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MEASURING OECD RESPONSES TO ILLICIT FINANCIAL FLOWS



Chapter 1: The importance of illicit flows for developing countries 1. Every year huge sums of money are transferred out of developing countries illegally. Figures are heavily disputed, but illicit flows are likely to outstrip ODA and inward investments. The most immediate impact of such illicit flows is a reduction in domestic public and private expenditure and investment, which means fewer jobs, hospitals, schools, less infrastructure – and ultimately less development. 2. The term illicit financial flows is very vague, but it generally refers to a set of methods and practices aimed at transferring financial capital out of a country in contravention of national or international laws. In practice an “illicit financial flow” ranges from something as simple as a private individual transferring funds into his/her account abroad without having paid taxes on the funds, to highly complex money laundering schemes involving criminal networks setting up multi-layered multijurisdictional structures to hide ownership and transfer stolen funds. Some multinational companies take advantage of weak legal frameworks, low technical capacity or corrupt officials to avoid paying their full share of taxes. 3. OECD ministers have long recognised the need to ensure that OECD countries’ policies and practices are consistent with their development objectives, and not damaging to developing countries – referred to as policy coherence for development (PCD). The OECD Strategy on Development has recognised illicit financial flows as an issue of central importance, given their damaging impact on developing countries’ ability to mobilise their own financing for private and public sector investments. Work is underway on various parts of this complex agenda, and this report is one element of the OECD effort. 4. Illicit flows are a symptom of deeper governance failures, and are just one element of a wider set of challenges faced by many countries. High levels of corruption, combined with weak institutions and sometimes illegitimate regimes, are drivers for such outflows. Ultimately, the fight against illicit flows from the developing world must focus on building responsive and effective institutions which deliver services to their population. This will encourage citizens and companies to engage in legal activities, report their earnings and pay their taxes and dues in accordance with national laws. 5. This is a long term endeavour. Identifying, blocking, freezing and returning illegal funds to developing countries are also part of this effort. Since some of these illicit funds find their way into OECD countries, the strength of OECD systems to prevent, detect and return funds is an important element of fighting illicit flows. This issue paper measures this element of the illicit flows agenda: how well are OECD countries implementing their commitments to combat money laundering, tax evasion, bribery and corruption, and to track, freeze and return assets to foreign jurisdictions? Finally, how are development agencies supporting this agenda, and what more can be done? It summarizes the main findings and recommendations of a larger report which is currently being revised following technical reviews. 6. The report does not attempt to be exhaustive in covering all possible areas of illicit flows. Instead, the policy areas covered by the report are largely determined by the availability of open source data. This has led us to focus on issues where international agreements or standards have been established 3



DCD/DAC(2013)13 with a monitoring system in place. Thus, our analysis focuses on OECD members’ performance on the anti-money laundering standards of the Financial Action Task Force (FATF), reviews of the Global Forum on Transparency and Exchange of Information for Tax Purposes (Global Forum), the Working Group on Bribery reports on OECD country compliance (WGB), and a joint OECD/Stolen Asset Recovery Initiative (StAR) progress report on asset recovery. We also provide a brief analysis on issues that are given significant prominence on the illicit flows agenda, but where we do not have sufficient data to measure country performance. Transfer Pricing (TP) by multinational companies is a grey area, bridging tax evasion and avoidance, where no reliable information exists about its scale. Trade Mispricing is another such issue. 7. The issue of illicit flows is now firmly on the agenda of leading political initiatives like the G20 and the G8 and various elements of it are enshrined in UN instruments, such as the United Nations Convention Against Corruption (UNCAC), which constitute the global framework for many of the current instruments in place to combat corruption and illicit flows. The particular importance for developing countries was recognized by leaders at the High Level Forum on Aid Effectiveness in Busan. Development agencies have played an important role on this agenda, but more can be done. David Cameron, the current G8 chair, recently called for donors to use aid differently in this regard, while noting that “we in the developed world must also put our own house in order, including by tracking down and returning plundered assets, refusing visas to corrupt foreign officials and stopping bribery involving our companies”. The G20 is the established driving force against many aspects of illicit financial flows. Chapter 2: Combating money laundering 8. Anyone seeking to transfer illicit financial resources of any significant scale into an OECD country for the purposes of investment or consumption will most likely be required at some point to use the banking or financial system to conduct transactions. For this reason, anti-money laundering and counter terrorist financing regimes (AML/CTF) are some of the main tools to detect and fight cross-border illicit financial flows. They have a broad reach and good potential to counter a multitude of financial crimes. This chapter measures OECD country compliance on the 2003 FATF recommendations, using ratings from mutual evaluation reports and follow-up reports1.



1



The report is currently being revised following technical reviews and several issues are being examined, including the methodology used to assess AML/CTF compliance
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DCD/DAC(2013)13 Figure 2.1 Average OECD compliance by FATF sub-categories



Source: Authors’ calculations based on data from Financial Action Task Force, MONEYVAL and GAFISUD.



9. There is great variation in OECD country compliance with the FATF recommendations. The lowest averages across the OECD are to be found in the areas of Transparency of Legal Persons and Arrangements, Measures Taken with Regards to High Risk Jurisdictions, Regulation and Supervision, and Customer Due Diligence. Ten countries are below Partially Compliant in the area of Customer Due Diligence, with particularly low scores for non-financial businesses and professions, such as trust and company service providers that set up and manage various forms of legal structures. In order to prevent, uncover and eventually prosecute and sanction individuals who engage in money laundering and other economic crimes, authorities must be able to identify the persons who ultimately control or benefit from corporate vehicles, trusts, and other structures in a timely and cost effective manner – the Beneficial Owners. Overall OECD performance on this sub-category is particularly weak. 10. In the area of Regulation and Supervision, FATF asks countries to license, register and monitor businesses which provide a service of money or value transfers. Scores on this category are generally weak, especially when it comes to regulating and supervising non-financial businesses, where 41% of countries are rated non-compliant. Supervision of the financial and banking sector also remains weak in many countries. The FATF compiles a list of “high risk and non-cooperative jurisdictions” and asks members to give special attention to business relationships and transactions with individuals and legal persons from these countries, or to transactions within their own branches operating there. Almost half of
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DCD/DAC(2013)13 OECD countries score Partially Compliant or below. Many countries apply few administrative sanctions and have few criminal sanctions for money laundering. 11.



Findings and Recommendations: •



Strengthen customer due diligence measures: There is a need to ensure that financial institutions and all other designated non-financial institutions and professions – including trust and company service providers – apply proper customer due diligence measures, both when starting a business relationship and throughout the relationship.



•



Strengthen beneficial ownership requirements: All jurisdictions should require their financial institutions and relevant non-financial businesses to determine the beneficial owner – and to ensure that this information is available to relevant authorities and institutions.



•



Strengthen regulation, supervision and sanctions: Regulating and then supervising trust and company service providers, including lawyers and notaries that perform such functions, seems to be a particular area of weakness. Improvements in this area could have a potentially significant impact, given the central role played by such institutions and their often privileged contact with their clients.



Chapter 3: Tax evasion and illicit flows 12. In order to combat international tax evasion, tax authorities must be able to access and exchange relevant information, such as individuals’ and companies’ activities, assets or incomes in foreign jurisdictions. Since 2009 the environment for tax transparency has changed dramatically with the G-20 providing the leadership over action to combat tax evasion. 13. The Global Forum on Transparency and Exchange of Information for Tax Purposes has been the driving force behind the universal acceptance of international standards for the exchange of tax information and is charged with ensuring their implementation. The transparency and exchange of information standard is set down in the Terms of Reference, agreed by the Global Forum in 2009. The Global Forum was restructured in 2009 to create an inclusive, truly global organisation where all of its members participate on an equal footing. It now has 119 jurisdictions and the European Union as members, including 50 developing countries and territories. The Global Forum ensures that high standards are met through a comprehensive, rigorous and robust peer review process conducted by teams of expert, independent assessors and overseen by a 30-member Peer Review Group. One of the key elements of effective exchange of information is a robust network of agreements for exchange of information with relevant partners. Since 2000, over 500 Exchange of Information (EOI) agreements have been signed between OECD countries and developing countries. For example, Kenya is currently negotiating Tax Information Exchange Agreements (TIEAs) with 9 other jurisdictions with which Kenyan taxpayers have significant transactions.
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Figure 3.1 Number of EOI agreements signed between OECD and developing countries (2000-12)



Source: Authors calculations based on data from Global Forum on Transparency and Exchange of Information for Tax Purposes.



14. In addition to this positive trend, 14 developing countries have joined the Multilateral Convention on Mutual Administrative Assistance in Tax Matters and more are due to join in 2013. They stand to benefit from a growing global network of information exchange agreements with other adherents to the Convention. There is currently a trend to move towards automatic exchange of information (AEOI) amongst OECD countries and many are hoping that this will also extend over time to developing countries. The potential benefits of AEOI are many, but for AEOI to be successful, countries must be in a position to apply the relevant technical standards and safeguards to transmit, receive and protect confidential information. This is not currently the case for many developing countries, and there are unmet technical assistance needs. What matters most is that countries are able to use the information obtained from the agreements signed. Over time, more data is expected on the use of agreements. 15. As members of the Global Forum, developing countries benefit from technical assistance provided by the Global Forum, in co-operation with other international organisations such as the World Bank and with the support of donors such as the UK’s Department for International Development. This assistance enables them to implement the standards. Many developing countries have also taken the opportunity that Global Forum membership offers to negotiate tax information exchange agreements. An important side effect of the Global Forum peer review process is that it helps countries to assess their own taxes. 16. The progress being made is taking place in a new era of efforts to combat tax base erosion and profit shifting. Many of the problems concern avoidance rather than evasion, but there are grey areas. In an increasingly globalised world, revenues earned by multinational enterprises can often exceed the revenues of entire countries. For some economies, intra-firm trade can constitute up to half of all import/export transactions. The tax practices of some multinational companies have become more aggressive over time, exploiting differences in domestic tax rules and international standards to significantly reduce or eliminate taxation. As a result, the call is growing louder for multinational enterprises to pay their taxes in accordance with internationally accepted principles. The central focus is setting correct transfer prices for
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DCD/DAC(2013)13 transactions (including those involving goods, services, intangibles and finance) between members of the same group of companies. Working with the G-20, the OECD’s Base Erosion and Profit Shifting (BEPS) project is examining this issue in 2013. 17. The internationally accepted principle underlying transfer pricing determinations is the arm’s length principle, which requires that for tax purposes, related parties must set prices as they would have been set between independent entities who were transacting in the same or similar circumstances. The problems associated with transfer pricing are often tax avoidance but in some cases may constitute tax evasion. A lack of transparency may exacerbate these problems. Although no reliable data is available, there is anecdotal evidence indicating that transfer pricing abuse may be depriving developing countries of significant resources. 18. Many developing countries have weak or incomplete transfer pricing regimes. Some have problems in enforcing their transfer pricing regimes due to gaps in the law, weak or no regulations and guidelines for companies, and limited technical capacity to carry out transfer pricing risk assessments and transfer pricing audits, and to negotiate transfer pricing adjustments with multinational companies. As a result, many of the poorer countries carry out few if any transfer pricing audits or reviews, although this is starting to change. Some middle-income countries have become much more active in dealing with transfer pricing risk. By 2011, 33 African countries had introduced some form of regulation to allow them to adjust the pricing of intra-group transactions, but building effective transfer pricing regimes is still in the very early stages in the region. Again, the capacity needs are substantial. 19.



Findings and recommendations: •



Tax information exchange agreements are a necessary condition for fighting tax evasion in developing countries.



•



OECD countries should continue to fully implement the international standards on exchange of information, further expand their network of EOI agreements with developing countries, exploring possible automatic exchange of information where appropriate, and increase their efforts to help build capacity in developing countries in the Global Forum to exchange information.



•



Developing countries should continue expanding their network of agreements with relevant countries and jurisdictions, and should seek to join the Multilateral Convention.



•



Developing countries need to proactively strengthen their institutions and systems to prevent tax evasion, and to investigate and prosecute offenders.



•



Developing countries need to put in place a legal framework to deal with transfer pricing and to build the necessary technical and legal capacity to assess company compliance with their framework.



Chapter 4: International bribery 20. Serious consequences result when public officials take bribes in awarding contracts to foreign businesses for public services such as roads, water or electricity. A one million dollar bribe can quickly amount to a one hundred million dollar loss to a poor country through derailed projects and inappropriate investment decisions which undermine development. Bribery is a source of illicit flows – and whether the bribe itself is transferred in or out of developing countries, some of the subsequent gains from bribing will 8



DCD/DAC(2013)13 eventually leave developing countries. Hence, OECD country implementation of the OECD Convention on Combating Bribery of Foreign Public Officials in International Business Transactions is important for the global fight against corruption, including in combating illicit flows. 21. Figures from the OECD Working Group on Bribery show that 210 individuals and 90 legal entities (companies, trusts, Non-governmental Organisations (NGOs), etc.) were sanctioned through criminal proceedings for foreign bribery in 14 OECD countries from 1999 (when the Convention came into force) to the end of 2011 (Figure 4.1). At least 66 of the sanctioned individuals were given prison terms for foreign bribery. Another 43 individuals and 92 legal entities have been sanctioned in criminal, administrative and civil cases for other offences related to foreign bribery, such as money laundering or accounting (in four signatory states). In addition there were 59 agreed sanctions for individuals and 48 deferred prosecution agreements (DPAs)/non-prosecution arrangements (NPAs) with legal persons. Around 300 investigations are still ongoing in 26 states, and criminal charges have been laid against 158 individuals and entities in 13 states. Figure 4.1: Total number of individuals and legal persons sanctioned or acquitted



Source: Author’s calculations based on data from the Working Group on Bribery



22. The OECD Working Group on Bribery in International Business Transactions is responsible for monitoring the implementation and enforcement of the OECD Anti-Bribery Convention. The peer review reports contain examples of good practice from which other countries can learn:
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23.



Findings and recommendations: •



Signal that the fight against foreign bribery is a political priority by increasing investigatory and prosecutorial efforts and by investing in expertise and resources in the agencies handling corruption cases.



•



Put in place the institutional and regulatory mechanisms to bring forth information about foreign bribery.



•



Ensure that effective whistleblower protection is in place – this can increase the amount of information brought to the responsible authorities.



•



Communicate first and foremost to those in a position to either break or enforce the law, but also to the general public, the political will to enforce legislation.



•



Set harsh enough penalties to be an effective deterrent for companies doing business abroad and to signal to the entire international business community that bribery is no longer an option.



Chapter 5: Recovering stolen assets 24. One way to counter illicit financial flows is to recover and repatriate stolen assets to their jurisdiction of origin. Recovering assets stolen by corrupt leaders can serve three distinct purposes. To start with, it has the potential to provide additional resources to developing country governments. Secondly, by signalling that there are consequences to corruption and that corrupt money will not be easily hidden, it can have a deterrent effect on corruption and theft among political figures. Lastly, by denying corrupt leaders their loot, asset recovery can be seen as providing justice for victims. Recognizing these potential benefits, OECD countries have committed themselves to repatriate stolen assets to their jurisdiction of origin. 25. In 2011, the OECD and the Stolen Asset Recovery Initiative (StAR) carried out a survey amongst OECD members in order to take stock of their commitments on asset recovery. The survey measured the amount of funds frozen and repatriated to any foreign jurisdiction between 2006 and 2009. It found that only four countries had returned a total of USD 277 million to a foreign jurisdiction during this time, namely Australia, Switzerland, United Kingdom and United States. These countries plus France and Luxemburg had also frozen a total of USD 1.22 billion at the time of the survey (OECD/StAR 2011). 26. In 2012, the OECD and StAR launched a second survey, measuring the assets frozen and returned between 2010 and June 2012. Responses are still being collected and analysed, but preliminary results show that the volume of assets frozen and returned during this period has increased significantly: a total of USD 27 billion was frozen and around USD 4 billion returned or unfrozen/released. It is worth noting that this drastic increase was largely driven by action in response to a United Nations Security Council Resolution on Libya (1970 of 26 Feb 2011) which ordered the freezing of Muammar Gaddafi’s regime’s assets held internationally, with a total of USD 24 billion frozen and USD 3.6 billion returned or subsequently released.
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Figure 5.1 Assets Frozen and Returned (2006-09 and 2010-12)



Source: OECD/StAR (2011) and forthcoming OECD/StAR progress report on asset recovery (2013)



27. Considering the case of Libya separately, the remaining asset recovery figures look more similar to those achieved over the 2006-09 period, although with some progress. A total of USD 1.3 billion were frozen by seven countries and USD 400 million were returned by five countries over the 2010-12 period. 28. Findings and recommendations: In addition to the figures presented above, the survey looked at the legal and institutional framework in place in OECD countries. Building on these findings – and previous work by StAR, the report finds that: •



Countries who dedicate the necessary human and technical resources to asset recovery cases have produced results.



•



Speed is of the essence when it comes to tracing and freezing liquid assets, as criminals can quickly transfer funds out of authorities’ reach or even dispose of property if they receive signals that authorities are after them. Laws should facilitate the rapid tracing, freezing and return of stolen assets.



•



Allowing authorities to freeze funds based on a request from a foreign jurisdiction is useful.
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Being able to freeze and confiscate assets in the absence of a criminal conviction (non-conviction based forfeiture) is another important element, especially when the suspect is deceased, has fled or is immune from prosecution.



•



Allowing foreign countries to initiate civil actions in their courts can be another useful avenue. Civil actions are generally less onerous, and they often carry less stringent statues of limitations rules.



•



Finally, some countries are unable to order compensation, restitution, or damages to the benefit of a foreign jurisdiction. This is a barrier to the recovery of stolen assets, and those countries that have such limitations should urgently address them.



Chapter 6: What role for aid agencies? 29. Aid agencies have played an important role in bringing the issue of illicit flows onto the international agenda. They have supported much of the initial research on this issue – through advocacy NGOs and international organizations. Donors have also been drivers behind many of the programmes which aim to counter illicit flows such as the various transparency initiatives like the Extractive Industry Transparency Initiative, Publish What You Pay, The Oslo Dialogue on Tax and Crime, and the Open Government Partnership. Figure 6.1 Overview of DAC support to leading transparency initiatives



Australia Austria Belgium Canada Denmark Finland France Germany Greece Ireland Italy Japan South Korea Luxembourg Netherlands New Zealand Norway Portugal Spain Sweden Switzerland United Kingdom United States Source:
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DCD/DAC(2013)13 Some donors are actively supporting developing countries in strengthening their capacities to combat tax evasion, transfer pricing money laundering and stolen asset recovery. Much of this latter work is being supported through multilateral organizations such as the World Bank, IMF, EuropeAid and the OECD. 30. There is limited data on the amount of ODA funds being spent on activities to counter illicit flows, but an analysis of ODA spent on anti-corruption and strengthening of tax systems in developing countries shows that less than 1% of ODA is currently being dedicated to these. Yet experience shows that the return on investment, in terms of benefits for developing countries is significant: Donor support worth USD 5.3 million in 2004-10 to improve tax collection in El Salvador led to increased revenue of USD 350 million per year – an impressive rate of return. Support to capacity building in the area of Transfer Pricing by the OECD Tax and Development Program to Colombia at a cost of approximately USD 15,000 led to an increase in revenues from USD 3.3m in 2011 to USD 5.83m in 2012 (a 76% increase). This is a rate of return of approximately USD 170 of revenue per USD 1 spent. Similarly, OECD DAC donor experience suggests that for each USD 1 spent on investigating the proceeds of corruption originating from the developing world, and transferred to OECD countries, up to USD 20 has been tracked and frozen, with a significant proportion of that sum repatriated to the treasury of the developing country in question – again an impressive rate of return. Recognising the central role of tax authorities in fighting economic crime, the OECD launched the Oslo Dialogue aimed at promoting a whole-of-government approach to fighting financial crime, including tax and customs administrations, law enforcement agencies, anti-corruption and anti-money laundering authorities, public prosecutors and financial regulators. The initiative includes a capacity building program for criminal tax investigations from developing countries. 31. Now that the political momentum has been built, the next step is to move from analysis to action by implementing the IFF agenda. This will require action by both OECD and developing countries. Developing countries must take the lead – by undertaking structural reforms and increase their efforts to combat corruption and financial crime – but OECD countries must also play their role by strengthening their own systems to avoid becoming safe havens for illicit flows. While development agencies cannot take the lead in this work, their role can nevertheless be necessary and useful if well targeted, as the DFID experience in supporting home-based anti-corruption institutions shows. Providing specialised and targeted advice and expertise to accompany developing countries through the process of requesting or providing mutual legal assistance (legal/judicial cooperation between states) will be necessary in some cases. Mainly, development agencies must play a greater role on the ground in developing countries, where they can help build or provide specific technical expertise and capacity. 32 Based on the findings of the previous chapters – and on consultations with donor agencies, the following areas are potential avenues for increased engagement by development agencies on the illicit flows agenda: •



•



Build up relevant capacities in development agencies: Donors wishing to increase their engagement on this agenda should acquire the relevant technical skills, as this is a crucial and perhaps obvious step for engaging with other institutions at home and in developing countries. Having such specialized staff is necessary in order to effectively engage in current debates around illicit flows and to maintain a balanced and critical position. Building investigative capacities to tackle economic crime: The capacity of law enforcement authorities to investigate and prosecute economic criminality is often quite limited in developing countries. Building or making such capacity available to developing countries is essential for engaging in mutual legal assistance with OECD countries when investigating, prosecuting and sanctioning all forms of economic crime, whether it is tax evasion, money laundering or corruption.
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Negotiating and using Exchange of Information (EOI) agreements: Chapter 3 has shown that exchange of information is an important element in fighting tax evasion and recovering funds. Aid agencies can help build capacity in the use of existing instruments working with the Global Forum on Transparency and Exchange of Information for Tax Purposes.



•



Transfer pricing capacity: Developing countries’ legislative and regulatory framework on TP is generally insufficient and their capacity to audit multinational companies is also limited. Where there is concern about potential abusive transfer pricing, development agencies can help develop or improve the national legislative and regulatory framework, and build the necessary technical expertise. Where it is a real concern about transfer pricing, they can provide helpful technical support to countries for carrying out audits and support tax authorities in preparing for criminal cases. The OECD’s Tax and Development Programme work on TP in collaboration with the World Bank, the EC and other DAC donors is showing real results. The proposal for Tax Inspectors Without Borders (TIWB) is another important development.



•



The research agenda on illicit financial flows: The magnitude and relative importance of the various types of illicit flows as well as the channels and methods used are still poorly understood, and there is a need to move the knowledge frontier forward, especially at the country level. Some country case studies are underway but further work is needed. Academic institutions could inject additional methodological rigour into this process, which has until now been dominated by Civil Society Organisations (CSOs), and donors should consider providing more support to them.



•



Maintaining political momentum within OECD countries: Advocacy CSOs and coalitions will continue lobbying OECD governments to do more to tackle IFFs, but development agencies can do more to engage in internal policy dialogue within their own countries. OECD countryspecific risk assessments/reports could be one option, whereby countries would provide an assessment of its risk profile related to illicit flows, including data on estimates where this exists, and possible countermeasures. Development agencies could team up with universities, think tanks and other ministries to engage in such work.



•



Building political commitment to combat economic and financial crimes in developing countries: Combating illicit flows from developing countries must start at the source of these outflows. This requires serious commitment by the authorities to reform and strengthen key institutions and systems. Yet governance weaknesses in many developing countries mean that the level of commitment varies greatly over time and amongst institutions. Donors can help build political commitment and capacities by raising such issues in their political dialogue with partner countries, and by supporting the increasing number of capable CSOs in developing countries, given their centrality in holding their own leaders to account.



•



Ensuring a development dimension in current efforts: Many of the reforms proposed on issues such as asset recovery, money laundering, etc. are necessary and beneficial for OECD countries but their benefits for developing countries may be undermined by limited capacity and by subsequent difficulties in engaging in effective international co-operation. This has been the case for Asset Recovery – where there has been some general progress but where until recently very few cases involved developing countries. The decision by DFID to finance additional legal and technical expertise in UK institutions has produced results for developing countries. Other donors may want to look at this model for inspiration.
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