidding the movement of

assets out of the country or into a stronger currency, has disproportionately penalized that portion

of the population without sufficient resources or ingenuity to successfully avoid these laws.

Political instability, potential devaluation of the currency, and the threat of exchange controls

pose dangers to individuals in almost every country around the world at one time or another. At

this moment, the many economies in the world are in turmoil — prompting severe political and

social change. Not long ago, these countries were among the strongest in the world. To protect

against the financial consequences of a shift of political power and to avoid controls on the flow

of funds, those who have accumulated wealth rely on financial privacy to ensure their livelihood

and their physical safety. The universal strategy for those who can afford to do so is to keep what

they own well-protected and hidden, outside the country, in a jurisdiction that specializes in

providing these services.

2.4 Asset Protection

Cook Islands were a quiet tourist destination in the South Pacific. In an effort to diversify its

economy, the legislature enacted laws to develop a competitive tax haven and financial services

business. In 1989, Cook Islands officials recognized the explosive growth potential for asset

protection services and developed the first comprehensive legislation to allow the formation of
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Asset Protection Trusts. The new law eliminated the ambiguities and difficulties which existed

with these trusts in other parts of the world and established convenient and flexible rules allowing

individuals to accomplish their privacy and asset protection objectives from a single source.

As expected, the market for the asset protection services grew rapidly, largely in response to the

unchecked litigation frenzy and what many perceive as increased government and commercial

encroachment on individual privacy rights. As the premier provider of these services, the Cook

Islands quickly established itself as a leader in financial services and attracted much of the

worldwide total business in the field.

The popularity of asset protection and the revenue and capital attracted to the Cook Islands has

not gone unnoticed by the other offshore havens. Over the last few years, many of the old line

financial centers have passed asset protection legislation or have focused on developing the

expertise to attract asset protection business. New entries include, for example, the nations of

Nevis, Belize, Antigua, and Turks and Caicos each of which is actively promoting its asset

protection services.

The generally healthy competition between countries for this business has produced a vast array

of creative financial, investment, privacy, and asset protection products. These techniques can

be used in combination with a variety of legal entities to produce powerful legal protection.

Wealthy individuals, who can afford the highest priced legal talent, shield their property with

elaborate strategies designed by experienced international tax attorneys. The purpose is to blend

the right financial product with the proper legal structure to produce a successful result with the

highest degree of financial privacy and asset protection.

2.5 Competition to Attract Business

Like all businesses with attractive profit opportunities, offshore havens must compete with each

other to attract a volume of banking and financial services clients. This was not always the case.

Only twenty years ago a few well-known centers such as the Bahamas, Bermuda, the Cayman

Islands, and Switzerland were the predominant service providers in this area.

Within the last ten years, many new countries have developed the necessary package of banking

services and asset protection products. There are now a significant number of countries seeking

this business, and competition is fierce. Successful countries attract this business with some or

all of the traditional techniques: better service, innovative products, favorable laws and regulations,

and competitive prices. When a particular country develops a financial product that satisfies a

wide demand, it may leapfrog over its competitors to the top ranks of the financial centers.

2.6 Common Tax Strategy

For example, goods, which are imported into a high tax country, are often routed or invoiced

through a company established in one of the tax havens. Similarly, goods exported from a high

tax country may be “sold” first to a tax haven company to drop most of the profit in the no tax

jurisdiction. This technique is known as offsite pricing, and the goal is to move profits from a

high tax country to a low or no tax country.

Despite provisions in the tax law and regulations, which prohibit or restrict the use of these

strategies, the demand from citizens of high tax countries for these techniques is powerful.
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Those who receive royalty income from patents or copyrights such as book authors, software

developers, and inventors often transfer these rights to offshore companies and have the funds

collected in a tax haven jurisdiction. Owners of appreciating stock, which includes almost every

man, woman, and child in the Silicon Valley, seek to move and sell the asset in a country that

does not tax this gain. Founders and employees of successful companies may receive stock

options representing a substantial portion of their wealth. Avoiding the tax on the gain is always

an important consideration. Individuals with large investment portfolios or those who want to

avoid a large tax bite on their investment earnings are eager to shift to non-tax jurisdictions.



10

St
u

d
y
 o

n
 T

a
x
 H

a
ve

n
s

CHAPTER 3

WHY TAX HAVENS

3.1 Introduction

“Taxes are the price paid for a civilized society”. But most people do not see taxes in this light.

Tax on income is considered as a cost of conducting business in that particular country and most

taxpayers would prefer to pay taxes due on their incomes provided the rate of tax is reasonable.

High rate of taxes coupled with high cost of compliance acts as a disincentive for most businesses.

This forces them to look at countries / locations that provide opportunities to conduct business at

a lower cost both in terms of taxes as well as compliance. In most cases, moving to friendlier

shores of tax heavens can cure these problems.

Many countries due to their regressive policies force businesses to look offshore and in turn

encourage, albeit indirectly, the growth of tax heavens. Thus, we can attribute the growing

popularity of tax heavens partly to regressive policies, high rate of taxes, high cost of compliance,

stringent disclosure norms and lack of secrecy.

Tax havens exist because of a powerful demand by individuals in many countries to shelter

their accumulated wealth from a variety of threats, both real as well perceived. For example,

in the United States, these dangers are often the product of a lawsuit system, which unfairly

targets those with property or savings. In some other countries with fewer lawyers and lawsuits

the threat of litigation is not the primary concern, instead, asset protection and privacy issues,

which are related to the political and economic climate, pose risks with varying degrees of

severity.

3.2 Using a Tax haven Company: is it legal?

The term tax haven has come to be associated with unsavory, immoral, and perhaps even

illegal activities in the minds of many people. Constant negative media coverage and government

propaganda have all caused the public to associate tax havens with shady business deals and

characters of questionable nature. As a result, many people wonder why anyone would want to

take their money in Tax Havens. The reality of tax havens and those who use them could not be

further from the truth. Since the French Revolution, the wealthy have moved money to Tax

Havens to protect their assets and to avoid paying taxes on gains. There are currently over 200

jurisdictions that offer these and other special incentives to foreign investors across the globe.

They vary from sun-drenched Caribbean islands with palm-lined beaches to mountainous,

European principalities filled with castles and picturesque villages.

Tax Haven companies can be used in legal schemes of tax planning.  However, like any other

instrument, they can equally be used in illegal operations, including illegal deviation from

discharge of tax and criminal money-laundering. The legality of a certain transaction from a Tax

Haven company is defined by the legislation of the country of registration, the legislation of the

other countries-members of the transaction, and also by the international treaties.  Many developed

countries apply certain limitations on operations with Tax Haven companies for its residents,

but full prohibition is almost never used.
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Most Governments, and especially their tax collecting agencies, try to impress that the use of

a tax haven is the same thing as tax evasion. These governments frown on entities that relocate

their money in Tax Havens. If everyone could invest abroad and in secrecy and never pay taxes

these governments would loose substantial tax revenue. These Governments do everything in

their power to discourage citizens from moving funds to Tax Havens because when you move

your money to a Tax Haven, the government loses control. It is in no way illegal to take your

money to a Tax Haven, even though the government has done its part to try to persuade you to

not do so. For example, in the US the IRS agents’ handbook carefully notes that taxpayers use

havens to avoid taxes, not evade them. Tax avoidance is the legal reduction of taxes, while

evasion is any illegal means of reducing or eliminating taxes. Furthermore, the IRS guide concedes

that US taxpayers may also use tax havens for tax planning reasons. This same guide also admits

that some transactions conducted through tax havens have a beneficial tax result that is completely

within the letter of US tax law. In fact, the US Supreme Court has as far back as in 1935 stated in

Gregory vs. Helvering (1935), 293 US 465 that taxpayers can arrange their affairs so that they

can make their taxes as low as possible. Also, the following declaration by Judge Learned Hand

will put the issue of tax heavens in proper perspective, “Over and over again courts have said

that there is nothing sinister in so arranging one’s affairs as to keep taxes as low as possible.

Everybody does so, rich or poor; and all do right, for nobody owes any public duty to pay more

than the law demands: taxes are enforced exactions, not voluntary contributions. To demand

more in the name of morals is mere cant.” Similar sentiments have also been expressed by the

Indian Supreme Court in Union of India v. Azadi Bachao Andolan [2003] 263 ITR 706 (SC).

3.3 Need for Tax Havens

Although, one can say that reduction of tax liability is one of the main motivations for going to a

Tax Haven, there are other non-tax related advantages associated with moving to a Tax Haven,

such as: -

(A) Protection from Lawsuits

Tens of thousands of lawsuits are filed everyday the world over. Juries award ever-increasing

sums to successful plaintiffs. Ex-spouses, ex-business partners, disgruntled employees or predatory

attorneys may file suit if they believe a potential defendant is an attractive target. Losing such a

lawsuit could result in the loss of a lifetime’s worth of savings, investments and real estate

holdings. In light of this, placing assets offshore is a wise and effective means of protection from

ruinous lawsuits.

By taking shelter of a Tax Haven an individual or corporation can shift its asset base and thus,

become a smaller target and thereby reduce its exposure to frivolous lawsuits. Utilizing offshore

tools to protect privacy could mean the difference between keeping versus losing what is rightfully

yours.

(B) Financial Privacy

Financial privacy has become a thing of the past. Every transaction made at a bank or ATM as

well as details of investments, expenses and purchases, by law, must be recorded and filed.

Credit agencies maintain enormous databases of sensitive information that is used and shared by

other organizations and agencies. Asset recovery agents (also known as asset collectors) routinely

advertise their ability to locate bank accounts, brokerage accounts, real estate and business
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holdings. Should asset collectors find substantial wealth, the individual or corporation becomes

an easy target for a lawsuit.

Unless deliberate steps are taken to ensure privacy, sensitive and confidential information could

easily get into the wrong hands. Placing bank and brokerage accounts offshore will keep them

off the asset collector’s radar screen. Credit agencies and government agencies many times

don’t have access to foreign account records or transactions. Domestic property may be titled

in the name of a foreign corporation or trust. This also ensures that asset collectors can’t find

it.

(C) Regulatory Advantages

Domestic businesses and operations are often plagued by excessive regulation. Valuable resources

are diverted away from the productive process in order to monitor compliance with a myriad of

restrictions. Offshore jurisdictions are intentionally business-friendly and have regulations that

are straightforward, simple to understand and inexpensive to comply with.

(D) Maximization of Income by routing investment through tax haven entity

One can’t do a lot about tax, apart from knowing and understanding the rules and work within

them. However, one can do a lot about his income. Income can be maximized using opportunities

for investment either onshore or offshore. There are only 3 questions that need to be answered

as regards maximization of income: -

(1) Where is the best return?

(2) Is the risk of investment within my comfort zone?

(3) What can I do to legally maximize my net return after tax?

We are told that investing overseas is risky and that if we do invest outside of our country, we’ll

lose all our money. Well, this may be true for those who invest in instruments as numbered

banking account or without proper professional advice. Investing/ doing business through a tax

haven entity is not any more riskier than investing/ doing business through a domestic entity.

3.4 A few examples of general usefulness of Tax Havens

*The UK is a tax haven for people of foreign domicile, even if they are UK resident (residence

and domicile being separate legal concepts in the UK), since they pay no tax on foreign income

not remitted to the UK. Similar arrangements are to be found in a few other countries including

Ireland.

*Switzerland is a tax haven for foreigners who become resident after negotiating the amount of

their income subject to taxation with the canton in which they intend to live. Typically taxable

income is assumed to be five times the accommodation rental paid.

*Monaco does not levy a personal income tax and neither does Andorra. The Bahamas levy

neither personal income nor capital gains tax, nor are there inheritance taxes.

*In the various Channel Islands, and in the Isle of Man, no tax is paid by corporations or

individuals on foreign income and gains. Non-residents are not taxed on local income. Local

taxation is at a fixed rate of 20%.
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*In Gibraltar, tax exempt companies, which must not trade or conduct any business locally, are

taxed at a flat rate of £100 a year.

*Vanuatu, an island archipelago state in the Micronesian Pacific, is a tax haven that does not

release account information to other governments and law enforcement agencies. In Vanuatu,

there is no income tax, no withholding tax, no capital gains tax, no inheritance taxes, and no

exchange controls. Vanuatu reputedly has become a mechanism for international transfers of

cash in CIA operations. Vanuatu related businesses and bank accounts surfaced in relation to

2004 Presidential vote fraud in the United States, according to investigative journalist Wayne

Marsden.

*India does not levy any estate / death duties. Also, the rate of Wealth Tax is quite low and the

exemptions and thresholds further mitigate the impact.

3.5 Offshore Money Magnets

We are all-familiar or have at least heard about financial centers such as the Bahamas, Hong

Kong, Singapore, Liechtenstein, the Cayman Islands, and Monaco. Fewer know that Tonga,

Nauru, Maldives, Guam, and Nevis have joined the ranks of the offshore service providers.

The common characteristics in the offshore havens are: -

• A system of low or no taxes.

• Maximum flexibility and secrecy in the ownership of business entities.

• Strict bank secrecy rules.

This powerful package of services is in high demand from individuals throughout the world

seeking privacy for their wealth and protection of assets from government or economic instability.

And let’s not forget about taxes. There is a massive flow of funds from the high tax countries —

the United States, Canada, and Europe — into the offshore havens.

For example, studies show that when tax rates in a country move above 30 percent, to 40

percent and higher range, tax avoidance becomes a preoccupation of many individuals and

businesses. Much of Europe, the United States, and Canada have progressive tax rates which

approach or exceed 50 percent — providing an endless source of demand for the attractive

services offered by the tax havens.

A recent study showed that 50 percent of all international transactions are directed through the

offshore jurisdictions. Hundreds of billions of dollars in international trade and commerce are

routed through them each day. They allow the greatest degree of freedom in the ownership and

operation of a business, and there is little interference with business activities. It is only natural

that international buying and selling of goods and services, whenever feasible, are routed through

a jurisdiction that protects the privacy of the parties and provides little or no taxation.

3.6 Tax Shelters

A tax shelter is an investment instrument / vehicle with tax benefits greater in value than the

investment itself. It comprises of any method of reducing taxable income resulting in a reduction

of the payments to tax collecting entities, including state and federal governments. The

methodology can vary depending on local and international tax laws. Rental real estate, natural
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resource prospecting, film production, and alternate energy sources are examples of common

tax shelters.

A tax shelter may be geared towards individuals or corporations. At the corporate level, taking

advantage of a tax shelter requires expert knowledge of the tax code. Even professional accounting

firms, however, don’t always get it right. Following the US bear market of 2000-2002, regulators

uncovered the widespread abuse of tax shelters. Arthur Anderson, a major accounting firm at

the time, was disbanded for its role in helping companies such as Enron and Worldcom evade

taxation. Executives at such firms found themselves in criminal court facing lengthy jail sentences.

While tax shelters have a reputation for skirting the law, governments often intentionally create

a tax shelter to encourage investment in specific sectors of the economy. During the energy crisis

of the 1970s, for example, many governments created tax shelters to encourage investment in

alternative energy sources such as windmill farms, solar energy and ethanol-fueled vehicles. Tax

shelter incentives can be so strong that entire industries can be created seemingly out of thin air.

In Brazil, the tax code of the 1980s encouraged investment in ethanol vehicles so strongly that at

one point virtually every car sold in the country was powered by ethanol.

The most widely used tax shelters are those used to encourage retirement savings in western

countries. Individual Retirement Accounts (IRAs) in the US and Registered Savings Plans (RSPs)

in Canada are examples of widely available, easily understood tax shelters. An annuity, generally

offered by banks and insurance companies, can also be structured as a tax shelter. While tax

shelter fraud is most commonly associated with corporations, individuals abusing annuities and

trusts can also be charged with tax evasion.

Some tax shelters are questionable or even illegal:

• Offshore companies. By transferring funds to a company in another country, one may

claim the transfer as an expense, and thus lowering the taxable income. Difficulties in

international tax treaties often make the income not legally taxable.

• Financing arrangements. By paying unreasonably high interest rates to a related party,

one may severely reduce the income of an investment (or even create a loss), but create

a massive capital gain when one withdraws the investment. The tax benefit derives from

the fact that capital gains are taxed at a lower rate than the normal investment income

such as interest or dividend.

The flaws of these questionable tax shelters are usually that transactions were not reported at fair

market value or the interest rate was too high or too low. In general, if the purpose of a transaction

is to lower tax liabilities but otherwise have no economic value, and especially when arranged

between related parties, such transaction is often viewed as unethical.

Other tax shelters can be legal and legitimate tax:

• Flow-through shares/Limited Partnerships. Certain companies, such as mining or oil drilling

often take several years before they can generate positive income, while many of them will

go under. This normally deters common investors who demand quick, or at least safe,

returns. To encourage the investment, the US government allows the exploration costs of

the company to be distributed to shareholders as tax deductions (not to be confused with

tax credits). Investors are rewarded by 1) the near instant tax savings 2) the potential massive
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gains if the company discovers gold or oil. In US terminolgy, these entities are given the

generic title of “limited partnership” and in the past they may have simply been called a

“tax shelter”, being an architypical tax shelter. However the IRS limited the popularity of

these plans by allowing the losses to only offset passive (investment) income as opposed to

earned income.

• Retirement plan. In order to reduce burden of the government funded pension systems,

governments may allow individuals to invest in their own pension. In the USA these

sanctioned programs include Individual Retirement Accounts (IRAs) and 401(k)s. The

contributed income will not be taxable today, but will be taxable when the individual

retires. The advantage to these plans is that money that would have been taken out as

taxes is now compounded in the account until the funds are withdrawn. As per the newly

introduced provisions, income is taxed before the contributions are made into the account

but are not taxed when the funds are withdrawn. This option is preferred by those

workers who expect to be in a higher tax bracket during retirement than they currently

are.

These tax shelters are usually created by the government to promote a certain desirable behavior,

usually a long term investment, to help the economy; in turn, this generates even more tax

revenue. Alternatively, the shelters may be a means to promote social behaviors. In Canada, in

order to protect the “Canadian culture” from American influence, tax incentives were given to

companies that produced Canadian television programs.

In general, a tax shelter is any organized program in which many individuals, rich or poor,

participate to reduce their taxes due. However, a few individuals stretch the limits of legal

interpretation of the income tax laws. While these actions may be within the boundary of legally

accepted practice in physical form, these actions could be deemed to be conducted in bad faith.

Tax shelters were intended to induce good behaviors from the masses, but at the same time

caused a handful to act in the opposite manner. Tax shelters have therefore often shared an

unsavory association with fraud.

A legal method of minimizing or decreasing an investor’s taxable income and, therefore, their

tax liability. Tax shelters can range from investments or investment accounts that provide favorable

tax treatment, to activities or transactions that lower taxable income. The most common type of

tax shelter is an employer-sponsored 401(k) plan.

Tax authorities watch tax shelters carefully. If an investment is made for the sole purpose of

avoiding or evading taxes, you could be forced to pay tax or even penalties. Tax minimization

(also referred to as tax avoidance) is a perfectly legal way to minimize taxable income and lower

taxes payable. Do not confuse this with tax evasion, the illegal avoidance of taxes through

misrepresentation or similar means.

3.7 Tax Loophole

A tax loophole is an exploitation of a tax law which can reduce or eliminate the tax liabilities of

the filer. Quite often the original wording of a tax break is used to justify the use of a tax loophole.

Several years ago, for example, a substantial tax break was offered to small companies who

invested in SUVs and other heavy vehicles for their transportation fleets. Because the tax law

allowed for 50% personal use, small business owners could upgrade their own personal vehicles
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to SUVs and still receive a tax credit. This exemplifies a tax loophole — the original intent is not

illegal, but the definition can be exploited for personal gain.

Few legislators would ever define a tax code change as a ‘tax loophole.’ After the changes have

been adopted, savvy tax code experts and tax lawyers may discover flaws in the wording of the

new law. Sometimes an obvious or potentially costly tax loophole is duly reported to lawmakers

and the law is rewritten to close the loop. Other times the tax loophole may exist for years until

a federal overseer or IRS agent discovers the mistake or exploitation.

One of the earliest tax loophole situations involved the so-called ‘marriage penalty.’ When it

came to assets and income accumulated throughout a fiscal year, couples who claimed married

status sometimes found themselves paying more taxes than an unmarried couple claiming the

same income. In order to avoid paying additional taxes, some couples discovered a tax loophole.

The definition of marital status would only apply to the last day of the filing year. If the couple

could obtain a quick legal divorce in a foreign country by December 31st, they would be

considered single. The couple could then remarry legally in the United States during the following

year and repeat the process.

A tax loophole is usually considered a murky legal maneuver. Many legitimate business and

personal deductions are already well-defined in the existing tax codes. Some individuals and

corporations may feel comfortable claiming even more deductions based on the ambiguity of the

tax language. If the filer’s tax records are selected for an audit, all of these deductions can be

called into question. Because of this yearly auditing process, most tax loopholes rarely survive

more than a few years before some corrective legislative action is taken.

3.8 Restrictions on use of Tax Haven Companies

As stated above, many countries impose certain limitations on the use of or operations with Tax

Haven companies (the so-called “anti-offshore” regulation) by its residents. They use certain

discriminatory restrictions, for example, increasing of taxation on operations with Tax Haven

companies for country’s residents and applying additional currency exchange regulations.
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CHAPTER 4

USERS AND USES OF TAX HEAVEN

4.1 Users

The users of offshore facilities fall primarily into two categories – individual users and corporate

users.

Individual users include: -

• High net worth individuals.

• Expatriates and emigrants.

• Owners of businesses.

• Owners of Intellectual Property Rights.

High net worth individuals are generally, in relation to tax heaven regimes, those individuals

with disposable assets in excess of two million dollars.

Expatriates are, in the main, individuals who are living away from their home countries, either

on overseas contracts of employment or as retirees, whereas emigrants are individuals who have

permanently moved from one country to another in pursuit of a better quality of life and/or

business interests. Since most of high industrialized nations enforce extremely high rates of

income and estate taxes on the worldwide income and assets on resident citizens, expatriation

has become the ultimate tax-planning tool for their citizens.

The category of ‘owners of businesses ‘ relates predominantly to proprietary businesses where

the shares are held by family members.

Corporate users include: -

• Multinational companies.

• Conglomerates.

• Shipping companies.

• Financial institutions, including banks and insurance companies.

• Holding Companies.

• Intellectual Property Rights owning companies.

4.2 Individual Users

Whilst the profiles of individual users are diverse, they would include, amongst others:

• Individuals enjoying inherited wealth.

• Entrepreneurs and industrialists.

• Businessmen and senior executives.

• Entertainers and authors.

• Sportsmen and other personalities.
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• Inventors, engineers and designers.

• Owners of intellectual property rights.

• Medical practitioners and other professionals.

Individual users utilize offshore facilities for the following reasons: -

• Tax planning.

• Estate and investment planning.

• Pre-immigration planning.

• Confidentiality and privacy.

• Security (as asset protection).

An excellent example of a well-known public figure who is publicly known to utilize tax havens

to his advantage is Rupert Murdoch. In 1985, media magnate Rupert Murdoch renounced his

Australian citizenship and became a US citizen and so was able to comply with the US law that

prohibits foreign ownership of television stations. This very wise business move helped Mr.

Murdoch build a global entertainment empire that includes among its many subsidiaries the

20th Century Fox studios. Mr. Murdoch’s company, News Corp., earns most of its revenue from

US subsidiaries, but through the use of international tax havens, Mr. Murdoch has paid corporate

income taxes of one-fifth the rate of his US competitors during the 1990s. US authorities do in no

way suggest that there is any impropriety in his business strategies. News Corp. has remained

incorporated in Australia in spite of Mr. Murdoch’s taking on US citizenship. News Corp. has

mastered the use of the offshore tax haven in its many international transactions. The company

reduces its annual tax bill by moving profits through multiple subsidiaries in offshore tax havens

like the Cayman Islands. For example, the overseas profits from movies made by 20th Century

Fox, go into a News Corp. subsidiary in the Caymans, where they are not taxed, according to

one insider familiar with the transactions. Mr. Murdoch has taken advantage of the differing tax

regimes around the globe and so has been able to make sure his companies keep more of what

they earn. Mr. Murdoch provides an excellent example of the proper use of tax havens in business

strategy for all to follow.

4.3 Corporate Users

Most modern corporations, be they medium sized companies pursuing international expansion,

multinational companies, conglomerates, shipping companies or financial institutions, are market

driven and many have been able to establish and maintain their competitive edge by efficiently

structuring aspects of their operations through offshore centers.

Holding companies, foreign direct investment companies (special purpose vehicles), mixing

vehicles, insurance companies, royalty companies and treasury management companies are but

a few examples of the types of companies that have been established by corporate users in

offshore centers.

Treasury management operations would typically include cash management, capital raising

exercises, the provision of finance to subsidiaries, captive insurance and risk management.

Corporate treasurers often apportion their cash resources between their subsidiaries. This process,

known as ‘netting ‘, is regularly undertaken from an offshore centre.
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Many corporate users have favoured establishing a physical presence in offshore centers, which,

in addition to treasury management, are utilized for: -

• Regional headquarters.

• Marketing, trading and administration centers.

• Re-export, trans-shipment and pre-positioning.

• Manufacturing and assembly plants.

• Transportation and distribution.

• Housing of Intellectual Property.

• Human Resources planning.

Freeport’s, export processing and special economic zones have continued to attract corporate

users. Mauritius , which has in excess of 700 companies operating in its Export Processing Zone,

the Isle of Man and Madeira have all been successful in attracting multinational and large

companies to establish physical presences.

The individual and corporate users of offshore services are, diverse, matched only by the wide

range of benefits that offshore centers offer.

4.4 Uses of Offshore Entities

“No man in the country is under the smallest obligation, moral or other, so to arrange his legal

relations to his business or property as to enable the Inland Revenue to put the largest possible

shovel in his stores. The Inland Revenue is not slow - and quite rightly - to take every advantage

which is open to                   it under the Taxing Statutes for the purposes of depleting the

taxpayer’s pocket. And the taxpayer is in like manner entitled to be astute to prevent, so far as he

honestly can, the depletion of his means by the Inland Revenue.” - Law Lord Clyde, (Ayrshire

Pullman Motor Services v Inland Revenue Comrs [1929] 14 Tax Cas 754, at 763,764).

“There is nothing sinister in so arranging one’s affairs as to keep taxes as low as possible. Everybody

does so, rich or poor; all do right. Nobody owes any public duty to pay more than the law

demands; taxes are enforced exactions not voluntary contributions!” - US Judge Learned Hand.

A wide range of persons uses Offshore Companies, from individuals to large international

corporations to small business groups (family businesses and private companies). These persons

are engaged in wide range of business activity, from Arts to Engineering, from Banking to Trading.

By utilizing an off shore company, it may be possible for the owner (or beneficial owner) to

secure a number of advantages, mainly revolving around taxation but could be useful for the

protection of assets, etc. Some examples of uses of Offshore Companies are listed below:

4.4.1 Investment Portfolios

Both large companies and individuals regularly use offshore companies as mediators to hold

investment portfolios, which may consist of stock, bonds, cash and a broad range of other

investment products. There are a number of offshore areas in which funds may be placed either

in tax free bonds or as bank deposits where interest is paid gross. Similarly, in many offshore

areas no capital gains taxes are applicable. Use of an offshore company incorporated in a suitable

country allows the possibility of investing tax efficiently in a high tax country where there is a
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concessionary tax treaty in respect of investments made by companies incorporated in the offshore

country.

Many persons prefer life insurance and pension contracts to be arranged by their offshore

companies. Individuals often use offshore companies as personal holding companies. Offshore

companies are regularly used for inheritance purposes and to reduce probate expenses. Such

companies can provide privacy and may save clients professional and other fees. To reduce

risks to both corporations and individuals, it is very important to select a politically and

economically stable corporate domicile.

4.4.2 Trading and Purchasing

International trading and purchasing companies often involve offshore companies in their trading

transactions by establishing an exporting company in the offshore jurisdiction. The offshore

company would take orders directly from the customer, but have the goods delivered directly to

that customer from the manufacturer or place of purchase. The profits arising out of transactions

involving purchasing goods in one country and selling them in another would be accumulated

in the offshore company free from taxation.

For European Union transactions, for example, the Isle of Man, Madeira, Cyprus etc. have become

very popular locations for low tax trading activities. VAT registration is compulsory within the

EU. In this connection the question of minimization of this tax arises. The use of Caribbean

companies does not grant this opportunity. That is why the most popular jurisdictions for this

purpose are the Isle of Man, Madeira and Cyprus.

Transferring funds to a low tax jurisdiction may enable a company resident in a high tax jurisdiction

to compensate for trading losses through a company incorporated in a low tax jurisdiction.

Offshore structures may be very useful in the case of bulk purchasing: a group of associated

companies can benefit from reduced administrative costs, and an offshore structure is more tax

efficient than an onshore entity.

4.4.3 Personal Companies

Many individuals engaged in providing services in construction, engineering, aviation, computer,

finance, film and entertainment can achieve considerable tax savings via an offshore-based private

company. The offshore company can contract with an individual to provide him / her with

services outside his / her normal country of residence and personal income can be accumulated

free from taxation in the offshore centre. It is possible to minimise income tax through proper

representation of personal income structure. Upon his / her death probate would be applied for

in the country in which his company or trust were incorporated rather than in each of the

countries in which he might hold assets. This saves legal fees and avoids publicity. Again,  every

individual may not wish to show off wealth and an individual may wish to hold property through

an offshore entity simply because of the privacy which the offshore arrangement gives.

4.4.4 Holding Companies

Offshore corporations often hold investments in subsidiaries and/or associated companies,

publicly quoted and private companies, as well as joint venture projects. Capital gains arising

from the disposal of particular investments can be made without taxation. In the case of dividend
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payments, reduced levels of tax on income can be achieved by utilising a company incorporated

in a zero or low tax jurisdiction that has Agreements for Avoidance of Double Tax with the

contracting state. However, if the holding company is situated in an offshore area where there

are no income or corporation taxes and no requirement that dividends must be paid, then the

profits which are accumulated in the tax free climate can be used to fund the requirement of

subsidiaries or reinvested as business convenience suggests.

Many large corporations are interested in investing in countries where no double tax agreement

exists between the country of the investor and the country in which they are investing. In this

case, an intermediary company is established in a jurisdiction with a suitable treaty. For example,

the Madeira SGPS Company has been used for investments in the European Union, since

corporate entities registered there can avail themselves of the EU Parent / Subsidiary Directive.

Cyprus has an extensive double tax treaty network with many Eastern European countries and

countries of the former Soviet Union, and the use of Cypriot companies for inward investment

into these countries provides a tax efficient conduit.

4.4.5 Intellectual Property

Intellectual property, including patents, certificates for computer software, trademarks and

copyrights can be owned by or assigned to an offshore company. Upon acquisition of the rights,

the offshore company can enter into license or franchise agreements with companies interested

in using those rights. The income can be accumulated offshore (on careful selection of an

appropriate jurisdiction), and taxation on royalties can be reduced by the commercial application

of double tax treaties. Countries such as the Netherlands, the UK, Madeira, Cyprus and Mauritius

are good examples of jurisdictions used for holding intellectual property.

4.4.6 Real Estate and Land Ownership

The ownership of real estate and land by an offshore company can often create tax advantages,

including the legal avoidance of capital gains, inheritance and property transfer taxes. Other

advantages of offshore property ownership include ease of sale which is achieved by transferring

the shares in the company rather than transferring the property owned by the company and

reduction of property purchase costs to the onward purchasers.

For example, if an offshore company owned by a non-resident of the UK purchases realty in

the UK for investment purposes and this realty is later sold on to a third party. By structuring

the financing correctly, the offshore company can reduce the effective level of withholding tax

on rental income.

4.4.7 Finance

Offshore finance companies are set up for the purposes of inter-group treasury management.

Interest payments from group companies may be subject to withholding tax, but these taxes

differ from the usual corporation taxes. The interest paid can be deducted for taxation purposes,

thus consolidating interest payments in an offshore finance company provides a tax saving.

Many large companies establish their own offshore companies for the purpose of mixing dividends

of subsidiaries and deriving maximum advantage from tax credits.

In certain countries, foreign exchange losses are not deductible for tax purposes. For example, if

an offshore finance subsidiary that has been set up suffers a foreign exchange loss and that
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subsidiary company is then liquidated, the investment is a tax-deductible item for the parent

company.

Another area where offshore finance companies are used is leasing, particularly where an offshore

structure is rich in funds, which, if they are not invested, may be repatriated, or subject to high

levels of corporate taxation.

Offshore companies are often utilized for the purpose of acquiring foreign entities, international

restructuring of corporations, real estate and other investments, and other corporate finance-

related projects.

Since some countries suffer from political and economic uncertainty, many large corporations

reduce the risk by moving their base of operations and ownership of assets offshore. For

example, Luxembourg and Bermuda are host to many companies that have re-domiciled their

operations.

Offshore companies are regularly employed to raise money through loan or bond issues. Such

an arrangement may serve to reduce withholding tax on interest payments. For example, countries

such as the UK levy a withholding tax on interest paid to non-residents on non-quoted bonds,

thus it is vital to avoid double taxation in such cases.

4.4.8 Transport Companies

Many important offshore jurisdictions (Panama, Liberia, the Isle of Man, Madeira, Jersey,

Gibraltar, Cyprus, the Bahamas, Belize and Mauritius) have modern ship and pleasure craft

registration facilities for the purpose of providing low cost registration fees and exemption

from tax on income derived from shipping and chartering activities. The owners of pleasure

craft operating within EU waters for extended periods require specialist advice with regard

to VAT.

4.4.9 Banking Companies

Many offshore banking institutions have been established in tax havens in recent years. Many of

these institutions are subsidiaries of major international banks. Such institutions pay interest free

of withholding tax and engage in international financing from offshore bases which are free from

exchange controls.

Such banking institutions and their associated trust companies are able to provide a wide range

of financial services to their international clientele.

Offshore banking institutions are also used by the smaller business Organisation and indeed in

some cases by individual owners to act as offshore cash management centers.

4.4.10 Insurance and Captive Insurance Companies

There are a number of offshore havens that encourage the establishment of insurance

companies which like banking companies bring employment and investment to the

country of incorporation and generally enhance its reputation and its range of financial

services.
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In a number of offshore havens it is possible to incorporate insurance companies, which pay no

tax in respect of their premium or investment income.

Many multinational companies to insure and re-insure the risks of subsidiaries and affiliated

companies have created captive insurance companies.

Captive insurance companies are particularly suitable for the shipping and petroleum industries

and for the insurance of risks, which might be insurable only at prohibitive premiums.

Bermuda and Guernsey have long been favoured as domiciles for the incorporation of captive

insurance companies with countries such as the Isle of Man and the Turks & Caicos Islands

competing for a share of this growing market.
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CHAPTER 5

CRITERIA OF SELECTING A JURISDICTION

5.1 Introduction

With so many countries in the world offering tax benefits to offshore business, it is only logical

to ask which offshore country is the best to incorporate in. There can be no standard reply as the

answer really depends on the intended use of the offshore company and upon your own personal

or business circumstances. Most offshore jurisdictions are free from foreign exchange controls

and have introduced company legislation to cater for a diverse range of international business

requirements.

• Political and economic situation

• Essential corporate characteristics

• Legislation requirements

• Company law

• Double taxation avoidance treaties

• Infrastructure

• Communications

• Banking

• Languages

• Cost

5.2 Your profile

The first thing to be considered while choosing an offshore jurisdiction is your intended

business. Another important thing to be considered is the impact that your jurisdiction /

location will have on your existing and future customers, suppliers, stakeholders, etc. One

will also have to take into account the restrictions imposed on transfer of funds to offshore

entities by various countries. Many high-tax countries have extensive blacklist regulations in

their tax system, imposing tax surcharges or financial penalties on business carried out with

known tax havens. Can it influence your business? A double-tax avoidance treaty may be

essential for the reduction of withholding taxes on the payment of dividends and royalties

from contracting states.

Treaty jurisdictions also usually portray a non-offshore image - usually offering reduced levels of

tax instead of a complete exemption. This obviously may provide a better “image” of the

jurisdiction. Cyprus is a typical treaty jurisdiction.

Non-treaty jurisdictions are “classic” in the offshore sense -they would usually have complete

absence of corporate taxes on the profits of the company and only a fixed annual license

fee. Seychelles, although it has concluded a few treaties, is still considered a non-treaty

jurisdiction.



25

St
u

d
y
 o

n
 T

a
x
 H

a
ve

n
s

It is for you to decide whether the circumstances of your business require use of “offshore

stepping stones” through treaty jurisdictions, or the clear-cut approach through a classical offshore

tax haven.

5.3 Political and Economic Situation

The pre-requisites for establishing business or private interests offshore are certainty, confidence

and corporate security. In order to satisfy these requirements it is important to select a jurisdiction

that provides political and economic stability, so that business can be conducted with certainty,

confidence and corporate security.

The jurisdiction chosen should not be subject to violent political swings or the likelihood of

military coup or invasion. An explicitly bad example of this kind has been Liberia. A very good

one would be, well, Seychelles, Gibraltar or, to this extent, just about any other long-term

offshore financial centre.

5.4 Essential Corporate Characteristics

Most offshore and “tax planning” jurisdictions have made efforts to ensure that their company

law satisfies the following demands:

• Limited liability

• Minimal or optional statutory filing obligations

• Low capital requirements

• Nominee shareholders allowance

• Availability of bearer shares

• Disclosure of beneficial ownership either not required or limited to special bodies (offshore

authorities; central banks)

• Minimal directors’ liability*

• Broad range of permitted company names and suffixes to denote limited liability

• Directors and/or shareholders meetings can be held anywhere in the world

• No requirement or optional requirement for accounting records to be audited

*Directors are generally liable for the company’s actions. However, in certain jurisdictions

directors may seek indemnities from both the company and its beneficial owners.

5.5 Legislative Requirements

The most essential criterion is that legislation should be modern, flexible and well proven.

Furthermore, the legislation should preferably guarantee confidentiality and complete privacy

with regard to a client’s business dealings. Some jurisdictions have introduced new and modern

corporate legislation specifically designed for international business; others have amended existing

domestic legislation to cater for offshore requirements. That being said, for quite many offshore

jurisdictions the relevant pieces of legislation are practically carbon copies of each other. For

instance, quite a number of jurisdictions have taken the International Business Companies (IBC)
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Act of the British Virgin Islands and adapted it to their circumstances without much of a change.

Fairly often the legislation of relatively new offshore centres, such as, for example, Seychelles or

Saint Lucia, tend to be very well thought out and put together, having taken care of all the

shortfalls and errors of the earlier laws in other, more mature offshore tax havens.

5.5.1 Company Law

There are three main models of Company Law: English Common Law; European Corporate Law;

US Corporate Law. Hybrid models of Company Law that are a combination of the above-

mentioned models also exist. Let us consider the characteristics of these models.

5.5.2 English Common Law

Company Law based on English Common Law is the most frequent model for classic offshore

jurisdictions. Company Law in this case is based on the UK Companies Act 1948. This Act in

turn draws on earlier Acts (since 1844) and many other concepts, such as the acceptance of

nominee shareholders, based on 19th century Acts. The Joint Stock Companies Act of 1856

introduced the Memorandum and Articles of Association providing incorporation by registration.

Examples are the BVI, the Bahamas, Hong Kong, and Belize.

5.5.3 European Corporate Law

European Corporate Law is based on French Law (1864). Usually it is different for a “share”

company (with a lower initial capital and a smaller number of subscribers) and a public company

(which is allowed to issue publicly negotiable securities).

Incorporation procedures in Civil Law jurisdictions have the following features (compared to

English Common Law):

• An amount of paid-up capital must be subscribed before incorporation

• A Company’s statutes are essentially a contract between the subscribers

• Procedures are more onerous and time consuming than in English Common Law countries

• Incorporation procedures are carried out by a notary

• Corporate Law in Civil Law countries demands that the responsibility of a board of directors

be shared between an executive and a supervisory board

• Directors’ powers may be limited

• A legal reserve may be required

• Liquidation procedures are time consuming and complex

5.5.4 US Corporate Law

US Corporate Law was formed under the influence of both English and Civil Law. Apart from

differences in language, terminology and interpretation, US Company Law differs from English

Law in a number of significant ways, including:

• US Corporations have officers in addition to directors

• By-laws are often adopted after incorporation

• Directors are often empowered to change by-laws
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US Law has influenced company Law in Liberia, Panama and Nevis.

5.6 Double Taxation Avoidance Treaties

The jurisdictions around the world can be divided into two groups: Treaty jurisdictions, and

Non-Treaty jurisdictions.

5.6.1 Treaty jurisdiction

Clients wishing to take benefit from a double tax treaty must establish a company situated in a

Treaty jurisdiction. This is essential for minimum withholding tax on dividend payments and

royalties from contracting states. Treaty jurisdictions also convey a non-offshore image and thus

provide cosmetic appeal.

5.6.2 Non-Treaty jurisdictions

This type of jurisdiction is mainly used because of the absence of corporate taxes on the company’s

profits and usually only requires companies to pay a fixed annual license fee.

It is important to assess the taxation implications for the business and to decide whether a treaty

jurisdiction is required. Usually, a treaty jurisdiction is not required for international trade, the

movement of goods or most services. However, inward investment into certain countries requires

a treaty jurisdiction to minimize the impact of taxation.

5.7 Infrastructure

Administration of all offshore structures requires both legal and accounting services. The

infrastructure of an offshore jurisdiction is important. You would not like to place your corporate

nest-egg in a country which takes ages to get through by telephone. Factors such as quality of

telecommunications and internet, physical access to the country, language, work ethics, legal

system, confidentiality culture, exchange controls, quickness and variety of administrative and

financial services available all can influence the smooth running of your business. Take time

zone into account - dealing with a jurisdiction on the other side of the globe may constantly

make you lose a day while communicating via email, or to make calls in the middle of the night.

And last but not least, a violent tropical storm can take out electricity for days in some places -

Bahamas spring first to mind. So, just in case, make sure you also check the weather record.

5.7.1 Communications

Since business must be run in an efficient manner, it is important for a jurisdiction to possess

modern telecommunication facilities.

5.7.2 Banking

Though offshore companies can open corporate accounts anywhere in the world, it is preferable

for many clients to bank in the jurisdiction where their offshore company is domiciled. The

banks should be able to meet important requirements, i.e. that a comprehensive range of banking

services and access to international banking facilities are available.

5.7.3 Languages

Running the business in English is preferable, though offshore structures are usually capable of
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providing multilingual services. This concerns the need to exclude any misunderstanding in

respect of clients’ requirements.

5.7.4 Cost

What are the registration fees and flat rate taxes? What is the incorporation fee and what are the

continuing domiciliary and management fees? What are the audit and other statutory compliance

requirements? More importantly, though - by taking into account all the other aspects described

above - is the cost reasonable for the quality of product you are getting?

5.8 The 10 Golden Rules for Selection Of Offshore Professionals

1. One should carefully consider whom he is dealing within the offshore world.

2. Never trust operators that come out of nowhere and those who claim that they are experts.

3. Avoid using providers operating out of fancy offices in fashionable areas. You will pay at

least double price for the same service that you could buy otherwise at half price elsewhere.

4. Never entrust your secrets to offshore service providers located at offshore centre with

whom you have just one off kind of professional relationship.

5. Never locate your offshore corporate bank account in the same jurisdiction as the place of

incorporation.

6. Before committing any funds try to figure out whom you’re actually dealing with. Exchange

a number of emails & messages with him. Try to find-out how self-serving the person

appears. Try to get a variety of options for your case.

7. It’s a small world now, actually a global village. Good providers with known track record,

long international presence in this business are few and known. Try to visit before you

select from among such providers.

8. Try to answer Inquiry Forms as frankly as possible. This will help the provider in finding

the best possible solution at the absolutely minimal cost.

9. The offshore game has changed a little: People are now talking more about “offshore

structures” (that combine both onshore & offshore elements) and not so much of

“straightforward” offshore situations.

10. Last but not least, despite the fact that you reside in a tax-free jurisdiction ensure you

always incorporate in another tax-free jurisdiction.
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CHAPTER 6

POPULAR TAX HEAVEN ENTITIES

The most popular arrangements for holding overseas accounts are the Asset Protection Trust and

the International Business Corporation.

6.1 APT or Offshore Trust

Foreign trusts have been a popular tax planning tool all over the world for many years. A lot

of people from United States, Canada and Europe establish them in particular in the Caribbean

area and in Liechtenstein and Gibraltar, but in recent years it has become quite popular to

establish trusts also in the Pacific-Asian regions (Cook Islands, Nauru, Marshall Islands) or in

other jurisdictions.

Their popularity is based on the fact that assets of a certain type (real property, bank account,

ships, aircraft, shares, yields, ownership interests in companies, family assets, etc.) can be

transferred to a foreign trust without a taxation obligation, whereby it is possible to achieve

tax savings and maximum protection of the assets. In certain cases, when the assets are

burdened by a tax obligation, the transfer to a trust of the assets may be subject to a lower

taxation rate than the direct sale of the assets.

In the case of the United States it was possible, before the adoption of the Tax Reform Act

of 1976, to accumulate incomes from foreign resources, which arose in connection with the

assets deposited in a trust, without its being subject to taxation in the United States. These

trusts were usually established in tax heavens and the income resulting from the administered

assets were not subject to any income tax in final consequences. Foreign trusts could accumulate

incomes from foreign resources without any tax burden until these incomes have been distributed

in favour of trust beneficiaries. The beneficiaries were mostly the United States citizens.

For the above mentioned reasons thus the tax position of foreign trust beneficiaries was much

more advantageous than the position of domestic trusts established in non-tax-liberal jurisdictions

( U.S.A., Canada, England, etc.). The importance of international financial centers is proven by

the fact that two thirds of the existing liquid world capital is found in offshore jurisdictions, and

one third of the world capital is deposited or administered through trusts. International financial

centers are more and more used by multinational companies, professional providers of financial

services, individual investors as well as by entrepreneurs from all over the world who are searching

for a safe place for their profits, savings and assets. Last but not least they are searched for also by

persons with higher incomes who want to protect their assets and practice tax planning. At

present it is Asset Protection Trusts that are founded most often. This type of trust is followed by

Charitable Trusts serving for public benefit purposes, which are also founded quite often.

6.2 Difference between a trust company and a trust

A trust company is a licensed legal entity (in a similar manner as a bank), which provides its

clients with services connected with formation of trusts and their administration, whereas a trust

is a deed (contract) on the basis of which authorised persons (trustees) administer the assets of

the founder (called “settlor”) in favour of trust beneficiaries. In general terms it is possible to
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simply state that a trust is a product of a trust company (unless it is established by a skilled

lawyer).

Trust companies can offer the following services to their clients: -

— establishing a trust and its administration according to the instructions of the settlor

— providing beneficiaries and settlors with legal and administration services

— providing beneficiaries and settlors with trustee services

— providing fiduciary services

— providing investment advisory services

— providing financial services and consulting

— accepting deposits and administering assets for third persons

— providing trusts with banking services, including trust management and all accompanying

banking and financial services.

A trust company is in a certain manner also a bank, it only provides a different type of financial

services on account of its focus. A bank, for example, manages accounts and deposits for its

clients and provides them with banking services and products. A trust company manages for its

clients for example free wills, testaments and the assets contained in the wills in favour of third

legal entities or natural persons, who had a trust formed at the trust company or who have

become its beneficiaries on the basis of the settlor’s requirements. Only on the basis of these

wills and instructions of the trust settlor does a trust company manage these assets, exclusively

according to the wishes of the trust settlors or the persons who were nominated by the trust

settlor (for example through a power of attorney). The assets are understood as the trust property,

which can be formed e.g. by ownership interests in companies, shares, bonds, bank accounts,

real property, copyrights, cash, precious metals, ships, aircraft, etc. Trust companies also manage

the trust assets and wills to satisfaction of the settlors or beneficiaries of the trust in question, in

accordance with the deed referred to as the Letter of Wishes. Their only income, which is,

however, not negligible, is often a lump sum fee or a percentage remuneration of the value of the

trust assets. As a standard, administrators charge a fee varying between 0.5 and 3 per cent of the

trusted assets a year.

6.3 What actually is a trust?

If a trust is to be described in formal language, then a trust is: .....a contract on the basis of which

a natural person or legal entity (trustee) becomes proprietor of the assets which he, she or it

administers in favour of one or more persons (beneficiaries)....

A trust is a specific contract on the basis of which the trust settlors transfer a part of their private

or company assets (possibly all their assets) to a third person referred to as trustee. The trustee

may be a person appointed by the settlor or a professional licensed trustee holding a license for

the carrying on of these activities (usually a bank or a special company holding a license for trust

administration). The assets transferred to a trust are handled on the basis of the Last Will or Letter

of Wishes in such a manner which corresponds to the wishes of the settlor. The settlor can also

appoint a Protector, who can supervise over the activities of the trustee, whether the trustee acts

in the best will and according to instructions or wishes of the settlor and persons who should
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have benefits from the trust (beneficiaries). A protector can be any person, such as a family

friend, lawyer or any person who has the confidence of the trustee.

The clients from the Anglo-Saxon law countries or jurisdictions, which recognise trusts, in an

overwhelming majority know what a trust is because trusts are very often used by a majority of

citizens of these countries. The clients coming from the countries whose legislation does not

recognise the legal form of trust tend to have difficulties understanding the features or statute of

a trust. It is especially countries of Central and Eastern Europe, the Far East, some African and

Asian countries that do not know the legal form of trust, but only certain simplified forms, such

as the last Will or inheritance. This does, however, not mean that it would be impossible for

these clients to make use of all advantages offered by trusts. On the other hand, where any

international activities are intended (business, investments, purchase of real property, administration

of bank accounts, etc.), it is very suitable to consider the possibility of establishing a trust.

The advantages of trusts result especially from the fact that settlors transfer a part of their personal

or corporate assets (or all these assets) to a third person (trustee) and thus they avoid any execution,

forfeiture, confiscation or nationalisation of the assets of the settlor by heirs at law (spouse,

children, relatives) or creditors (banks, financial institutions, state, creditors, etc.), because the

ownership of the assets owned in this manner will be separated from the original owner by way

of transfer to a third person, in this case to a trust.

If the trust settlor dies, the trustee continues to handle the assets of the settlor as the settlor

wished according to the Letter of Wishes and distributes the trust benefits (payments, shares,

yields, compensations, various financial or material advantages, etc.) among beneficiaries, which

can be legal entities and natural persons (for example children, spouse, parents, foundation,

various groups, schools, etc.). The fact that the settlor’s assets have been transferred to a trust

still during the settlor’s life, it was possible to eliminate worries about the execution of the Will,

inheritance taxes, transfers of bank accounts to heirs at law and other heirs, etc. Especially in the

cases where the settlor’s assets are situated in several countries (for example a yacht in the

Bahamas, a house in Spain, a cottage in Canada, shares in companies in the U.S.A., Germany,

bank accounts in Grenada, Switzerland, etc.), the several years long waiting for the transfer of

these assets to the heirs at law and other heirs is avoided. Legal services connected with the

proving of the claims of heirs, fees and taxes are in these cases so huge that they often consume

a significant part of the assets which the deceased leave. It may also happen that the assets

which were not treated through a trust will be taxed by using the inheritance tax in the country

where they are physically situated, and then by another tax in the country of the heir at law,

unless such a fact is solved by the Agreement for Avoidance of Double Tax between the two

countries.

A well established and managed trust can help you in general terms in the following fields:

— protection of personal and company assets

— financial privacy

— avoiding the necessity of paying taxes on transfer of assets or inheritance or estate taxes

— distribution of assets, or benefits among the persons or entities at your discretion and not

necessarily according to the law specifying legal inheritance

— administration of assets through a professional trustee
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— flexibility with transfer of benefits to the persons selected at your discretion

— tax planning

— diversification of assets and property

Asset Protection Trust is one of the best means of Anglo-Saxon law enabling the trust settlor to

protect assets from a number of unforeseeable events, such as divorce, bankruptcy, insolvency,

creditor claims, actions or from other stressing situations when it is necessary to protect personal

or company assets from attacks of legal creditors or persons who claim assets of the trust settlor.

It is also one of the most modern tools in the tax planning area because an overwhelming

majority of financial centers does not impose any form of taxation on the assets which are

deposited in a trust or transferred from a trust or on remuneration and payments made from the

trust to individual beneficiaries.

Current research shows that three fifths of legal firms from the countries of Anglo-Saxon law

advice their clients to form an Asset Protection Trust, as it provides the best means for future

protection from such unforeseeable events such as negligence actions, bankruptcy, insolvency,

fraudulent conduct and other claims of creditors. By far not all professional experts, however,

prefer using just (Asset Protection Trusts) as a means for protecting their assets. The supporters

of Asset Protection Trusts are convinced that it is an non-understandable negligence not to protect

their own assets against requirements of potential creditors, and they place the same emphasis

on such a protection from various types of risks as is placed on life insurance at some commercial

insurance companies.

Trust objectors on the other hand justify their position by a statement that trust is a hidden

agenda through which people transfer their financial means and other assets in order to hide

them from fraudulent conduct of their settlors and from legal pressures on the part of the existing

or future creditors- as a result of which the Asset Protection Trust is allegedly immoral.

A Charitable Trust is an excellent tool for tax planning or for administration of the assets which

are to be used for humanitarian purposes. A number of countries across the world allow deduction

of contribution made by a company for humanitarian purposes (into a trust or foundation) as

cost. Charitable trusts are established for example for the support of culture, humanitarian projects,

literature, cultural heritage, religious matters, school system, hospitals, churches, museums and

a number of similar purposes when the trust settlors transfer a part or all of their assets to these

trusts and the trust benefits are distributed according to the wishes of the settlors or according to

their Wills or Letter of Wishes.

As it is quite common, this type of trust can be established for purposes beneficial to the entire

community, such as fighting poverty, support of education or religion, fostering, keeping and

protection of human rights, protection of nature or cultural heritage. Nevertheless, this type of

trust can also be established for the support of specific particular individuals or persons, including

persons related with the trust settlor. Classical trusts established for public purposes include

trusts established in favour of museums, galleries, poorhouses and other not-for-profit and public-

benefit organisations, foundations and other community formations or groups.

A trust can be established for a limited term (existence) according to the country where the

trust is established, i.e. it can be established for a definite or indefinite time period. A number

of countries make it possible to establish a trust for a period not exceeding 99 years,
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nevertheless there are countries where the maximum duration of the trust is not specified by

the law. The settlors can decide at their discretion for how long a trust will exist and who

will administer it and in what circumstances it can be cancelled. They can also decide what

type of trust they will establish, for what purposes and who will have benefits resulting from

the trust (heirs, family, friends, humanitarian societies or general public, etc.). Furthermore

they can decide whether the trust will be revocable or irrevocable, i.e. whether the trust can

be cancelled, modified or not during the life of the trust settlor.

6.3.1 Trusts established for a specific purpose

Trusts established for a certain purpose which do not identify beneficiaries from their essence

can be established for support of a legitimate goal which is specific, reasonable and can be

fulfilled without using procedures which would be immoral, non-ethical, illegal or which would

be in contradiction with the government policy of the country where the trust is established.

This trust requires in general (there are local differences in individual jurisdictions):

1. Trustee who is appointed to the post,

2. Protector, who will enforce interests of the trust in question and who can be settlor or an

authorised person, but not the trustee,

3. Protector’s successor.

The protector is often authorised to recall the trustee and appoint another one. The conditions of

the trust in question should precisely specify on which event the trust will be terminated and

what is to be done with the trust assets upon such a termination.

If the trustee who is appointed in this post has suspicion that the protector does not conduct

properly, he or she must notify the Attorney General of such an alleged negligence of obligations

or illegal conduct, by sending the appropriate notification to the Attorney General, together with

the Trust Deed. The Attorney General can ask the court to appoint another trust protector. This

type of trust is often established by a civil-law court in the Anglo-Saxon countries, when for

example parents of minor children die during a tragic accident. The court thus has a tool through

which it can transfer the assets inherited by a minor to the trust, which is established and managed

by a credible person with appropriate experience. The trustee takes care, on the basis of the

court decision in good faith and according to his or her best conscience, of the trust assets and

pays out benefits to the minor children until they achieve for example 25 years of age, when they

are able to manage their financial matters by themselves. At that moment the activities of the

trust can be terminated and the assets can be transferred to individual beneficiaries, in this case

to the descendants who are already of age.

6.3.2 Law governing the trust

Although it could appear that the trust is automatically governed by the law of the country where

it has been formed, it is usually not the case. It is necessary that the law which should govern the

trust be uniquely defined in the Trust Deed and in the Letter of Wishes. Thus it is possible to

avoid repeat judicial disputes or a number of troubles which could be faced by the trust for the

time of its existence. It could happen that the established trust which does not specify uniquely

the law of the country, according to which the administration and activities, including its



34

St
u

d
y
 o

n
 T

a
x
 H

a
ve

n
s

establishment are governed, will be considered as a trust established in an absolutely different

jurisdiction when regard is taken, for example, to the place of residence of the settlor, trustees or

even to the fact where a major part of assets is located, possibly according to the residential

addresses of beneficiaries.

A number of jurisdictions make it possible that a trust which has been established in their

territory can be subject to the laws of a third jurisdiction. The conditions of the trust can thus

specify that its separable aspects, especially those which concern the administration of the trust

will be governed by a different law than the appropriate law applicable to the trust under which

it has been formed. The law governing separable aspects of a trust can also be changed from the

formation country law to a law of another jurisdiction and vice versa. If it is not specified in the

Trust Deed by which law the trust is governed, the trust will be governed by the law corresponding

to the intent of the trust settlor, unless it is in contradiction with the local jurisdiction and legislation.

If this intent is unclear, then the trust is often governed by the jurisdiction with which the trust

had the closest contact at the time of its establishment, i.e. according to the place of residence or

registered office of the trustee, place of trust administration specified by the settlor, where the

targets and purposes of the trust are to be achieved and where the trust has been registered. In

the case when it is not clear enough it can be decided by a competent court.

6.3.3 Trust Companies

As it has already been stated, Licensed Trust Companies are entities which hold a license in the

jurisdiction in question, that enables them to administer and establish trusts for their international

clients, possibly for fiduciary services as well.

A number of leading bank companies establish trust companies in classical offshore centers as

well as out of those centers, in order to be able to provide their clients with complete services

from a number of classical bank services to trust and often fully specific and individual services

connected with a confidential administration of onshore and offshore assets (such as share

subscribers, nominee directors and shareholders, fiduciaries, etc.).

The APT or Offshore Trust is a flexible and convenient format for holding offshore assets such as

bank and brokerage accounts, foreign real estate, and interests in other business entities. Financial

privacy is achieved because the laws of the country governing the APT or Offshore Trust generally

do not require disclosure of the names of the settlor, beneficiary, or protector. For instance, in

the Cook Islands, the name of the trust is registered with the government, but all other information

is held in confidence by the trust company. The trust document itself is also held in secrecy. If

Steve Smith creates a trust, his name will be known to the trust company, but there will be no

public record of his connection with the trust. In the Cayman Islands, a trust can be formed

without any registration process.

Accounts can be opened in the name of the APT or Offshore Trust and, subject to local law or

bank policy, the name of the settlor and beneficiary need not be disclosed. The trust can buy and

sell stocks and make investments anywhere in the world—with complete anonymity for the

owner.

The trust structure allows a diverse group of assets and businesses to be consolidated within a

single entity for efficient administration and ultimate distribution. When everything is held under
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one roof, management and control are greatly simplified. The trust company is familiar with all

of the assets, where they are held and what needs to be done. In the event of the settlor’s death,

the trust carries on in the manner specified in the trust agreement. Administration can be continued

by the trust company or assets may be distributed to the surviving spouse or family members as

the settlor provided. Trust assets are not subject to court probate and the transfer of ownership is

instantaneous—without interruption or complexity.

6.4 International Business Corporations

6.4.1 Origins of limited liability Companies

The concept of limited liability companies can be traced back to the early part of the 19th

century and the insatiable demand for cash which the industrial revolution and its thousands of

manufacturing and trading organizations spawned. Whilst many of these early businesses were

government backed, the demand for funding was so great that entrepreneurs started looking to

the public for investment money.

Many of these early enterprises were highly successful of course, leaving only happy investors,

but many others failed, either through misjudgments, bad luck, incompetence or fraud. Sometimes,

when these businesses failed, the investors were not only left nursing the losses of their original

investment, but frequently faced demands for meeting the company’s losses. Not unreasonably,

faced with such mounting losses and ensuing bankruptcies, demands were made for legislation

to protect stockholders and other investors.

6.4.2 The Limited Liability Company

From this early legislation the concept of the limited liability company grew. These companies

had two important features, firstly the director’s and stockholder’s liabilities became limited to

the amount of the share capitalization of the company, and secondly the companies were viewed

as a separate legal entity, distinct from its owners.

Thus the legislation ensured that should a limited company fail, for whatever reason, the

directors and stockholders of the company were limited in their financial liability to the failed

company and its investors and creditors to the amount of the share capital they owned. In

practice the directors and stockholders of a failed limited company simply lost their original

investment.

Over the years, the legal framework of limited liability companies has changed to keep pace

with more modern business practices however the basic concept still remains the same to this

day. Ensuing legislation now gives more protection to investors and the general public,

especially from companies run with intent to defraud, and tries, with some success, to ensure

that those convicted or suspected of fraudulent dealings are barred from holding directorships.

It is the separate legal identity aspect that makes the limited company an ideal tax-planning

vehicle.

6.5 Offshore Limited Companies

Because tax rates have always varied, not only from individual to business but from country to

country, there has always been an incentive to live or work in or from a lower tax area. As the
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wealth of both companies and individuals has increased over the years, this incentive has become

the foundation for a business in its own right.

The principle motivations behind the demand for offshore services from both individuals and

corporations are:

• Tax Minimization

• Risk Management

• Cost Reduction

With global instability, currency fluctuations and political uncertainties set to continue, individuals

and businesses will need to not only minimize their global tax exposure, but also to protect and

preserve their assets and investments in safe havens.

Thus, risk management has become as important a motivation for using International Financial

Services Centers as international tax planning.

Offshore business and investment activity is usually conducted with an entity known as the

International Business Corporation (IBC). The IBC may be used to hold and segregate Dangerous

Assets, located overseas, that we would not own directly in the APT or Offshore Trust.

Also, it is sometimes more convenient to open a bank or brokerage account in the name of the

corporation rather than in the trust. Corporations are recognized and permitted by law in every

country. There is a standard set of rules, which govern the operation, and management of a

corporation, and all banks have proper account opening procedures already in place.

Although it is getting to be less of a problem, for a number of years many of the major banks

were not familiar with or knowledgeable about the APT structure and preferred that the

accounts be opened in the name of a corporation. This is partially due to the fact that except

for the British Commonwealth countries, the prevailing civil law in Europe does not recognize

the legal entity that we call a trust. Banks, which do not have a previous relationship with

the trust company or the settlor, will often insist on the corporate account with well-established

account opening and maintenance procedures. In these situations, an IBC can be formed with

shares issued to or held by the APT. Most of the tax haven jurisdictions have enacted

legislation enabling the formation of IBCs.

It is not necessary to bank or conduct business in the country where the IBC is formed. In

fact, the major advantage of the IBC is its portability. An IBC formed in the Bahamas can open

a bank account in Switzerland or any other country, including the United States. The bank

will ask to see the articles of incorporation and a corporate resolution by the directors

authorizing the opening of the account and appointing a person to act as signatory for the

corporation on the account. With that information and proper identification for the signatory,

an IBC account can be opened anywhere in the world.

The Cayman Islands, the Bahamas, and the British Virgin Islands are no tax jurisdictions,

which allow complete secrecy of ownership for corporations. To set up a company in these

jurisdictions, one of the many local law firms or trust companies is contacted. It will file the

necessary corporate registration to create the company. The firm can also serve as the sole

member of the board of directors. If anonymity is required, the shares can be issued in bearer
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form. That means that no name is registered on the share certificate. Instead, whoever holds

the certificate becomes the owner of the company.

To avoid the possible difficulties arising from lost or stolen shares, the certificates are registered

in the name of the law firm or trust company. It then holds the shares under an agreement

to serve as nominee for the true owner. The nominee as instructed by the beneficial owner

signs any necessary corporate documents or even bank accounts. If the APT is to hold the

shares, it can maintain bearer shares or the shares can be registered in the name of the trust.

Contrast the IBC with a corporation established in the United States. In the U.S. the names

and addresses of the officers and directors of the corporation must be publicly filed in the state

where it is formed. Shares must be registered in the name of the true owner. A stock register

is required to be maintained, listing the name and address of each shareholder. The stock

register can be subpoenaed by any government agency or by the plaintiff in a lawsuit. The

individuals behind any domestic U.S. company are readily identifiable to any third party

investigating the matter. We can create privacy for a U.S. corporation by using a domestic

Privacy Trust. For those with funds or business interests overseas, the IBC is a popular

approach.

6.6 Summary

The offshore havens provide alluring opportunities for privacy and asset protection to those

who have lost confidence in the ability of their own government to protect their accumulated

savings from excessive litigation, political instability, and fiscal crises.

Personal privacy and confidentiality in financial matters is protected by law and tradition in

many countries throughout the world. In Switzerland, Austria, and several smaller nations,

bank secrecy laws forbid unauthorized disclosure of customer information. In contrast,

information about your financial account in the United States is readily available to government

authorities, commercial marketers, and those involved in litigation.

Despite these facts, the offshore techniques which we have described will not be the best

choice for many individuals. There are legitimate domestic alternatives available for asset

protection and privacy with FLPs, LLCs, and a variety of trust strategies. In most cases a

domestic plan will provide a satisfactory level of protection. Those individuals in high risk

professions or businesses who wish to create a sophisticated level of asset protection and

privacy—and who are willing to bear some degree of additional cost and complexity—offshore

trusts and overseas accounts may present attractive opportunities.
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CHAPTER 7

OFFSHORE FINANCIAL CENTRES

7.1 Introduction

Offshore Finance Centres (OFC; also known as tax havens) play a key role in facilitating growing

mobility of finance and shaping complex webs of interactions and relationships involving the

nation-states, multinational corporations, wealthy elite and ordinary citizens. According to Michael

Giles, chairman of international private banking at Merrill Lynch: “In market after market, the

whole structure of foreign exchange controls, the whole fear of having your savings and your

capital confiscated or eroded by runaway local inflation, is decreasing”. The implication is that

there is a diminishing need for the services of offshore financial centres and bank secrecy

jurisdictions. It would be a mistake, however, to underestimate the importance of the offshore

financial world.

Since the 1980s, the number of OFCs has doubled from about 30 to more than 60 (the exact

number depends upon definitions). In OFC, the volume of non-resident business substantially

exceeds the volume of domestic business. The term ‘offshore’ is not necessarily restricted to tiny

or remote islands. It can also be applied to any location (e.g. New Jersey, Delaware, City of

London) that seeks to attract capital from non-residents by promising low/no taxes, low regulation,

secrecy and confidentiality. The OFC secure global business through the provision of trust and

company administration and specialized services, involving banking, shipping, corporate

consultancy, structured financial transactions, insurance and mutual fund administration.

Companies and wealthy individuals claiming ‘residence’ in tax havens rarely physically reside

or trade there.

In offshore locations banks are generally exempt from “reserve requirements, banks transactions

are mostly tax-exempt, or treated under a favourable fiscal regime, and they are fee of interest

and exchange rate restrictions. Moreover, in many cases, offshore banks are exempt from

regulatory scrutiny with respect to liquidity or capital adequacy. Information disclosure is also

low”.

The OFC hold about 50% of all the cross-border assets (IMF, 2000). Almost one-third of the

world’s Gross Domestic Product (GDP) and half of global monetary stock passes through tax

havens at some stage (Oxfam, 2000).

The emergence of OFCs has a complex history. The emergence and expansion of OFCs is best

understood within the dynamics and contradictions of capitalism. The policies pursued by major

western states to simultaneously constrain capital (e.g. through domestic regulation) and

encourage its global development have created the space for the emergence of the OFC. Since

the late nineteenth century, under pressure from major corporations and their wealthy owners,

nations began to accept the principle that ‘flags of convenience’ could be granted to ships doing

business in other nations (Carlisle, 1981). Since the 1920s, the U.S., the UK and Scandinavian

companies have used Panama and Liberia to register their ships and establish ‘residence’. The

expansion of OFCs was further aided by the emergence of the Eurodollar market. By going

offshore, companies and wealthy individuals could avoid onshore securities and exchange
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control laws. Banks operating from tax havens could also make savings by avoiding the need

to maintain reserve ratios. The lower regulatory requirements resulted in less staff and further

savings in operating costs. The mobility of capital was further aided by the collapse of the

Bretton-Woods fixed-exchange rate system and relaxation of exchange controls on movement

of capital.

Rather than relating development and expansion to the globalizing logic of capital, some countries

have explained the emergence and development of the OFC as a reaction to the high tax and

high regulation regimes created in onshore jurisdictions. Such claims are far from true because

OFC have expanded during the time of deregulationist regimes (e.g. Thatcher, Reagan), abolition

of exchange controls and reduced tax rates. For example, in Britain the top rate of income tax has

been reduced from the punitive 1970s figure of 83% to the present 40%. Corporation tax has

been reduced from 52% to 30%, the lowest ever. This has not curbed the mobility of capital or

persuaded companies to pay up their share of designated taxes. As a result, the total tax take (as

a % of the GDP) from business has fallen from 3.6% in 1996 to 2.8% in 2002 (The Guardian, 13

November 2002). In the US, in 1960, corporations paid 24% of all federal taxes, compared to

12% in 1996 and 8% in 200238. The loss of taxes means that elected governments are unable to

fund the desired social infrastructure and public services.

By registering in tax havens, multinationals are able to reduce their tax bills/costs, increase their

profits/dividends and returns to stockholders. The host country raises some revenues (e.g. through

low taxes or registration fees) to finance its local infrastructure. However, the value-added

component of a transaction being routed through, for example, the Caymans Islands, does not

lie with any wealth creating activity performed there. It nests instead in tax avoidance, or in the

secrecy space afforded by routing the transaction through the offshore circuits (Hampton and

Christensen, 2002). By claiming ‘residence’ in offshore havens, multinationals do not abandon

markets and monopolies in other jurisdictions. Often money itself does not physically move to

tax havens, it is merely booked there. In essence, the OFC are charging rents for enabling

companies to incorporate and park their profits in those jurisdictions.

These jurisdictions are highly dynamic and are motivated in part by competition for deposits

and other forms of business. In some offshore financial centres and bank secrecy jurisdictions

serious efforts have been made to minimize the influx of dirty money through more careful

regulation. So long as there are difficulties in distinguishing between the licit and the illicit,

there are real tradeoffs between an approach that over-regulates and one that under-regulates.

The balancing act for the offshore financial centres themselves is to attract customers through

the provision of banking confidentiality and other kinds of legitimate services that protect money

without also acquiring a reputation for “dirty banking”.

The competition among offshore financial centres takes place through the provision of sophisticated

services, financial mechanisms and tax concessions. Although some jurisdictions are more

innovative than others, for the most part the menu of available options is not particularly divergent.

Consequently, if there is overly vigorous implementation of “know your customer” rules in one

jurisdiction, then this will put the haven at a disadvantage compared to other havens where the

formalities and checks on customers are kept to a minimum. The more stringent and scrupulous

one is about due diligence and vetting customers, the more likely it is that some customers will

take their business to venues that ask fewer questions and present fewer obstacles.
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On the other hand, if a haven develops too unsavory a reputation as a home for “dirty money” or

a haunt of organized crime and drug traffickers, then not only will legitimate money go elsewhere

as respectable companies move their businesses to avoid tarnishing their reputations but so too

will more sophisticated criminals who want to avoid any taint by association. The financial

centre will also become the target of considerable external pressure to clean up its act. Not

surprisingly, therefore, the offshore banking and bank secrecy world is in constant flux that

reflects differential responses to the complex balancing acts relating to competitiveness and

cleanliness. The optimum competitive position is one in which the centre is neither too stringent

in vetting customers nor too obviously indiscriminate in accepting all custom.

This is a dynamic and ever-changing system in which there are constant developments in rules

and regulations, in the opportunities offered by individual jurisdictions, in the relative attraction

of particular jurisdictions both for licit money and for the proceeds of crime, and in the pressure

placed on offshore financial centres by the international community.

The Cayman Islands, for example, one of the most important offshore jurisdictions, is generally

judged to be the fifth largest financial centre in the world, behind London, New York, Tokyo and

Hong Kong. There are over 570 banks licensed in the Cayman Islands, with deposits of over

$500 billion. Mutual funds licensed or registered in the Islands, offshore insurers and non-

resident and exempted companies are other important dimensions of Cayman financial activities.

Not surprisingly, therefore, the offshore financial world is clearly seen as one in which important

opportunities remain. As a result, it is constantly welcoming new members. Some of the more

recent additions to the world of offshore finance have been remote islands in the South Pacific.

Perhaps even more surprising has been the attempt by the state of Montana in the United States

to become an offshore centre, a development that seems to have encouraged Hawaii to explore

a similar option. Thus, while there is no universal definition of the term, many expert observers

point to a number of jurisdictions as having the requisite characteristics of a financial haven.

Within this world, important and difficult judgements have to be made about how flexible to be.

Different jurisdictions have responded in different ways to the dilemmas of competitiveness and

cleanliness discussed above.

Bermuda, for example, which hosts about 40 per cent of the world’s captive insurance companies,

has been extremely cautious and is regarded as one of the more scrupulous jurisdictions that, for

the most part, has attracted the right kind of business. Yet even in Bermuda, there are virtually

unregulated areas of financial activity such as insurance companies and mutual funds that have

the kind of multiple account capabilities that facilitate money-laundering. Moreover, the fact that

Bermuda is generally more careful and moves more slowly in the incorporation of companies

than some of its competitors is frequently seen as a disadvantage. Some members of the Bermuda

offshore community, for example, have expressed concern that it takes five days to incorporate a

Bermuda company-significantly longer than some of Bermuda’s competitors. There is also anxiety

about Caribbean competitors taking spillover work that is of dubious origin but that nevertheless

provides them with important advantages.

One of the competitors that has been criticized for lacking discrimination about its customers

has been Antigua. United States News and World Report commented in 1996 that no one has

extended an invitation to dirty money like Antigua, which has “a virtually unregulated banking

industry, no reporting requirements and secrecy laws that punish violations of bank clients”
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confidentiality. The number of banks there grew by 75 per cent in 1995; anyone with $1 million

can open a bank, and many consist of nothing but a brass plate or a room with a fax machine”.

Although the European Union Bank fiasco has led to increased pressure on Antigua to “clean up

its act”, it is not certain that there have been any fundamental changes.

Another country that apparently wants to develop a rather different image of its offshore activities

is Panama. In the past, loose regulations and tight secrecy laws made Panama extremely attractive

to those who wanted to hide or launder the proceeds of crime. In 1998, however, there have

been reports that Panama, which still has over 100 banks from 30 countries and a bank sector

that accounts for 11 per cent of GDP, is addressing fears about lack of supervision. The President

of the Panamanian Banking Association wants to transform Panama into a major financial centre

“homogenous with London, Zurich, New York or Miami”. Some steps have been taken in this

direction, and Panama has created a financial analysis unit to track money movements. Yet, as

one of the cases in chapter III reveals, millions of dollars suspected of being the proceeds of drug

trafficking were channeled back to Colombia via Panama during the mid-1990s. Moreover,

because the United States dollar is, effectively, the currency of the country, Panama is likely to

remain one of the favourite jurisdictions for money launderers attempting to put proceeds of

crime into the financial system.

In Europe there is continued controversy over bank secrecy in Switzerland in particular and also

in Luxembourg. Yet in Switzerland bank secrecy is not what it was. Pressure from other countries

for greater transparency, concerns about the infiltration of Russian organized crime, the passage

of new laws against money-laundering, the broadening of criminal laws and thereby the potential

scope for the implementation of mutual legal assistance have all placed major dents in bank

secrecy. Moreover, Switzerland is taking serious initiatives to combat money-laundering. Yet,

there is also a sense in some quarters that the change is being exploited by competitors. According

to one banking official, “the assertion that Swiss bank secrecy is no longer as watertight as it

once was, or even that it has become full of more holes than Emmenthal cheese, is not new. It is

being spread about in the mass media with a malicious undertone by competing foreign financial

centres. Paradoxically, they are often the same people who criticize Switzerland because of its

apparently rigid protection of secrecy.”47 Accompanying this is deep-seated concern that

Switzerland’s “enormous competitive advantage” in the area of client confidentiality is being

eroded, and in the words of one bank official, “the time has come to take a stance and defend in

a lucid and resolute manner an asset of which the country may be proud and which it cannot do

without”.48

Luxembourg, which has over 220 banks in the city and is seventh in the world in terms of assets

in foreign currencies, has also been under siege. It was the country which, in effect, brought

BCCI to the world. More recently, it has faced criticism from Germany for its policy on taxes and

from Belgium on the grounds that Luxembourg’s secrecy laws attract dirty money from African

dictators.

For those who are concerned that neither Switzerland nor Luxembourg offer the protection

they did in the past, Liechtenstein could be an attractive alternative. It is usually described as

one of the world’s best tax havens, with stricter bank secrecy than in Switzerland, and even as

the place Swiss citizens go if they want to hide money. Moreover, Liechtenstein offers a wide

range of services including the Anstalt discussed in chapter I. Liechtenstein is also the only
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continental European country to have trust regulations that bring with them demand for work

in the areas of litigation, intellectual property rights and the licensing of patents.49 Other

alternatives include Austria, which still has the Sparbuch (bearer savings account book) without

customer identification for Austrian citizens, and the Czech Republic, which also offers

anonymous passbook accounts.

Another area where competition is keen is the Mediterranean. A few years ago Cyprus appeared

to be the offshore financial centre of choice for Russian organized crime, but it has strengthened

its regulatory framework and increased its capacity for financial monitoring. Other Mediterranean

centres include Malta and Lebanon, which is also moving aggressively to reestablish its pre-

eminence and has increased the scope of the activities in which offshore companies are permitted

to engage and reduced the already low tax rates on profits of holding companies.

In the Asia and Pacific region, the competition, if anything, is even greater. Labuan, Malaysia’s

offshore jurisdiction, is implementing a major campaign to attract business. Other participants

in the offshore financial business include the Cook Islands, Niue and Vanuatu, all of which are

vigorously promoting their offshore financial centres. In 1994 the Government of Niue passed

laws covering international business companies and asset protection trusts as well as banking

and insurance. The International Business Companies Law was modeled on that developed by

the British Virgin Islands, with some additions that point to the market niche: the name of the

company can be registered in Chinese script; directors may keep the company records and share

register outside Niue; and agents with businesses elsewhere can act as deputy registrars with the

authority to incorporate companies. The willingness of Niue to provide charters in any language

desired and the limited population base highlights once again the contrast between the lavish

provision of financial services, institutions and mechanisms and the meager resources for

supervision and oversight.

While some of the smaller jurisdictions have almost certainly attracted dirty money, perhaps the

most brazen attempt to enter the offshore financial world at the bottom end of the market was

initiated by the Seychelles, which, in the mid-1990s, passed an economic development act

offering citizenship, with no questions asked, to those who placed deposits of $10 million or

more in the islands. Under pressure from the United States and other members of the international

community, the Seychelles backed away from the sale of its sovereignty.

None of this is meant to ignore efforts to establish closer supervision, more effective oversight

or greater transparency in the world of offshore financial centres. Some jurisdictions, such as

Mauritius, have been very careful in regulating their offshore sectors. There has been a series

of measures from the early 1980s when the United States became seized of the issue after a

series of Senate hearings illuminated offshore banking and the way it could be exploited by

drug traffickers and other criminal organizations. Part of the problem, however, is that the issue

of bank secrecy goes well beyond the traditional offshore financial centres and jurisdictions

such as Luxembourg and Switzerland. There can perhaps be no definitive listing of jurisdictions

that refuse to lift bank secrecy to accommodate criminal investigations, as the situation in this

regard is subject to continual change, and judgements about appropriate levels of cooperation

with law enforcement agencies will differ. The United States’ review of international anti-money-

laundering provides some clues as to where bank secrecy is an impediment to criminal

investigations.
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If some of these jurisdictions lack the will to impose greater regulation and to seek greater

transparency in financial matters, in the smaller offshore financial centres and bank secrecy

jurisdictions, the problem is also one of capacity. There are too few regulators to oversee the

transactions and the institutions that are involved in them. Although there might have been

some improvements recently, for a long time one bank inspector and one insurance adviser

were responsible for regulating a burgeoning companies sector in the British Virgin Islands

where the number of new companies incorporated annually greatly 77xceeded the size of the

population.

7.2 Captive Insurance Company

One of the hottest topic in board rooms today is whether or not to climb onto the captive

insurance bandwagon, or if they are already participating, whether they should really venture

into underwriting.

A captive insurance company is a wholly owned insurance subsidiary of a non-insurance parent,

which is used to self-insure the risks of the parent and associated companies. These may be

industrial, commercial or government organisations. The captive is formed to insure all or part of

the risks of that organisation. Most of them are domiciled in tax attractive locations, where the

regulatory framework is such that the regulators make prompt decisions and where capitalisation

requirements are commensurate with the risk assumed.

Captive insurance companies can also be used by trade associations or companies with similar

business risks, allowing them to join together in a cost-effective way to obtain insurance.

Captives now number over 10,000. Many of these captives are located in Tax Havens such as

Bermuda, Bahamas, British Virgin Islands, Cayman Islands, Guernsey, and the Netherlands

Antilles. Of the U.S. Fortune 500 companies, over half have captives.

One of the reasons for setting up of captive insurance companies is that many businesses have

recently suffered dramatic increases in insurance premiums, even though their claims record is

good. Also, quiet a few companies are finding it very difficult to find an insurance company to

offer them certain types of commercial insurance at all. For example, there is limited insurance

available in the areas of strikes, product recall, patent suits, etc. In other cases, organizations are

confident that their insurance business is profitable to insurance companies, and that they are, in

effect, subsidizing other parties whose claims records may be inferior. The development of

insurance to enhance product acceptability via insurance at the “prenatal” development stage is

a good example of this. The ability to be more flexible in the settlement of claims is possible; i.e.,

perhaps a company would wish to make a commercial judgment on a claim where an advisor or

wholesaler might be held to be either more or less liable, as the case may be under ordinary

insurance proceedings. The ability to benefit from situations where evidence of insurance is

more acceptable than a company guarantee or promise to pay; i.e., sick leave insurance for

employees where a union wants a policy of state benefits. By setting up their own insurance

business, through the use of a captive insurance company, such organizations can share in that

profit and effectively reduce overall cost. Since the captive’s overhead expenses will be lower

than those of a conventional insurance company, potential profits are further enhanced. Another

advantage is the ability to earn interest on capital and reserves, thus turning a cost centre into a

profit centre. The types of risk that a captive can underwrite for the parent include property
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damage, public and products liability, professional indemnity, employee benefits, employers

liability, motor and medical aid expenses.

There are a number of potential advantages in the use of captive insurance, which include the

following:-

1. The use of a captive insurance company can result in a potential cost reduction. By

participating directly in its own insurance business, an organisation can ensure that its

premiums reflect its own position, rather than reflecting insurance costs of other

organisations with inferior claims records. In effect it enables the organisation to share in

the underwriting profit on its own insurance.

2. Premiums paid to a captive are retained for the ultimate benefit of the mutually owned

businesses. Therefore any investment income received from premiums until they are paid

out by way of claims or reinsurance costs is retained for the shareholders.

3. A captive insurance company may have direct access to the reinsurance market. This

ability to deal directly with reinsurers can produce additional cost savings. The reinsurance

market can also have additional capacity and a willingness to insure more difficult risks.

4. The use of a captive insurance company has the effect of smoothing insurance costs over

the medium term, whereas the insurance market can be very cyclical in premium costs

and cover availability.

5. A captive insurance company can enable the organisation to provide insurance for risks

not otherwise easily covered in the conventional insurance market.

6. The use of a captive can give a business cashflow advantages, as well as increasing the

control of the business over claims and the insurance process in general.

There may also be tax advantages. A captive may prove to be a more tax-effective approach than

simply self-insuring on a formalised basis. The extent of this advantage will vary between

jurisdictions, but, generally speaking, arm’s length insurance premiums of captives, as with any

other insurance company, are an allowable expense for tax in the country from which they are

paid.

7.3 Holding Companies

The location of a holding company is an important consideration in any international structure

where there is a desire to minimise the tax charged on income and gains. Ideally the company

should be resident in a jurisdiction which:

1. Enables the extraction of foreign sourced dividends at mitigated rates of foreign withholding

tax

2. Where the receipt of foreign dividends are taxed at low or zero rates of domestic corporation

tax in the country of residence of the holding company

3. Permits the distribution of available profits to non-resident shareholders at low or zero

rates of withholding tax

4. Allows for the realisation of capital gains from the disposal of shares in foreign companies

at low or zero rates of both foreign and domestic corporation tax on the gains
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7.3.1 Foreign Withholding Tax

Most countries impose a withholding tax on dividends distributed by a resident company to

non-resident shareholders. These withholding taxes can be as high as 35%. Through Double

Tax Conventions, many countries have reduced or even eliminated the incidence of withholding

tax on international dividend distributions. In choosing a holding company jurisdiction, one

needs to take into account the benefits of a particular country’s Double Tax Conventions in

reducing the incidence of withholding tax.

High tax jurisdictions generally do not enter into Double Tax Conventions with offshore

jurisdictions. For this reason, if offshore companies are used to own shares in high tax jurisdictions

it is likely to increase the burden of tax, rather than reduce it.

7.3.2 Taxation of Foreign Dividends

Not only should one plan to have a holding company in a jurisdiction which can receive foreign

dividends with reduced withholding taxes, one also needs to ensure that those dividends are not

highly taxed in the country of residence of the holding company.

Many countries have domestic legislation that exempt from domestic taxation all or a significant

portion of such foreign sourced dividends.

7.3.3 Local Withholding Tax

Care needs to be taken that the jurisdiction chosen for a holding company is not one that will

impose excessive withholding taxes on distributions of income to the shareholders of the company.

7.3.4 Capital Gains Tax Exemption

All the leading holding company jurisdictions provide for an exemption from taxation on holding

companies realised gains, from the disposal of shares in foreign companies. Conditions are

normally attached to such exemptions and therefore the legislation needs careful scrutiny to

ensure that it is appropriate for the particular situation.

Holding companies are setup for various objectives. A holding company can be established in a

low tax countries to hold the shares of subsidiaries located in high tax countries. Also, when a

person owns assets or porperty in a territory which is not his domicile, then he can protect his

assets against inheritance tax and higher rates of taxation by placing them in an offshore investment

company. Offshore holding company may be used to hold the title of the property, thus diminishing

those difficulties and expenses associated with investment in overseas property.

Mentioned below are some of the tax incentives offered by a few counties, which otherwise

have high tax regimes for domestic companies, to set up Holding Companies in their tax

jurisdiction.

7.4 Country Comparison – Holding Company Regime

Historically, 9 onshore European countries (Austria, Belgium, France, Germany, Luxembourg,

the Netherlands, Spain, Switzerland & the United Kingdom) have competed and continue to do

so by changing their fiscal laws in order to make their jurisdiction the most attractive one in

which to locate a holding company.
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A recent addition to these 9 onshore European counties is Denmark with its laws on Danish

holding companies. It has revolutionized the market and has tried to make Denmark far and

above the most attractive location in which to site a holding company.

7.4.1 Basic Criteria

For a country to be an attractive location in which to set up a holding company 4 criteria must be

satisfied:

Incoming Dividends: Incoming dividends remitted by the subsidiary to the holding company

must either be exempted from or subject to low withholding tax rates in the subsidiary’s

jurisdiction.

Dividend Income Received: Dividend income received by the holding company

from the subsidiary must either be exempted from or subject to low corporate income tax rates

in the holding company’s jurisdiction.

Capital Gains Tax on Sale of Shares: Profits realized by the holding company on the sale of

shares in the subsidiary must either be exempt from or subject to a low rate of capital gains tax

in the holding company’s jurisdiction.

Outgoing Dividends: Outgoing dividends paid by the holding company to the ultimate parent

corporation must either be exempt from or subject to low withholding tax rates in the holding

company’s jurisdiction. Generally, most offshore jurisdictions do not impose withholding tax

on dividends remitted internationally.

7.5 COUNTRY – 1 – DENMARK

Based on the above criteria Denmark is a fiscally attractive jurisdiction in which to locate a

holding company.

7.5.1 Withholding Taxes on Incoming Dividends

As a member of the EU Denmark is governed by the provisions of the EU’s Parent-Subsidiary

directive, whose effect is that where a Danish holding company controls at least 25% of the

shares of an EU subsidiary for a minimum period of 12 months any dividends remitted by the EU

subsidiary to the Danish holding company are free of withholding taxes.

Where the provisions of this directive do not apply (or where anti-avoidance provisions are in

place) Danish holding companies can rely on an extensive network of double taxation treaties

the effect of which is to obtain a reduction in withholding tax rates on dividends remitted to

Denmark from the subsidiary jurisdiction.

Denmark has more than 80 double taxation treaties in place. The greater a country’s network of

double taxation treaties the greater its leverage to reduce withholding taxes on incoming dividends.

An elaborate network of double taxation treaties is thus a key factor in the ability of a territory to

develop as an attractive holding company jurisdiction. It follows that almost all dividend income

received in Denmark will be free of withholding tax.
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7.5.2 Corporate Tax on Dividend Income Received

The Danish corporate income tax rate is 28%. However, incoming dividends received by a

Danish holding company from its foreign subsidiary are exempt from corporate income tax in

Denmark provided the holding company satisfies the following criteria:

a. 15% Shareholding: The Danish holding company must hold a minimum of 15% of the

shares in the foreign subsidiary (the required minimum was 20% until December 2006).The

threshold for the eligible holding is to be further reduced to 10% from January 2009.

b. 12 Month Period: The eligible shareholding must have been held for a minimum continuous

period of at least 12 months.

c. Not a Controlled Foreign Corporation: The foreign subsidiary must not be a “CFC”.

A company is a CFC if it meets the following 2 criteria:

1. 33% of Assets or Income: 33.3% or more its assets are “financial assets” or if it earns at

least 33.3% of its income from “financial activities”, including net bank interest, dividends,

royalties, lease premiums and any profits on the sale of financial assets being assets which

give rise to these sorts of income. Related tax deductible expenses can be netted off against

the other kinds of CFC income in calculating total CFC income. Income from real estate is

no longer included in the definition of financial income. And:

2. Lower Level of Taxation: The foreign company’s income has been subject to tax at less

than 75% of the rate of tax as calculated under Danish law.

For holding companies qualifying under the above rules, Denmark is alone among European

countries in not taxing dividends received from offshore jurisdictions. Qualifying dividends

received by a Danish holding company from an offshore subsidiary are not subject to

corporate income tax irrespective of whether or not tax has been paid in the offshore

location on the profits out of which the dividends have been paid.

7.5.3 Advantages of the Danish Holding Company Regime

With proper structuring one can route dividend income from around 35 countries without incurring

any withholding taxes at any stage by the use of Denmark’s tax treaty network and its holding

company regime. These countries include: Argentina, Austria, Belgium, Brazil, China, Cyprus,

Finland, France, Germany, Greece, Iceland, India, Ireland, Italy, Luxembourg, Malaysia, Mexico,

Netherlands, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, UK and Malta. In about

40 other countries withholding taxes are substantially reduced owing to the double taxation

treaty network.

A number of EU countries have imposed anti-abuse legislation in their interpretation of the

Parent-Subsidiary directive aimed at European holding companies controlled by third country

investors. However, Denmark can counter this threat owing to the aforementioned extensive

double taxation treaty network. In many cases, even if the corporate structure envisaged falls

foul of parent-subsidiary directive anti-avoidance provisions, the existence of Danish double tax

treaties can largely help to avoid this problem.
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7.5.4 Features of Danish Holding Company Law

Danish holding companies have the following features:

a) Advance Rulings: Advance tax rulings are available thereby allowing the user to decide

whether the fiscal structure contemplated meets his requirements.

b) Company Taxes: There are no taxes on the issue of shares, on an increase of share capital

or on the transfer of shares. Other than corporate income tax there are no further taxes on

a company. Provincial taxes and taxes on a company’s capital net worth do not exist in

Denmark.

c) Extensive Tax Treaty Network: Double taxation treaties are a necessary part of ensuring

that the standard rate of withholding tax deducted in a subsidiary’s jurisdiction on outgoing

dividends is either substantially reduced or completely eliminated altogether.

d) Shelf Companies: Off the shelf companies are available in Denmark. The availability of

shelf companies means that an investor can put his plans into operation at once instead of

having to wait for the company to be incorporated.

e) Regulatory Environment: Disclosure requirements are strict. This may be seen as a

disadvantage or an advantage depending on the user’s needs.

Additional (principally tax-related) advantages of establishing a holding company in Denmark

include that: dividends are tax exempt regardless of the underlying taxation of the

subsidiaries; capital gains are tax exempt after an ownership period of three years; no

Danish withholding tax on dividends paid to foreign parent companies in tax treaty countries;

no Danish withholding tax on interest paid to foreign companies; and no capital duty on

formation and increase of the capital of a holding company.

7.5.5 Danish holding companies have the following characteristics:

a. Loans to Shareholders: companies cannot lend funds to shareholders or directors.

b. Audit: Accounts must be audited and after auditing are to be lodged in a registry to which

the public has access.

c. Minimum Share Capital: The minimum share capital requirement is high for a private

company as well as for a public company. All the share capital must be fully paid up in

cash or in kind before registration. In the event of the contribution being in non-liquid

assets an accountant must confirm the value. (N. B. If the value of the holding in the

subsidiary exceeds the minimum capital requirements no cash injection is required).

d. Bearer Shares: Private companies cannot issue bearer shares whereas Public companies

can.

e. Shareholder Register: There is no public shareholder register unless in the case of a private

company which has a single shareholder or in the case of a public company which has a

shareholder who has more than 5% of the shares.

f. Directors: A minimum of 3 directors is required for a public limited liability company of

which at least 2 must be resident in Denmark. One manager must also be resident there. In

the case of a private company neither directors nor managers need be domiciled in Denmark.
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g. Cost: Denmark is not a cheap jurisdiction in which to operate. However when one considers

the advantages entailed in using the jurisdiction and the potential savings to be made cost

may not be such a significant factor.

7.6 COUNTRY – 2 – NETHERLANDS

Based on the above criteria Netherlands is a fiscally attractive jurisdiction in which to locate a

holding company. Indeed the holding companies and “participation exemption rules” are one of

the Netherlands most attractive features as a tax-planning center.

7.6.1 Withholding Taxes on Incoming Dividends

Under the terms of the EU parent/subsidiary directive, if a Dutch company owns 25% or more

of the shares of another EU company, no withholding taxes will be levied on dividends remitted

by the subsidiary. Where a foreign subsidiary is not covered by the EU parent/subsidiary directive

the terms of a double taxation treaty will often substantially reduce the amount of withholding

taxes deducted on the remittance. Dutch holding companies can rely on an extensive network of

double taxation treaties the effect of which is to obtain a reduction in withholding tax rates on

dividends remitted to the Netherlands from the subsidiary jurisdiction. The Netherlands has

around 100 tax treaties in place.

The European Court of Justice, in its Ruling in December 2006, announced that withholding

taxes that result in a higher tax bill for the foreign subsidiary than would have been levied in the

member state of the parent company are illegal because they restrict freedom of establishment -

a fundamental tenet of EU law.

The case concerned Netherlands-based firm Denakvit Internationaal BV which between 1987

and 1989 received 14.5 million French Francs by way of dividends from its two French

subsidiaries, Agro-Finances SARL and Denkavit France. In accordance with the Franco-

Netherlands Convention and the French legislation, a withholding tax of 5% of the amount of

those dividends was levied, corresponding to 725 000 French Francs.

Denkavit Internationaal and Denkavit France claimed repayment of that sum from the French

government, which subsequently asked the ECJ to rule on the compatibility of the French

withholding tax system with Community law.

7.6.2 Corporate Income Tax on Dividend Income Received

The general rule is that all dividend payments remitted by subsidiaries to Dutch parent corporations

are subject to corporate income tax in the hands of the parent company (with tax credits being

due where there is an element of double taxation). Where, however, a Dutch holding company

comes within the “participation exemption rules” all income received by the holding company

from the subsidiary whether by way of dividends or otherwise is tax free. To come within the

“participation exemption rules” the following criteria must be satisfied:

a. 5% rule: the Dutch holding company must hold at least 5% of the subsidiary’s shares. The

5% rule makes Holland a particularly attractive jurisdiction in which to base international

holding companies. Similar regimes in other countries require much higher percentage

shareholdings if the company is to qualify for favorable tax treatment and require that the

company be a proper holding company in the sense that its sole economic activity is to
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hold shares in other subsidiaries. In Holland by contrast a company which trades but also

happens to own shares in another corporate entity can be deemed a holding company for

the purposes of the participation exemption rules.

b. Shares must be held since beginning of fiscal year: The shares must be held since the

beginning of the fiscal year in which the participation exemption benefits are claimed.

c. Subsidiary profits must be taxed: The subsidiary must pay tax on its profits in the foreign

jurisdiction no matter how low those tax rates may be.

d. Active Management: The parent company must actively involve itself in

its subsidiary’s management.

e. Tax Exempt Portfolio Company: The subsidiary must not be a “tax exempt portfolio

investment company”.

N.B. Advance rulings are available to determine whether or not both the corporate entities come

within the participation exemption rules. A debt equity ratio of more than 85:15 may result in

the company being denied the participation exemption.

7.6.3 The participation exemption rules are subject to the following restrictions:

a. Expenses Incurred by Parent Corporation: The costs, including interest on acquisition

loans, to the parent corporation of running the subsidiary are deductible from the taxable

profits of the parent corporation in Holland.

b. High Debt Equity Ratio: Where the funds to the subsidiary are provided by the parent

corporation too high a debt equity ratio may prevent the corporate structure being deemed

a structure to which the participation exemption rules apply. Advance rulings are available

to determine whether or not a company comes within the participation exemption. A debt

equity ratio of more than 3:1 may result in the company being denied the participation

exemption.

c. Branch converted into a Subsidiary: If a branch is converted into a subsidiary the losses

made by the branch in the previous 8 years must first be covered by profits represented by

taxable dividends before the branch can become a subsidiary covered by the participation

exemption rules.

d. Foreign Taxes: Foreign taxes paid by the subsidiary on income earned by the subsidiary

can neither be credited nor debited against the taxable profits of the parent company.

e. Undistributed Profits from Earlier Periods: Dividends which relate to undistributed profits

made prior to the subsidiary being covered by the participation exemption rules are not tax

free in Holland.

7.6.4 Capital Gains Tax on the Sale of Shares

Under the participation exemption, all capital gains made by a Dutch holding company on the

sale of shares in a subsidiary are tax free in Holland irrespective of whether the subsidiary is

resident or non resident.

7.6.5 Withholding Taxes on Outgoing Dividends

Under the EU parent/subsidiary directive dividends paid by Dutch subsidiaries to EU parent
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corporations are exempt from Dutch withholding taxes provided the EU parent corporation has

held 25% of the shares in the Dutch subsidiary for at least 12 months. Where a foreign parent is

not covered by the EU parent/subsidiary directive the terms of a double taxation treaty will often

substantially reduce the amount of withholding taxes deducted on the outgoing remittance.

Dutch holding companies can rely on an extensive network of double taxation treaties.

A general thin capitalization provision has been introduced applying to interest (and other funding)

expenses originating from qualifying intra-group loans. The maximum debt-equity ratio is 3:1;

there are special rules for calculating the debt-equity ratio.

7.7 Country – 3 – Singapore

Based on the above criteria Singapore is a relatively attractive jurisdiction in which to set up a

holding company although not the most attractive.

7.7.1 Withholding Taxes on Incoming Dividends

An extensive network of double taxation treaties reduces the rate of withholding taxes levied on

dividends remitted by the foreign subsidiary to the Singaporean holding company from a standard

rate of 20% to a rate which stands at between 10%-15%. Singapore has approximately 44

double taxation treaties in place.

7.7.2 Corporate Income Tax on Dividend Income Received

The amount of corporate income tax payable on dividend income received by a Singaporean

holding company from a foreign subsidiary depends on whether or not the dividend remittances

come from a subsidiary resident in a jurisdiction with which Singapore has signed a double

taxation treaty:

a. Double Taxation Treaty: If the dividend remittances come from a jurisdiction with which

Singapore has signed a double taxation treaty they receive the following fiscal treatment:

1. Exemption Method: Depending on the terms of the double taxation treaty the dividends

may be completely exempted from an assessment to corporate income tax in Singapore.

Exemption is only granted in respect of certain categories of income.

2. Credit Method: If the dividend income is not fully exempted from corporate income

tax under the terms of the double taxation treaty then corporate income tax is payable

in Singapore but the amount is reduced or eliminated altogether through tax credits.

Singaporean corporate income tax is payable on the full value of the foreign profits

out of which the dividends were paid. Against this Singaporean corporate income

tax liability must be credited the full value of the tax paid in the foreign jurisdiction.

If the foreign tax credit exceeds the Singapore tax liability then no further corporate income

tax is payable in Singapore on the value of the dividends remitted. Where a double taxation

treaty has been signed the tax credit is composed of the full value of all the withholding

taxes and corporate income taxes paid in the foreign jurisdiction on the dividends remitted.

The result is that for all intents and purposes dividend income is often tax-free in the hands

of the Singaporean holding company.

b. No Double Taxation Treaty: When the dividends are remitted from a jurisdiction with

which Singapore has not signed a double taxation treaty tax credits are only available if the
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Singaporean holding company owns at least 25% of the shares of the foreign corporation.

Furthermore, the tax credits only include the corporate income tax paid in the foreign

jurisdiction. Thus, the amount of corporate income tax payable on dividends received by a

Singaporean holding company from a foreign subsidiary depends largely on whether or

not the subsidiary is resident in a jurisdiction with which Singapore has signed a double

taxation treaty.

7.7.3 Capital Gains Tax on the Sale of Shares

In Singapore capital gains tax is only levied on:

a. Real estate purchased and sold within 3 years.

b. The profitable sale of assets whose purchase and re-sale is so short-term as to be deemed

speculative.

c. Companies whose business activity consists in the repeated purchase and sale of capital

assets for profit.

Where assets are owned by a company and their sale is effected by transferring ownership of the

shares in the company a capital gains tax charge may also arise.

In practical terms this is likely to mean that no capital gains tax is levied on the profitable sale by

a Singaporean holding company of its shares in a foreign subsidiary since tax exemption is

granted on gains on disposal of shares in subsidiaries, subject to certain conditions.

7.7.4 Withholding Taxes on Outgoing Dividends

In Singapore there are no withholding taxes levied on dividends. Instead dividends are taxed at

20% with a tax credit being given for any corporate tax levied on the profits out of which

dividends are paid. Where there is a shortfall between the tax credit and the 20% charge the

shortfall must be made up by the company paying the dividend and not by the shareholder

receiving it.

Where a dividend is paid out by a Singaporean company to a foreign parent corporation no

further taxes will be levied in the following circumstances:

a. No Shortfall: Dividends will not suffer any further Singaporean taxes on remittance to a

foreign jurisdiction if 20% corporate income tax has already been levied on the profits out

of which the dividends are being paid.

b. Double Taxation Treaty: If the dividends are flowing to a jurisdiction with which Singapore

has a double taxation treaty then the Singaporean company is exempted from the need to

make up any shortfall arising.

c. Concessionary Tax Regime: If the dividends are flowing from a Singaporean company

which is subject to a concessionary tax regime then the resident company is exempted

from the need to make up any shortfall in so far as the shortfall relates to the concessionary

tax regime.

d. Foreign Source Profits: If the dividends are from income earned and taxed abroad prior to

being remitted to Singapore (e.g. the foreign branch profits of a Singaporean resident
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company) then even if there is a shortfall no tax is payable on the shortfall when the

Singaporean company remits dividends to its foreign parent corporation.

e. Foreign Tax Credits: Where the dividends have flowed from a foreign subsidiary to a

Singaporean holding company and the foreign tax credits exceed the Singaporean corporate

income tax liability no further taxes are payable in Singapore on dividends remitted to the

foreign parent corporation.

(N. B. Tax Sparing Provisions: Most of Singapore’s tax treaties contain tax sparing provisions,

meaning that the foreign parent corporation of the Singapore subsidiary treats income received

from its Singapore subsidiary as if the full amount of corporate income tax had been paid in

Singapore (i.e. 20%) even though the subsidiary was subject to a number of favorable fiscal

concessions which meant it paid little (usually 10%) or no corporate income tax.)

7.8 Country – 4 – Spain

Based on the above criteria Spain is a moderately attractive jurisdiction in which to locate a

holding company but without the advantages of Denmark.

Spain is now one of the 8 main European jurisdictions in which it is fiscally attractive to locate a

holding company. A Spanish holding company is known as an “ETVE” (Entidad de Tenencia de

Valores Extranjeros). Spain’s extensive and growing double taxation treaty network means that it

exercises substantial leverage in reducing withholding taxes on dividends remitted to a Spanish

holding company by a foreign subsidiary located in a double taxation treaty country.

An ETVE is a regular Spanish company subject to a 35% tax on its income, but exempt from

taxation on qualified foreign-source dividends and capital gains. As such, the ETVE is protected

by EU Directives such as the Parent-Subsidiary Directive and the Merger Directive and is regarded

as a Spanish resident for tax purposes pursuant to Spain’s 50 tax treaties. The broad tax treaty

network with Latin America and the European character of the ETVE make it an interesting

vehicle for channelling capital investments towards Latin America, as well as a tax-efficient exit

route for EU capital investments by non-EU companies.

In June 2000, the regime was amended in order to introduce significant new improvements,

including a capital gains tax exemption on the transfer of shares in the Spanish holding company,

which enhance the possibilities of the ETVE as a holding vehicle. Also, the EU’s Code of Conuct

Committee has determined that the ETVE does not represent potentially harmful tax competition.

7.8.1 Withholding Taxes on Incoming Dividends

As a member of the EU Spain is governed by the provisions of the EU’s parent/subsidiary directive,

whose effect is that where a Spanish holding company controls at least 25% of the shares of an

EU subsidiary for a minimum period of 12 months any dividends remitted by the EU subsidiary

to the Spanish holding company are free of withholding taxes.

Spanish holding company rules include a participation exemption at the 5% level for non-resident

shareholdings, which can be direct or indirect. Shares must have been held for a minimum of 12

months.

A subsidiary must be a non-resident corporate entity with no business activities in Spain.
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Where the provisions of the parent/subsidiary directive do not apply (or where anti-avoidance

provisions are in place) Spanish holding companies can rely on a reasonably extensive network

of double taxation treaties the effect of which is to obtain a reduction in withholding tax rates on

dividends remitted to Spain from the subsidiary jurisdiction.

Spain has 50 double taxation treaties in place. The greater a country’s network of double taxation

treaties the greater its leverage to reduce withholding taxes on incoming dividends. An elaborate

network of double taxation treaties is thus a key factor in the ability of a territory to develop as an

attractive holding company jurisdiction.

The dividend income remitted by the foreign subsidiary to the ETVE holding company must have

been taxed abroad at a rate that is analogous to the corporate income tax rates applicable in

Spain - obviously this rules out many offshore jurisdictions, although those with ‘designer’

corporate forms may manage to wriggle through.

The income remitted to the “ETVE” must relate to profits earned from core corporate activities

and must not include “passive income”.

7.8.2 Corporate Income Tax on Dividend Income Received

The mainstream Spanish corporate income tax rate is 35%. Income accruing to an ETVE holding

company which falls under the previous paragraph is free of corporate tax in Spain. The ETVE

must have an effective presence in Spain and must be an organization with substance and

personnel (i.e. not be merely a brass plate company).

7.8.3 Capital Gains Tax on the Sale of Shares

Any capital gains made by the ETVE on the sale of shares in qualifying non-resident subsidiaries

are free of capital gains tax in Spain in most circumstances, although there are some conditions.

Capital gains tax in Spain currently stands at 35%.

7.8.4 Withholding Taxes on Outgoing Dividends

Under the EU’s parent/subsidiary directive dividends paid by Spanish subsidiaries to EU parent

corporations are exempt from Spanish withholding taxes provided the EU parent corporation

has held 25% of the shares in the Spanish subsidiary for at least 12 months.

Outgoing dividends paid by an ETVE intermediate Spanish holding company to its non-resident

parent corporation are free of withholding taxes in Spain (irrespective of the existence or non-

existence of a double taxation treaty) unless the parent corporation is in a jurisdiction where it

will not pay corporate taxes equivalent to those ruling in Spain. Evidently this rules out many

offshore jurisdictions, although those with ‘designer’ corporate forms may qualify.

If the parent corporation is not an EU entity or if these conditions are not otherwise satisfied then

a standard withholding tax rate of 25% applies on outgoing dividends unless that rate has been

reduced (usually to between 5% and 15%) by the provisions of a double taxation treaty.

7.9 Country – 5 – Hong Kong

Though a Part of China, Hong Kong is treated as a Separate Autonomous Region (SAR). Under

Articles 106-8 of the Basic Law Hong Kong can maintain an independent taxation system free of
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Chinese interference until the year 2047 while article 116 guarantees that the territory will

remain a free port and a separate customs area from the mainland. The continuation of the SAR’s

common law legal system free of Chinese interference is also guaranteed.

The SAR’s non-discriminatory low tax regime makes it an extremely attractive location for

holding companies to base their operations. Unusually low tax rates and a range of generous tax

deductible allowances are further complemented by the complete absence of certain types of

taxation.

7.9.1 The principal fiscal advantages available to holding companies are as follows:

Dividend Income: Dividend income received by a holding company from a resident or non-

resident subsidiary is free of an assessment to profits tax. Branch profits remitted to the parent

company receive the same fiscal exemption.

Capital Gains: Capital gains made by a holding company on the sale of shares in a resident or

non-resident subsidiary are free of an assessment to capital gains tax since there is no capital

gains tax (and since in the case of a non resident subsidiary the profits arose outside the jurisdiction

and therefore are not taxable under the “territorial principle”). Nor unlike other jurisdictions are

capital gains deemed trading income and assessed to a profits tax.

Dividends Distributed: Dividends distributed to shareholders are free of withholding taxes as

there are no withholding taxes in Hong Kong.

The Territorial Principle & Controlled Foreign Company Legislation: Unlike other jurisdictions

Hong Kong does not have controlled foreign company legislation under which the profits of a

non-resident subsidiary are taxed as if they were the profits of the resident parent company.

Under the territorial principle income whose source is deemed to be outside the territory is

exempt from tax in Hong Kong.

7.9.2 Booking Centre Companies

Under the “territorial principle” of taxation only income which has a Hong Kong source is

assessable to profits tax within the jurisdiction. Accordingly a number of entities have set up

‘booking centre’ operations in the territory under which only invoicing, banking and accounting

activities are carried out within Hong Kong. So long as contracts of sale are negotiated and

executed outside the jurisdiction and so long as the goods never enter Hong Kong the payment

received, accounted for and invoiced from the territory is not deemed Hong Kong source income

and so is not assessable to profits tax.

7.10 COUNTRY – 6 – CANADA

The exempt surplus rule can make Canada an attractive location in which to set up a holding

company. Under this rule any dividends paid by a foreign affiliate to its Canadian parent are

exempt from tax if the following conditions are met:

• The foreign affiliate is resident in a country listed in the income tax regulations as a designate

country with a tax treaty in force with Canada.

• Dividends are paid out of the foreign affiliate’s “exempt surplus”
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7.10.1 The “Exempt surplus” is defined as:

• Earnings from active business activities carried out from the affiliate’s permanent

establishment. (Thus interest earned from the deposit of funds in a bank account does not

come within the definition of exempt surplus.)

• Certain capital gains;

• Dividends received by the foreign affiliate from the exempt surplus of other affiliates.

Thus dividends remitted to a Canadian parent by an Irish affiliate which manufactures goods for

export to the UK market and which enjoys a tax holiday under Irish laws will not be taxed in the

hands of the Canadian corporate entity. (N.B. A characteristic of double taxation treaties is to

define certain categories of income as exempt surplus income which qualifies for tax free

repatriation).
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CHAPTER 8

ANTI AVOIDANCE MEASURES

8.1 Introduction

Liberalization in financial systems and innovation in information and communication technology

have accelerated the globalization of the world economy, and brought about both qualitative

change and quantitative increase in cross-border transactions.  Direct investment has increased,

but portfolio investment has increased even more rapidly, and the active movement of capital

involves developing countries as well.  This “foot loose” globalization ties countries in different

developmental stages into close mutual inter-dependence.  On the negative side, however, it

allows situations where opportunities rapidly expand for conflicts of taxation rights and tax

avoidance.

As business activities expanded beyond national borders prompted by rapid growth in the world

economy in the 1950s and 1960s more and more enterprises became multinational, with this

international taxation entered a new phase. Earlier, the central issue of international taxation had

been avoidance of double taxation, but now the focus is on responding to tax avoidance and

securing domestic taxation rights.

Economic entities generally have an incentive to lessen their tax burden.  The more borderless

economic activities become, the more often cases arise where tax is legally circumvented by

entities in high tax countries by taking advantage of the existing taxation system or transferring

income to tax havens or low tax regimes.

• Common forms of tax avoidance by tax payers are:

— use of tax shelters through intermediary companies;

— excessive use of debt over equity;

— non-arms’ length transactions.

— Treaty shopping

The high tax countries strive to control this sort of tax avoidance by application of a variety of

measures, including transfer pricing rules, thin capitalization rules,  controlled foreign corporation

(CFC) legislation, and Cooperation in tax administration. Some countries have responded to the

problem of low-tax regimes by introducing specialized low-tax regimes themselves. As this kind

of “tax competition” intensifies, tax bases for economies are eroded and the foundation of national

finance deteriorates. This situation is being described as “harmful tax competition” by the

Organization for Economic Cooperation and Development (OECD).

The recent initiatives of the OECD and the European Union (EU) concerning harmful tax

competition have served to focus international attention on the identification of tax havens and

low-tax regimes and prescribing counteracting measures that might be taken against such low-

tax regimes. This mounting international concern about harmful tax competition has, apart from

increasing international cooperation and harmonization in taxation, resulted in increasing the

number of anti avoidance rules and applying anti treaty shopping measures like denying the

benefit to conduit company; applying the limitation of benefit clause and effective use of exchange
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of information, that attempt to limit the use of low tax regimes by multinational companies, high

net worth individuals, etc. These measures have led to a tremendous increase in the compliance

cost and documentation burden on them.

Normally it is difficult to develop a common definition of tax havens and of low-taxation regimes

and to put them in the form of anti avoidance law. Although, the use of tax havens and low tax

regimes might be perceived to have been used mainly by multinational companies rather than

individuals, the scope of anti avoidance measures also encompasses individuals to be effective.

The major anti avoidance efforts are focused on the identification of low tax jurisdiction.

Different approaches are followed by countries to develop sets of criteria to characterize either

a tax haven on the scale of a country or a territory or a preferential taxation system within a

normal taxation system that gives rise to harmful competition at international level. The majority

of these criteria are common to both approaches:

1. Low or nil taxation of the income from offshore  activities ;

2. A tax-regime that is disconnected from the national economy, which may be reserved for

non-residents or which may be granted in the absence of any real economic activity and

substantial economic presence in the country granting it;

3. A lack of transparency concerning the procedures and conditions for granting those tax

advantages.

A regime of zero or negligible taxation obviously characterizes a tax haven. On the other hand,

judgement appears to be a trickier when it comes to characterizing a low taxation situation,

which shows up in a diversity of methods, of varying complexity.

1. Certain countries  simply base the criteria on the level of the rate applicable to income

taxation in the foreign country, adopting a particular rate below which the low-taxation

regime is said to exist, and which may be, for instance, 10 per cent or less (example:

Hungary), or 20 per cent or less (example: Brazil).

2. A second approach may consist of taking into account the actual tax burden of the foreign

entity in question (while the rate of tax in Mauritius is 15 per cent the actual tax burden is

3 per cent due to a deemed credit under the domestic law); and considering that the

foreign entity benefits from a low-tax regime when the burden of tax is less than a certain

percentage of its income (examples: if the tax burden is less than 15 per cent under South

Korean domestic law; or less than 25 per cent under Japanese domestic law).

3. A more elaborate approach may lead to comparing the actual tax burden of the foreign

entity in question with the tax burden it would have suffered in the country making the

comparison. If the tax burden suffered by the foreign entity is less than a certain percentage

(example 60 per cent in Finland, 66.66 per cent in France and 75 per cent in the United

Kingdom) as compared to the tax burden in the country making the comparison then the

said entity is to be considered as subject to a low-taxation regime.

4. The United States rejects the award of tax credits for foreign-source income coming from

countries with which it does not have diplomatic relations or which are subject to an

international boycott.
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5. In case of “letterbox” companies without premises or staff, German practice shows that

the characterization of misuse of law makes it possible to tax the German partners of

intermediary companies abroad on income received by those partners.

6. Argentina and Brazil recently adopted legislation providing that the transactions carried

out by resident companies, or even permanent establishments of foreign companies, with

persons or companies located in countries characterized by a low-taxation regime are

presumed to be contrary to the arm’s length rule. Hence, that presumption entails a reversal

of the burden of proof; the company challenged having to show that its transactions did

not entail abnormal transfers of profits abroad.

Some countries specify that the following types of income are considered to be tainted:

1. Insurance and reinsurance premiums (several countries);

2. Income from shipping, air transportation, outer space (United States and Japan (in Japan,

only renting ships and aircraft));

3. Amounts equal to bribes and kickbacks paid to governments (United States);

4. Income from participation in international boycotts (United States); and

5. Income from certain oil and gas activities (United States).

8.2 Anti Avoidance Measures

As stated above, the OECD and EU projects on harmful tax competition represent a major

multilateral effort to limit the use of tax havens and low-tax regimes. These initiatives provided

the groundwork for countries to revise existing measures and adopt new measures to limit the

use of low tax regimes and to consider the possible coordination of counteracting measures. The

major anti avoidance efforts are focused on the identification of low tax jurisdiction. Also, many

countries have streamlined their domestic systems to secure their taxation rights.  Controlled

Foreign Corporation (CFC) taxation, transfer pricing taxation, thin capitalization system and

cooperation in tax administration are primary examples of such reactions.

(1) Controlled Foreign Corporation (CFC) taxation

This taxation system is known as “anti-tax haven taxation”, but tax authorities use the term “CFC

taxation” in order to avoid inappropriate association with “tax havens” discussed in the context

of the harmful tax competition project of the OECD.

CFC taxation complements, from the viewpoints of fair taxation, the principle of corporate taxation

that domestic companies are levied tax on their worldwide income and foreign companies are

levied tax on their domestic source income.  Typically, when a domestic parent company has a

foreign subsidiary and maintains its undistributed income in a country whose tax is substantially

lower than in the parent company’s home country, the home country will include such

undistributed income in computing the taxable income of the parent company.

(2) Transfer pricing taxation

Transfer pricing taxation aims to prevent the transfer of income to low tax countries through

transactions between related parties under conditions different from those between independent

parties.
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Suppose an Indian company transfers its income to a low tax country through transactions with

a foreign related company.  If the Indian company pays to the foreign related company a higher

price than the Arm’s Length Price, then the taxable income of the Indian company will be adjusted

as if the transaction were made at an Arm’s Length Price.  In order to be able to properly recognize

the transfer of income between related parties, tax authorities must have access to information

on transactions between related parties.

Transfer pricing taxation plays an important role in ensuring that each country secures its taxation

right in response to the transfer of income.  From the viewpoint of a taxpayer, however, it

increases the risk of double taxation if the tax authority of each country uses different criteria to

compute the Arm’s Length Price.  In order to limit such risk as much as possible, the OECD has

formulated guidelines on the computation of Arm’s Length Prices and others, and recommends

its members to abide by those guidelines. India has also put in place its own transfer pricing

regime a few years back.

(3) Thin capitalization

While dividends are not deductible in computing the taxable income of a company, interest in

respect of loans may be deducted from the taxable income.  Thus, there arises an incentive to

lower taxation by increasing interest payments and reducing dividends.  Thin capitalization aims

to secure the taxation right of the country of residence by denying deduction for excessive payment

of interest by a foreign controlled domestic company to foreign parent beyond certain threshold.

With the development of financial technologies, such as derivatives, it is increasingly difficult to

clearly distinguish between dividends and interest.

(4) Cooperation in tax administration

With the increase in cross border trade cooperation among tax authorities for ensuring appropriate

taxation of economic activities beyond national borders.  Whereas companies are obliged to

comply with tax laws in each country as they invest or conduct economic activity abroad, tax

authorities aim to pre-empt and resolve problems in tax administration for cross-border business

activities by conducting multilateral exchange of views among tax authorities. With a view to

further this co-operation OECD has in the recently modified Model Convention on Avoidance of

Double Taxation introduced a full Article dealing with and providing for exchange of information

between the Treaty Countries. Previously, exchange of information was undertaken mainly in

cases involving tax avoidance, but now information is being routinely exchanged between various

tax authorities so as to keep themselves abreast of the financial operations and tax aspects of the

taxpayers.

8.3 Anti Treaty Shopping Measures

The 1987 OECD Report on use of conduit companies commented on the following four approaches

employed by countries to prevent treaty shopping.  According to the Report:

(i) Look through approach

This approach permitted the tax authorities to “pierce the veil”. This allows the authorities

to reach the real owner of the entity and / or the beneficiary. The information in regard to

the underlying beneficial ownership or the use of funds will reveal the real purpose of the

transaction.  This approach tends to be complicated and burdensome.
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(ii) Exclusion approach – denies treaty benefits to exempt entities

The treaty benefit may be denied to the exempted entities by the authorities considering

that the basic objective of the treaty is avoidance of double taxation but not double non-

taxation. This approach tends to be limited in scope.

(iii) Subject to tax approach – excludes taxpayers who do not pay any tax in either the country

of residence or  country of source

This approach adversely affects tax-exempt entities like charities, pension funds, etc., and

other entities that are granted tax holiday benefits in the source country.

(iv) Channel approach – denies treaty benefits if the tax base is substantially eroded through

payments to related non-resident entities

Heavy debt burden or heavy royalty or other expenditure payment may result in very low net

income left in the hand of the income generating company. This tax planning technique is known

as base erosion. The authorities attack the base erosion by denying the deduction for the expenses

or by denying entitlement to the tax treaty. However, according to the Report, it was the only

effective measure against “stepping stone conduits”.

8.4 Bona Fide Use

This OECD Report recommended “bona fide” use of these provisions to ensure that the treaty

benefits are available to genuine business activities. These recommendations included exemptions

for:

• tax structures based on sound business reasons (“the general business provision”);

• entities with substantive business activities (“the activity provision”);

• companies that are directly or indirectly quoted on a stock exchange (“stock exchange

provision”);

• situations where the tax benefit claimed in the source State was equal or less than the tax

actually imposed by the conduit State (“amount of tax provision”); and

• circumstances where equal or greater “derivative benefits” were available to third country

residents under their own treaty with the source country compared to the conduit structure

(“alternative relief provision”).

The OECD Report concluded that anti-treaty shopping provisions under the domestic law should

not override treaty provisions.  Every treaty in force is binding on the Contracting Countries and

must be performed by them in good faith under Article 26 of the Vienna Convention (whether or

not they are signatories).  It is mentioned in paragraph 43 of the Report “treaty benefits must be

granted under the principle of pacts sunt servanda (i.e. good faith) even if considered improper.”

Thus, treaty benefits should be granted to those taxpayers who could prove that they were

entitled to them.  The Report did not compel the countries to take action to prohibit treaty

shopping under their treaties.  If considered improper, it suggested that the treaties should be

renegotiated to avoid a treaty override.

8.4.1 Safeguard

The reason for the attack by tax officials is lack of business purpose and economic substance.
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Use of tax haven entity for the purpose of global business may be acceptable if the entity is

considered as having the business substance and not just formed for the purpose of avoiding

taxes. The most important factors that tax professionals must consider in evaluating a transaction

are the business purpose and economic substance.

The origin and foundation of the business purpose test is set forth in the common law. As first

articulated by the Supreme Court in Gregory v. Helvering, 293 U.S. 465 (1935), and refined in

numerous cases, the business purpose test and economic substance doctrine are  principal anti-

abuse backstops.

A. Business Purpose and Economic Substance Doctrines.

The Business Purpose and Economic Substance Doctrines are embodied in the “sham

transaction” doctrine. As noted below, the terms “economic substance” and “sham

transaction” are used interchangeably to refer to the same common law doctrine.

The Business Purpose and Economic Substance Doctrines constitute central components

of the “sham entity” doctrine as well. The terms “economic substance” and “sham entity,”

similar to sham transaction doctrine, often constitute interchangeable names for the same

common law doctrine.

The Business Purpose and Economic Substance Doctrines also play a pivotal role in the

application of the step-transaction doctrine.

B. Sham Transaction Doctrine

There are numerous articulations of the sham transaction doctrine. Certain countries

regulation requires the presence of both the Business Purpose and Economic Substance to

avoid being treated as sham transaction, whereas some other apply the Business Purpose

and Economic Substance doctrines as separate prongs of an “either/or” test for sham

transaction (meaning satisfying only one of the prongs is sufficient to pass the test).

As summarized by the third Circuit in ACM Partnership v. Commissioner, 157 F.3d 231

(3d Cir. 1998) , the Business Purpose Test represents a subjective factor of a fluid economic

substance/sham transaction analysis:

“The inquiry into whether the taxpayer’s transactions had sufficient economic substance

to be respected for tax purposes turns on both the “objective economic substance of the

transactions” and the “subjective business motivation” behind them.... However, these

distinct aspects of the economic sham inquiry do not constitute discrete prongs of a “rigid

two-step analysis,” but rather represent related factors both of which inform the analysis of

whether the transaction had sufficient substance, apart from its tax consequences, to be

respected for tax purposes.”

C. Sham Entity Doctrine

In contrast to the sham transaction doctrine, the purpose of the sham entity doctrine is to

determine whether a particular entity should be respected for income tax purposes. As

noted below, the  US Supreme Court’s first articulation of the sham entity doctrine indicated

that an entity would be respected for federal income tax purposes if there were either a

business purpose or economic substance to the entity (i.e., an entity is a sham only if it

lacks both economic substance and business purpose).
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D. Step-Transaction Doctrine

Under the step transaction doctrine a particular step in the transaction is disregarded for

tax purposes, if the tax payer could have achieved its objective more directly, but to achieve

the sole purpose of avoiding the tax additional step are included.  US court in case of ASA

Investerings, observed that the absence of a non tax business purpose is fatal. Although the

tax payers are entitled to structure their transaction in such a way as to minimize their

taxes, their must be a purpose for the business activity other than tax avoidance and that

purpose can not be a ‘facade’ This doctrine can not be applied generally, it can be

appropriately applied case of special tax avoidance schemes to disregard artificial steps

being added.

8.5 A Few Important Case Laws of International Courts

8.5.1. W. T. Ramsay Ltd. v. Inland Revenue Commissioners, Eilbeck (Inspector of Taxes)

v. Rawling, [1982] A.C. 300

Facts of the Case :

W. T. Ramsay Ltd., a farming company made a “chargeable gain” for the purposes of

corporation tax by a sale-leaseback transaction. It desired to avoid tax, by establishing this gain

as an allowable loss. The general nature of this scheme was to create out of a neutral

situation two assets one of which would decrease in value for the benefit of the other. The

decreasing asset would be sold, so as to create the desired loss; the increasing asset would be

sold, yielding a gain which it was hoped would be exempt from tax. The two assets in

question were loans  of equal amounts, which had an unusual condition: W. T. Ramsay Ltd. was

entitled, once,  to reduce the rate of interest on one loan, provided that the rate of interest

on the other loan increased by the same amount. W. T. Ramsay Ltd. exercised this right, such

that one loan became worth far more than its original value, and the other far less. The loan

which had gained in value was disposed of in such a way that it was intended to be exempt from

tax as a “debt on a security”, while the loan which had fallen in value was disposed of in

such a way that it was intended to be a deductible capital loss. Funding for the entire

transaction was provided by a finance house, on terms such that the money would

inevitably pass round in a circle, and back into their hands again, within a few days, with

interest.

The House of Lords rejected the idea that there was any exemption from tax under the “debt on

a security” rule. However that was not the basis of their decision, which was a more far-reaching

principle.

The principle to be derived is this: the court must first construe the relevant enactment in order

to ascertain its meaning; it must then analyze the series of transactions in question, regarded as

a whole, so as to ascertain its true effect in law; and finally it must apply the enactment as

construed to the true effect of the series of transactions and so decide whether or not the enactment

was intended to cover it.

The most important feature of the principle is that the series of transactions is to be regarded as

a whole. In ascertaining the true legal effect of the series it is relevant to take into account, if it be
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the case, that all the steps in it were contractually agreed in advance or had been determined on

in advance by a guiding will which was in a position, for all practical purposes, to secure that all

of them were carried through to completion. It is also relevant to take into account if be the case,

that one or more of the steps was introduced into the series with no business purpose other than

the avoidance of tax.

The principle does not involve, that it is part of the judicial function to treat as nugatory any step

whatever which a taxpayer may take with a view to the avoidance or mitigation or tax. It remains

true in general that the taxpayer, where he is in a position to carry through a transaction in two

alternative ways, one of which will result in liability to tax and the other of which will not, is at

liberty to choose the latter and to do so effectively in the absence of any specific tax avoidance

provision such as Section 460 of the Income and Corporation Taxes Act, 1970.

8.5.2. Furniss (Inspector of Taxes) -v- Dawson [1984] AC 474

The most important background to Furniss v. Dawson was the decision of the House of Lords a

few years earlier in W. T. Ramsay Ltd. v. Inland Revenue Commissioners [1982] A. C. 300. In

the Ramsay case, a company which had made a substantial capital gain had entered into a

complex and self-cancelling series of transactions which had generated an artificial capital loss.

The House of Lords decided that where a transaction has pre-arranged artificial steps which

serve no commercial purpose other than to save tax, then the proper approach is to tax the effect

of the transaction as a whole.

Facts of the Case

The facts of the case are of less significance than the general principle which arose from it.

However, in summary, they are:

1. The three respondents, the Dawsons, were a father and his two sons. They owned two

successful clothing companies called Fordham and Burton Ltd. and Kirkby Garments Ltd.

(which are together called “the operating companies” throughout the case).

2. A company called Wood Bairstow Holdings Ltd. offered to buy the operating companies

from the Dawsons, and a price was agreed.

3. If the Dawsons had sold the operating companies direct to Wood Bairstow the Dawsons

would have had to pay substantial capital gains tax (“CGT”).

4. There was a rule that if a person sold his shares in Company A to Company B, and instead

of receiving cash he received shares in Company B, then there was no CGT payable

immediately. Instead, CGT would become payable when (if ever) that person later sold his

shares in company B.

5. With the intention of taking advantage of this rule to delay the payment of CGT, the Dawsons

arranged for an Isle of Man company called Greenjacket Investments Ltd. to be formed. (It

was intended to become “Company B”.)

6. The Dawsons sold the operating companies to Greenjacket Investments Ltd. in exchange

for the shares of Greenjacket Investments Ltd.
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7. Greenjacket Investments Ltd. sold the operating companies to Wood Bairstow Holdings

Ltd.

Arguments

The Dawsons argued:

1. That the CGT rule mentioned above worked in their favour and they could not be taxed

until such time (if ever) as they sold their shares in Greenjacket Investments Ltd.; and

2. That the Ramsay Principle did not apply, since what they had done had “real” enduring

consequences.

The tax authorities argued:

1. That Greenjacket Investments Ltd. only existed as a vehicle to create a tax saving;

2. That the effect of the transaction as a whole was that the Dawsons had sold the operating

companies to Wood Bairstow Holdings Ltd.;

3. That because the intervening stages of the transaction had only been inserted to generate a

tax saving, they were to be ignored under the Ramsay Principle, and instead the effect of

the transaction should be taxed; and

4. That the transaction being “real” (which is to say, not a sham) was not enough to save it

from falling within the Ramsay Principle.

5. The Court of Appeal had given a judgement agreeing with the Dawsons on these points.

The Decision

The judgement of the court was given by Lord Brightman. The other four judges (Lord Fraser of

Tullybelton, Lord Scarman, Lord Roskill and Lord Bridge of Harwich) gave shorter judgements

agreeing with Lord Brightman’s more detailed judgement.

The court decided in favour of the Inland Revenue (as it then was: it is now HM Revenue and

Customs).

The judgement can be viewed as a battle between:

a) Extending the principle in the Duke of Westminster’s Case (Inland Revenue Commissioners

v. Duke of Westminster [1936] A.C. 1); and

b) Extending the Ramsay Principle; two conflicting ideas which could, at their extremes, be

expressed as:

1. A rule that any taxpayer may organise his affairs in any way he wishes (provided it is

legal) so as to minimise tax (Westminster); and

2. A rule that a taxpayer will be taxed on the effect of his transactions, not upon the way

he has chosen to organise them for tax purposes (Ramsay).

Lord Brightman came down firmly in favour of an extension of the Ramsay Principle. He said

that the appeal court judge (Oliver L. J.), by finding for the Dawsons and favouring the Westminster

rule, had wrongly limited the Ramsay Principle (as it had been expressed by Lord Diplock in a
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case called IRC v. Burmah Oil Co. Ltd.). Lord Brightman said: The effect of his [Oliver L. J.’s]

judgment was to change Lord Diplock’s formulation from “a pre-ordained series of transactions

... into which there are inserted steps that have no commercial purpose apart from the avoidance

of a liability to tax” to “a pre-ordained series of transactions into which there are inserted steps

that have no enduring legal consequences.” That would confine the Ramsay principle to so-

called self-cancelling transactions.

Oliver L. J. had given considerable weight to the fact that the existence of Greenjacket Investments

Ltd. was real and had enduring consequences. At the end of the transaction, the Dawsons did

not own the money which had been paid by Wood Bairstow Ltd.: instead, Greenjacket

Investments Ltd. owned that money and the Dawsons owned Greenjacket Investments Limited.

Legally speaking, those are two very different situations. However Lord Brightman saw this as

irrelevant. In any case where a predetermined series of transactions contains steps which are

only there for the purpose of avoiding tax, the tax is to be calculated on the effect of the composite

transaction as a whole.

Consequences

Furniss v. Dawson has had far-reaching consequences. It applies not only to capital gains tax but

to all forms of direct taxation. It also applies in most jurisdictions where decisions of the English

courts have precedential value, including many of the offshore financial centres.
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CHAPTER 9

MONEY LAUNDERING

9.1 Introduction

The term “money laundering” is believed to be originated from Chicago gangs of the 1930s,

which was the first to ‘launder’ its cash derived from alcohol sold, racketeering and gambling

through laundromats. But the phrase “money laundering” was first used in media, in 1973 in

connection with the Watergate Investigation in United States.

Perhaps the most important and most maligned impact of offshore banks and corporations is to

make criminal profit possible worldwide by expediting the process of money laundering. While

illegal activities such as arms sales, drug trafficking, financial embezzlement and bribery may

generate enormous profits, that money can be put to use only if the illegal source of the funds

can be successfully disguised. Money laundering is the name for the process of channeling

illegal wealth into legitimate forms.

Typically, money laundering goes through three major stages. First, illegal profits are introduced

into the financial system, typically by breaking up the money into smaller bundles and depositing

it into a bank account. This is called ‘placement’. Then, a series of conversions or movements of

funds are performed to distance them from their source and thus ‘launder’ them, typically by

wiring the funds through a series of accounts across the globe. The international EFT system

(Electronic Funds Transfer) sees 500,000 transactions (a value of over $1 trillion) performed

daily, making it exceedingly difficult to trace individual transfers. Offshore Financial Centers

tend to play a large part in this ‘layering’ stage, as funds often move through shell banks,

correspondent accounts and IFCs. Finally, the funds are ‘integrated’ into the legitimate economy,

where they are invested in assets such as stocks and real estate.

An excellent recent example of the money laundering process is provided by the huge amounts

of Russian mafia funds laundered in the 1990s. In one case, $3.5 billion of ‘dirty’ money was

deposited in two Russian banks, DKB and Flamingo, transferred to a shell bank in Nauru and

wired to a correspondent account at the Bank of San Francisco. The money was then moved to

shell corporations with accounts at the Bank of New York. By the time these funds were again

transferred to other offshore accounts, the money was effectively laundered. In other words, it

had moved through so many financial institutions that it was no longer traceable to its origins in

Russian criminal activity, and having moved through legitimate financial institutions in the United

States, the money could be considered ‘clean’.

Money laundering is a very serious problem; indeed, estimates of the amount of money laundered

globally range up to $5 trillion. OFCs’ roles in the money laundering process are often crucial.

Criminals wishing to launder funds can open shell banks or shell corporations with few questions

asked, making it easy to move money without leaving records of transactions or ownership

behind. Without the participation of offshore financial institutions, dirty money would be harder

to launder, and criminals’ money trails could be followed more easily by law enforcement

officials.

• The goal of a large number of criminal acts is to generate a profit for the individual or group
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that carries out the act. Money laundering is the processing of these criminal proceeds to

disguise their illegal origin. This process is of critical importance, as it enables the criminal

to enjoy these profits without jeopardising their source.

• Illegal arms sales, smuggling, and the activities of organised crime, including for example

drug trafficking and prostitution rings, can generate huge amounts of proceeds.

Embezzlement, insider trading, bribery and computer fraud schemes can also produce

large profits and create the incentive to “legitimise” the ill-gotten gains through money

laundering.

• When a criminal activity generates substantial profits, the individual or group involved

must find a way to control the funds without attracting attention to the underlying activity

or the persons involved. Criminals do this by disguising the sources, changing the form, or

moving the funds to a place where they are less likely to attract attention. By its very

nature, money laundering is an illegal activity carried out by criminals which occurs outside

of the normal range of economic and financial statistics. Along with some other aspects of

underground economic activity, rough estimates have been put forward to give some sense

of the scale of the problem.

• The International Monetary Fund, for example, has stated in 1996 that the aggregate size of

money laundering in the world could be somewhere between two and five percent of the

world’s gross domestic product.

• Using 1996 statistics, these percentages would indicate that money laundering ranged

between US Dollar (USD) 590 billion and USD 1.5 trillion. The lower figure is roughly

equivalent to the value of the total output of an economy the size of Spain.

• In response to mounting concern over money laundering, the Financial Action Task

Force(FATF)  on money laundering was established by the G-7 Summit in Paris in 1989 to

develop a co-ordinated international response. To implement effective anti-money

laundering programmes, FATF experts developed a list of 40 recommendations which sets

out anti-money laundering best practice. These decisions, last revised in 2003, have, in

addition to the member states, been accepted by the United Nations on 10 June 1998 as

the international standard rules.

• The main features of the revised Recommendations are as follows:

• a list of crimes that must underpin the money laundering offence (a list of the so-called

“predicate offences”);

• the expansion of the customer due diligence process for financial institutions;

• enhanced measures for higher risk customers and transactions, including correspondent

banking.

• the extension of anti-money laundering measures to designated non-financial businesses

and professions (amongst others lawyers, notaries and other independent legal professions,

accountants, trust and company service providers);

• the inclusion of institutional measures, especially regarding international co- operation;

• the reinforcement of transparency requirements through information on the beneficial

ownership of legal persons, or arrangements (e.g. trusts);
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• the prohibition of shell banks;

• the extension of many anti-money laundering requirements to cover terrorist financing

• Following the terrorist attacks of September 11, the FATF came up with a further Eight

Special Recommendations to tackle terrorist financing. FATF agreed to and issued new

international standards to combat terrorist financing, which it calls on all countries to

adopt and implement. The Eight Special Recommendations commits members to:

• Take immediate steps to ratify and implement the relevant United Nations instruments.

• Criminalize the financing of terrorism, terrorist acts and terrorist organizations.

• Freeze and confiscate terrorist assets.

• Report suspicious transactions linked to terrorism.

• Provide the widest possible range of assistance to other countries’ law enforcement and

regulatory authorities for terrorist financing investigations.

• Impose anti-money laundering requirements on alternative remittance systems.

• Strengthen customer identification measures in international and domestic wire transfers.

• Ensure that entities, in particular non-profit organizations, cannot be misused to finance

terrorism.

9.2 EC- European Directives

• The basic issues dealt with by the Directives can be grouped under main headings such as

customer identity establishment, keeping of records on identity and transactions, cooperation

with juridical authorities, reporting of suspicious transactions, and in-house training, control

and audit, which also constitute the structural frame of the legislative acts and regulations

enacted in our country.

• “The Council Directive 91/308/EC for Prevention of Use of Financial Systems for Money

Laundering” is accepted and treated as the highest legal base for the European Union.

• The Directive makes reference to the Vienna and Strasbourg Conventions, in criminal

field, where decisions as to prevention of money laundering, and treatment of the income

derived out of dirty money also as dirty money, and confiscation of dirty money by the law

enforcement agencies and authorities, and imposition of dissuasively high penalties are

taken; and

• to the Basel guidelines, in financial field, setting down rules for establishment of customer

identity, and keeping of records, and identification of high ethical standards and rules of

conduct, and compliance with laws, and cooperation and coordination with juridical

authorities, and to the 40 Recommendatory Decisions relating to legislative and financial

regulations for protection of financial systems and institutions of the individual countries.

• In recent times, the revised EU directive on money laundering has extended the directives

obligations with regard to activities of professions outside the financial services sector, the

definition of suspicious transactions to include the proceeds of other crimes besides drug

trafficking. Apparently, these new directives or extension of existing directives have bought

EU laws on money laundering in line with international regulations.
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9.3 USA Patriot Act, 2001

• The USA PATRIOT Act stands for the Uniting and Strengthening America by Providing

Appropriate Tools Required to Intercept and Obstruct Terrorism Act of 2001. The legislation

is broad and changes immigration laws, tightens controls on money laundering, and greatly

expands the legal use of electronic surveillance. It includes numerous provisions for fighting

international money laundering and blocking terrorist access to the U.S. financial system.

• The Act is far-reaching in scope, covering a broad range of financial activities and institutions.

The Act, which generally applies to insured depository institutions as well as to the U.S.

branches and agencies of foreign banks, does not immediately impose any new filing or

reporting obligations for banking organizations, but requires certain additional due diligence

and recordkeeping practices.

• Particularly the banks which do not have any physical office and are comprised of only

some web addresses and are founded in offshore locations and money centers known as

tax shelters are used by money launderers and terrorist organizations in the illegal money

and fund transfers.  The Act prohibits covered financial institutions from establishing,

maintaining, administering, or managing correspondent accounts with “shell banks,” which

are foreign banks that have no physical presence in any jurisdiction. The Act also provides

that covered financial institutions must take “reasonable steps” to ensure that accounts for

foreign banks are not used to indirectly provide banking services to shell banks.

• FATF also put shell banks on the agenda by revised 40 Recommendations and designated

in Rec.18: “Countries should not approve the establishment or accept the continued

operation of shell banks. Financial institutions should refuse to enter into, or continue, a

correspondent banking relationship with shell banks. Financial institutions should also

guard against establishing relations with respondent foreign financial institutions that permit

their accounts to be used by shell banks.“

9.4 Wolfsberg Principles

• On 30 November 2000, eleven internationally recognized banks and Transparency

International (TI) have come together and published a guideline named “Global Anti Money

Laundering Guidelines for Private Banking” containing special banking principles for

prevention of money laundering and for transparency in banking transactions. This guideline,

known and called as “Wolsberg Principles”, is focused on:

• customer acceptance rules,

• submittals to be requested from customers and account opening rules,

• determination of customer risk levels,

• monitoring the accounts according to risk levels and financial information of customers,

and

• appropriate supervision, control and reporting techniques that may be used for detection

of suspicious transactions.

• The Wolfsberg Standards consist of the various sets of AML Principles, as well as related

Statements, issued by the Group since its inception. These are “Monitoring Screening and
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Searching Wolfsberg Statement”, “Wolfsberg AML Principles for Correspondent Banking”,

“Wolfsberg Statement on The Suppression of the Financing of Terrorism “  “Wolfsberg

AML Principles on Private Banking”.

9.5 EGMONT Group

With a view to contributing to the fight against money laundering, on 9 June 1995, 24 countries

and 8 international organizations came together in Brussels to form the EGMONT GROUP in

“Internet Web-Secure” in order to share the financial intelligence information, and ensure

cooperation among the Financial Intelligence Units, and improve efficiency of the Financial

Intelligence Units.
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THE FUTURE OF THE OFFSHORE

As can be seen from our experience of the first few years of  the 21st Century, there are major

changes in world geo-politics. The current world population is increasing by 90 million a year –

15 million of whom are born in China.

Presently, thirty per cent of the world’s working population is unemployed. Additionally, the

world’s population is increasingly expecting higher standards of living and improved work

opportunities.

These radically changing patterns in expectations, population and wealth will continue to create

political and economic instabilities. Governments in both the developed and the developing

world will have no option but to continue to levy high taxes to meet these expectations and the

associated costs of providing new and improved infrastructure. Thus, one does not need a ‘crystal

ball’ or be an astrologer to clearly see that the offshore industry will continue with its rapid

development and growth.

The following political and economic trends will influence the development of the offshore

industry: -

• The spectacular growth in South East Asia.

• The after-effects of the collapse of the Soviet Union.

• The emergence of South America, India and China as economic power houses.

• Volatility in currency markets.

• Prosecutions for non-compliance.

• Disclosure in all areas to become prevalent – stringent requirements under “Know Your

Customers” norms, tracking of all transactions, etc.

• Move away from reporting of money movement to ability to trace – effective tracking and

monitoring systems for cash, transactions as well as people.

• Strong focus on verification of customers and tracing of assets.

• Uniformity between western and eastern systems – increased exchange of financial as

well as non-financial information between nations.

• International efforts to abolish systems like “hundi / hawala”.

• Uniformity in record keeping and tracing.

• Potentially more disclosures.

• Less privacy.

• Family strategies to deal with catastrophes and business continuation.

• Maintenance of records
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For example, consider South East Asia. Today, approximately 6 million people in the ASEAN

countries enjoy the equivalent of Australian middle class living standards. Therefore, it is not

surprising that South East Asia will become the world’s paramount market, not only for consumer

goods but also for financial services.

The users of International Financial Services Centers are becoming increasingly demanding.

They expect high quality service at a reasonable cost, and access to sophisticated investment

services - as well as confidentiality.

Tomorrow’s offshore users will be looking for centers that can compete with today’s onshore

financial centers in the following areas: -

• Regulation – less regulation and even lesser disclosures.

• Communications – improved, secured and efficient means of communications which will

help in avoiding or reducing considerably the need to be physically present.

• Specialization – various tailor made alternatives to suit specific needs.

• Credibility – users to go to more reputable jurisdictions.

• Infrastructure – ease of operations, easy accessibility availability of reliable professionals,

well established legal system, well regulated banking system, etc.

• Stability – political stability, zero level of corruption and certainty and consistency in the

law.

• Expertise – availability of trained and qualified personnel.

• Flexibility – adaptability to the changing economic and financial environment and fast

response time towards user requirements.

• Preserve reason and balance – respecting clients rights to privacy, presumption of innocence

unless proved otherwise and strong anti-money laundering programme and laws.

Apart from the above the following user aspirations will drive the growth of offshore financial

centres:

• Catastrophe planning

• Secure reputable jurisdictions

• Confidentiality still a concern

• Family protection

• Philanthropic goals – more international in approach
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