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Mr. Cha irman and Members o f the Subcommittee: 

We  are pleased to be here to assist the Subcommittee in 

its inquiry into Federal e fforts to define and combat the very 

complex tax haven problem. Our testimony is based on work done 

during the past 6  months in response to this Subcommittee's 

request. Our work focused primarily on IRS' e fforts to detect 

and deter tax law abuses relating to tax havens. We  also did a  
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limited analysis of the Treasury Department's tax treaty negotia- 

tion policies and procedures, with particular emphasis on prob- 

lems surrounding current treaty negotiations with the Netherlands 

Antilles. 

The Federal Government is concerned about tax havens pri- 

marily because they afford significant opportunities to abuse the 

tax system, particularly through tax evasion. While the extent 

of illegal use of tax havens cannot be readily quantified, IRS 

estimates that tax evasion through the use of haven countries is 

costing the Treasury billions of dollars annually. 

In carrying out our work, we found that, within the Federal 

Government, there has been a growing awareness of and willing- 

ness to deal with the tax haven problem. We also noted, however, 

that along with greater awareness of the problem has come a rec- 

ognition that there are no quick and easy solutions. In par- 

ticular, we found that: 

--Tax havens are a problem for the United States primarily 

because their banking and commercial secrecy laws limit 

U.S. access to the information it needs to assure compli- 

ance with domestic tax and other laws. There are two 

kinds of tax havens --nontreaty havens and treaty havens. 

Among other things, nontreaty havens offer low or no 

taxes on some categories of income and provide a high 

level of confidentiality in financial matters. Treaty 

havens display similar characteristics but also offer 

special tax benefits not generally available in countries 

which lack a tax treaty network. The United States must 
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use different problem solving techniques depending on 

whether it is dealing with a nontreaty haven or a treaty 

haven. 

--The use of tax havens has been of particular concern to 

IRS since the mid-1950s. IRS has conducted various spe- 

cial projects and investigations in an effort to identify 

taxpayers using tax havens to evade U.S. taxes. The most 

notable of these efforts included the Swiss Mail Watch, 

the Bahamas Project, Operation Tradewinds, and Project 

Haven. These activities have, in some cases, proven that 

tax havens afford individuals and businesses with exten- 

sive tax evasion opportunities. More recently, Treasury, 

Justice, and IRS sponsored a comprehensive study of the 

tax haven problem. The study report, which was issued in 

January 1981, identified a variety of potential legisla- 

tive and administrative actions that could be taken to 

deal with the tax haven problem. Some actions, both 

legislative and administrative, have already been taken in 

response to the report. 

--IRS has taken some steps to upgrade its efforts to deal 

with the tax haven problem. In so doing, IRS has relied 

primarily on its existing civil tax enforcement 

mechanisms as the means for identifying potential tax 

haven abuses. This approach assumes that an accessible 

"paper trail" exists for tax haven transactions--an 

assumption which frequently proves erroneous. IRS has 

recognized this problem and therefore has begun placing 
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greater emphasis on Criminal Investigation Division 

efforts to combat tax haven abuses. Still, IRS 

needs to maintain and enhance its civil tax enforcement 

efforts in this area. 

--Meanwhile, the Treasury Department has embarked on an 

I 

ambitious program aimed at dealing with part of the tax 

haven problem through a firm tax treaty negotiation 

policy. That is, Treasury wants to include strong 

exchange of information and anti-abuse provisions in all 

new and renegotiated tax treaties. Treasury's firm 

approach is both warranted and necessary from a tax policy 

standpoint. However, in seeking to implement the policy, 

Treasury has faced a series of difficulties. This is 

because, along with tax policy concerns, Treasury also 

has had to take foreign policy and nontax law enforcement 

concerns into account. Ongoing negotiations with the 

Netherlands Antilles illustrate these difficulties. 

would now like to discuss each of these points in detail. 

THE TAX HAVEN PROBLEM IS 
TWOFOLD IN NATURE 

Tax havens generally are defined by the tax community as 

countries which (1) impose a low or zero rate of tax on all or 

certain categories of income, (2) offer a high level of banking 

or commercial secrecy, (3) rely on banking as an important 

segment of their economy, (4) have modern communications facili- 

ties, (5) do not impose currency controls on nonresidents, and/or 

(6) promote themselves as tax havens. 
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Low tax rates on certain kinds of income offer a strong in- 

ducement for individuals and businesses to carry out economic 

activities through tax haven countries. Moreover, because there 

generally are no reserve requirements, banks located in tax haven 

countries frequently can pay higher rates of interest on 

deposits. Beyond that, such countries also offer investors a 

very high level of confidentiality in their financial affairs and 

few or no currency controls. Thus, there are a series of legiti- 

mate reasons why businesses and individuals might make use of tax 

havens. 

On the other hand, because tax havens have banking and com- 

mercial secrecy laws, they also present significant tax evasion 

opportunities. Specifically, tax havens can be used as a means 

for evading taxes on both legally and illegally earned income. 

They also can be used as a means for concealing the financial 

transactions associated with illegal activities, such as drug 

trafficking. And, with respect to illegal use of tax havens, it 

is important to note that there are two kinds of tax havens--non- 

treaty havens and treaty havens. 

A nontreaty haven, such as the Bahamas and the Cayman Is- 

lands, supplies the United States with little or no information 

on financial transactions which take place in that country. 

Therefore, a U.S. citizen could deposit funds in a Cayman Islands 

bank and not report the interest earned to IRS. IRS generally 

would have no means for detecting this unreported income. This 

lack of access to information in nontreaty countries serves to 

facilitate nontax criminal activities, such as the laundering of 

funds derived from illegal activities. 



Ferreting out persons who use nontreaty havens as a means 

for facilitating illegal activities is a task which requires ap- 

plication of a wide range of criminal law enforcement investiga- 

tive techniques. Concerning the use of nontreaty havens for tax 

evasion purposes, IRS faces difficulties in detecting violators 

through normal civil tax enforcement measures. This is because 

such measures assume the existence of a "paper trail"--an assump- 

( 
tion which frequently proves erroneous with respect to nontreaty 

havens. Thus, IRS also needs to rely on criminal tax enforcement / I 
efforts to detect violators who operate in such countries. 

In contrast, tax haven countries with which we have tax 

treaties may present law enforcement agencies and IRS with a very 

different kind of problem. These countries display many of the 

characteristics associated with nontreaty havens and, in addi- 

tion, provide other opportunities for tax avoidance and evasion 

by virtue of certain treaty provisions. 

Tax treaties are bilateral agreements generally designed to 

(1) relieve taxpayers of the burden of double taxation on the 

same income base, (2) create a mechanism for resolving disputes, 

and (3) provide a framework for exchanging tax information to 

prevent tax evasion. The United States has tax treaty relation- 

ships with over 50 countries. Many of our treaties are with 

developed countries which are major trading partners, such as 

Canada, the United Kingdom, and France. 

Of these tax treaties, 15 are with countries generally 

considered, at least to some extent, to be tax havens. Some of 
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the more significant of these include Switzerland, the Nether- 

lands, and the Netherlands Antilles. These countries offer many 

of the advantages associated with nontreaty havens. Furthermore, 

when combined with the domestic laws of tax haven countries, 

U.S. tax treaties generally have the effect of offering investors 

(1) low or no U.S. tax on interest, dividends, rents, and royal- 

ties earned in the United States, (2) low or no treaty haven 

country tax on the same income, and (3) free movement of funds 

out of the treaty haven to third countries. 

The Netherlands Antilles is perhaps the best example of a 

tax haven country which depends heavily, from an economic stand- 

point, on its tax treaty network particularly the treaty with the 

United States. In 1955, the United States' tax treaty with the 

Netherlands was extended to the Netherlands Antilles, a country 

composed of six islands in the Caribbean. Subsequently, the 

Netherlands Antilles adjusted its internal law so as to encourage 

third-country persons to invest money through the Antilles with a 

view toward taking advantage of the treaty with the United 

States. Among other things, the Netherlands Antilles reduced its 
, effective tax rate on certain kinds of companies established in / / 
1 the country. As a result, an investor residing in a third 

country can derive substantial benefits from establishing a 

company in the Netherlands Antilles and using it as a conduit for 

I investment in the United States. 

For example, if a third-country person were to invest 

$1 million directly in U.S. corporate bonds paying lo-percent in- 

terest, the first year's earnings would total $100,000. However, 



the U.S. would then impose a 30-percent tax on the $100,000 and 

the investor's net return would be $70,000. As an alternative, 

the investor could establish a Netherlands Antilles company and 

invest the $1 million in the same corporate bonds using that com- 

pany as a conduit for the investment. Because the U.S. tax 

treaty with the Antilles eliminates the 30-percent tax on in- 

terest, the investor would receive $100,000 in interest the first 

year--$30,000 more than what would have been derived through 

direct investment. The investor would, however, have to pay a 

small tax to the Antilles on this transaction. 

A transaction such as that just described can involve 

"treaty shopping." That is, an investor "shops around" for the 

best tax treaty deal available, taking into account such factors 

as potential financial benefits, bank secrecy, investment goals, 

etc. The United States is opposed to treaty shopping because 

treaty benefits are intended to accrue only to bona fide resi- 

dents of the treaty country. But, in many cases, the United 

States is hard-pressed to detect or deter treaty shopping. This 

is because many treaty havens liberally define who qualifies as a 

"resident" and have bank secrecy laws that prevent IRS from iden- 

tifying individuals who, in the eyes of the United States, are 

not bona fide residents of the treaty haven. 

Treaty shopping is, of course, but one problem arising from 

the situation wherein the U.S. has a tax treaty with a tax haven 

country. This is because the full range of illegal activities 
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associated with nontreaty havens also can take place in treaty 

havens, But in terms of dealing with treaty haven countries, the 

'United States has more tools at its disposal. These tools in- 

clude normal civil tax enforcement activities, based in part on 

exchange of information agreements, as well as criminal tax and 

nontax investigative activities. Furthermore, because treaty 

haven countries frequently have friendly relations with the 

United States, there may be opportunities to negotiate or renego- 

tiate tax and/or mutual assistance law enforcement treaties. 

Nevertheless, dealing with either aspect--treaty or 

nontreaty --of the tax haven problem is a difficult task. Even 

more difficult from a tax administration perspective, however, is r 
the task of dealing with an investor's combined use of nontreaty 

havens and treaty havens to maximize both secrecy and investment 

benefits. I will provide an example of such a combined trans- 

action later in my testimony. Now, however, I would like to dis- 

cuss some special Federal efforts directed at the tax haven prob- 

lem in past years. Then I will discuss current tax administra- 

tion activities pertaining to tax havens and outline the Treasury 

Department's tax treaty negotiation policy with respect to tax 

havens. 

SPECIAL EFFORTS TO DETECT 
AND DETER TAX HAVEN ABUSES 

Over the past two decades, a number of investigations and 

information gathering projects involving tax havens have been 

carried out by the Federal Government. Some of these efforts 

were intended to better understand the problem by developing 
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institutional knowledge about tax haven activities; others were 

intended to identify tax evaders. 

During 1957 and 1958, special agents in IRS' Manhattan Dis- 

trict attempted to and did learn the identity of persons making 

large deposits of currency in New York banks for possible subse- 

quent transfer to secret Swiss bank accounts. Although it was 

suspected that some of these transactions involved tax evasion or 

other violations of U.S. law, no information on the transfers 

could be secured from Switzerland. 

In early 1967, a task force, composed of IRS Examination, 

Criminal Investigation, and Office of International Operations 

personnel, was formed to enhance the Service's knowledge about 

the use of secret foreign bank accounts. As an outgrowth of 

these efforts, a project known as the "Swiss Mail Watch" was 

initiated to identify U.S. taxpayers receiving mail from Swiss 

banks. During early 1968, with the assistance of Postal 

authorities, IRS monitored mail received in a New York post 

office and identified Swiss bank mail. A list of 8,500 

taxpayers possibly using Swiss bank accounts was developed and 

168 individuals were audited by IRS. The audits resulted in the 

assessment of about $2 million in taxes and penalties, but less 

than a third of that amount was attributable in any way to the 

foreign bank accounts. The audits indicated that about one-fifth 

of the taxpayers used their Swiss accounts as a depository for 

unreported income and/or as a means for avoiding the interest 

equalization tax then in effect. 

Subsequently, two more mail watch projects were initiated, 

one in 1969 and another in 1970. The 1969 mail watch project 



identified about 21,500 taxpayers who appeared to have Swiss bank 

accounts; the 1970-1971 mail watch identified another 20,000 tax- 

payers who appeared to have such accounts. However, for at least 

three reasons, IRS initiated no audits as a result of these mail 

watches. First, because a mutual assistance treaty was being 

negotiated with Switzerland at that time, IRS believed that use 

of the mail watch data might jeopardize the treaty negotiations. 

Second, a Senate Subcommittee was then raising questions about 

the propriety of developing computerized files on suspected tax 

violators. Third, some IRS officials believed that this investi- 

gative approach would not offer a longterm solution to the 

foreign bank account problem. 

IRS initiated or continued other investigative efforts dur- 

ing the early 1970s. One, sometimes referred to as the "Bahamas 

Project," involved an investigation of an attorney who allegedly 

was promoting the use of tax havens by well-to-do clients as a 

means for evading U.S. taxes. This investigation resulted in 

hundreds of civil tax cases involving assessments of more than 

$100 million in additional taxes and penalties. 

In another effort, an IRS special agent established contact 

with an official of Grand Cayman Island who subsequently fur- 

nished some information concerning Cayman Islands bank accounts 

of U.S. citizens. This effort, called "Project Pirate," was 

terminated in 1975. IRS records do not indicate that any 

successful audits or criminal prosecutions resulted from this 
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information. Nonetheless, in 1976, the Caymans strengthened its 
bank secrecy laws, making it a crime for any person to reveal 

information about accounts in the Cayman Islands. 

"Operation Tradewinds," an information gathering effort car- 

ried out by special agents in IRS' Jacksonville, Florida District 

Office, was designed to obtain information from Bahamian bank em- 

ployees about the identity of U.S. taxpayers using Bahamian trust 

and bank accounts. Information was obtained by IRS from paid in- 

formants. Operation Tradewinds resulted in 45 significant audits 

and several criminal prosecutions before it was suspended in 

January 1975. 

"Project Haven," which was initiated in 1972, involved an 

investigation of a narcotics trafficker suspected of dealing with 

a Bahamian bank. A confidential informant was used to obtain 

Bahamian bank documents regarding this individual. The informant 

told IRS that Bahamian banks were receiving and disbursing funds 

on behalf of U.S. citizens whose identities were not revealed to 

correspondent U.S. banks in Miami, New York, and Chicago. 

Through surreptitious means, the informant made documents avail- 

able to IRS. The documents identified over 300 U.S. citizens and 

firms having accounts with a particular Bahamian bank. However, 

IRS was criticized by the Congress, the press, and the general 

public for the tactics it employed during Project Haven and sub- 

sequently curtailed its covert operations in the tax haven area 

for several years. 
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In late 1979, however, a major study of the tax haven 

problem was initiated at the request of the Commissioner of 

Internal Revenue, the Assistant Attorney General (Tax Division), 

and the Assistant Secretary of the Treasury (Tax Policy). The 

study resulted in a January 1981 report entitled "Tax Havens and 

Their Use by United States Taxpayers - An Overview." The report 

noted that although developed nations were concerned with the use 

of tax havens to avoid or evade taxes, legal and illegal use of 

tax havens appeared to be increasing. The report called for a 

coordinated Federal attack on the use of tax havens, including 

better coordination and funding of administrative efforts and 

substantive changes in U.S. laws and U.S. tax treaty policy. 

The report has had the effect of focusing greater attention 

on the tax haven problem, and both Treasury and IRS have initia- 

ted efforts which hold promise for the future. I will now turn 

to a discussion of those efforts, starting with IRS' current 

civil and criminal tax enforcement efforts. 

CURRENT IRS EFFORTS TO DETECT 
AND DETER TAX HAVEN ABUSES 

The January 1981 tax haven study report prompted IRS to 

devote greater attention to international transactions. In par- 

ticular, IRS has sought to upgrade its civil tax enforcement 

efforts in the tax haven area. Those efforts necessarily rely on 

three primary sources of information--taxpayers, foreign govern- 

ments, and withholding agents-- as starting points for identifica- 

tion of potential tax haven abuses. And IRS has encountered a 

series of difficulties in seeking to make effective use of the 

information it receives from these three sources. 



IRS needs to make better use of the various kinds of informa- 

tion it receives with respect to international transactions. 

However, the Service also needs to supplement its civil tax 

enforcement efforts with other investigative activities. This is 

because civil tax enforcement efforts alone cannot hope to solve 

the tax haven problem. Such efforts often depend on the exist- 

ence of, and IRS access to, a paper trail. In situations where 

there is no paper trail or where the paper trail is not acces- 

sible, IRS necessarily has to rely more heavily on special inves- 

tigative techniques. These techniques generally are associated 

with criminal, rather than civil, tax investigations. 

Information IRS receives concerning 
international transactions has been 
of limited value 

As shown in Chart A, IRS has three primary sources of infor- 

mation concerning taxpayers' international financial trans- 

actions. These include (1) tax and information returns which are 

filed by taxpayers with IRS' 10 service centers, (2) foreign in- 

formation returns which are sent to IRS' Philadelphia Service 

Center by U.S. tax treaty partners, and (3) information returns 

which are filed by U.S. tax withholding agents with IRS' 

Philadelphia Service Center. From a civil tax enforcement stand- 

point, IRS must rely heavily on such information as the starting 

point for identifying potential tax haven abuses. 

Taxpayer-provided information 

Following issuance of the 1981 tax haven report, IRS began 

trying to make greater use of various tax and information returns 



as a means for identifying tax haven abuses. To this end, IRS 

designated its International Enforcement Program (IEP) as the fo- 

cal point for dealing with such abuses. IEP is composed of some 

290 revenue agents who have special expertise in international 

tax matters. The agents are based in 15 key IRS districts 

throughout the nation. In fiscal year 1982, IEP agents partici- 

pated in the examination of several thousand tax returns and 

recommended additional tax assessments of about $3.7 billion. 

Until late 1981, IEP's primary responsibility involved exam- 
, , ining the tax returns of multinational corporations. Since then, 

however, its stated number one priority has been to deal with the 

use of tax havens--by individuals and corporations. But few in- 

dividual tax returns containing potential tax haven issues have 

been identified for IEP review. This is because it is frequently 

not apparent, from the face of such tax returns, that there are 

underlying international financial transactions. Also, IRS 

suspects that there is a serious nonfiling problem with respect 

to certain information returns. 

Chart B identifies some of the various returns filed with 
1 
/ IRS service centers which may contain information related to in- 
/ 
I 
I ternational financial transactions. / As you can see, Mr. Chair- 

man, there is a wide variety of such forms, ranging from the much 

used form 1040 to the little-used form 3520, which pertains to 

foreign trusts. 

When tax returns are received at the 10 IRS service centers, 

they are manually screened and classified according to establish- 

ed procedures. In attempting to identify individual tax returns 
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with underlying international transactions, service center per- 

sonnel look primarily at the forms attached to returns. IRS 

officials informed us that it is difficult to detect taxpayers' 

international transactions simply by looking at the face of tax 

returns. It should be noted that few individual tax returns with 

potential international transactions were identified at IRS ser- 

vice centers in fiscal year 1982. 

As shown in Chart C, IRS service centers processed 95 mil- 

lion individual tax returns during that fiscal year. And, of 

these 95 million tax returns, only 760 were identified as having 

underlying international transactions. The 760 returns were set 

aside for review by IEP representatives but, as indicated on the 

chart, information on what IEP did with the returns, in terms of 

actual examinations, was not available. Regardless, the small 

number of returns identified suggests that service centers face a 

difficult task in seeking to identify returns containing actual 

or potential international transactions related to tax havens. 

In addition to the identification process followed at 

the service centers, IRS also relies on revenue agents and tax 

auditors throughout the country to identify returns containing 

potential tax haven transactions. In this regard, during the 

course of an examination, an examiner may discover a transaction 

involving a foreign entity or might identify a transaction which 

could be international in nature. In such cases, IRS requires 

that the tax return be forwarded to IEP for evaluation of its 

audit potential. As Chart C indicates, however, few individual 

tax returns were identified by examiners for referral to IEP. 



During fiscal year 1982, only 531 individual tax returns were 

referred to IEP, of which 328 were examined. 

Thus, IRS' use of normal tax return processing and examina- 

tion functions as a means for identifying individual tax returns 

containing potential tax haven issues has not generated a large 

inventory of such returns. IRS attributes this to the fact that 

most tax and related information returns contain little in the 

way of indications that there are underlying international finan- 

cial transactions. 

In addition to difficulties in identifying individual tax 

returns containing potential tax haven issues, IRS faces dif- 

ferent problems with respect to information returns which, by 

definition, pertain to international transactions. As Charts A 

and B depict, these information returns--forms 3520, 3520A, 957, 

958, 959, and 5712--are not filed with regular income tax returns 

but must instead be filed by taxpayers with IRS' Philadelphia 

Service Center. The forms are filed with that service center 

because it receives and processes most tax returns filed by U.S. 

citizens residing abroad and nonresident aliens. Also, the forms * 

are not now filed with regular tax returns because the filing 

deadlines differ. 

We found that IRS received relatively few of these forms 

during tax year 1982. For example, IRS received a combined total 

of only 243 forms 3520 and 3520A that year. Similarly, it 

received only 522 forms 957, 296 forms 958, and 441 forms 5712. 

IRS officials cannot specify with precision what these filing 

levels mean in terms of compliance. Nonetheless, the officials 
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believe that noncompliance with the filing requirements is 

substantial. 

Nonfiling of these forms translates into lost opportunities 

for IRS. This is because the forms could serve as a starting 

point for examinations of returns which do in fact contain under- 

lying international financial transactions. Thus, if compliance 

with the filing requirements were high, the forms would help 

solve problems stemming from the lack of a paper trail for cer- 

tain international transactions. 

Therefore, IRS needs to determine whether there is in fact a 

serious nonfiling problem with these information returns. One 

means through which IRS could do so, which I will discuss in more 

detail later, involves Criminal Investigation Division informa- 

tion gathering efforts. But such activities will not be of much 

help, however, until IRS solves a second problem associated with 

the information returns. That is, IRS does not make very effec- 

tive use of even the relatively few information returns it now 

receives. For example, the forms generally are not used as a 

basis for initiating examinations and frequently are not made 

available to examiners when a corresponding tax return is se- 

lected for examination. 

IRS has recognized that information returns filed by tax- 

payers with the Philadelphia Service Center are not being used 

very effectively. In July 1982, IRS' Mid-Atlantic Region recom- 

mended that certain returns filed at that service center be asso- 

ciated with corresponding tax returns. IRS has recently consoli- 

dated several of the international forms, including some of those 
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filed with the Philadelphia Service Center. IRS will require 

that taxpayers file the revised form along with their tax 

returns. IRS, therefore, may soon be in a position to make 

better use of information returns. 

However, to further enhance its civil tax enforcement pro- 

gram, IRS also needs to make more effective use of. data supplied 

the Service by foreign governments. 

Foreign government-provided information 

Under tax treaties now in effect with certain foreign 

governments, IRS annually receives thousands of foreign informa- 

tion returns. The returns, which vary in form and content on a 

country-by-country basis, are designed to provide data on income 

earned abroad by U.S. taxpayers. For several reasons, however, 

the forms have proven to be of only limited value to IRS. 

In 1975, IRS received 51,000 foreign information returns but 

did not match them against tax returns. In 1976, this Subcommit- 

tee held hearings on IRS' use of foreign information returns and 

criticized the Service for not making effective use of the infor- 

mation through document matching or examinations. Subsequently, 

IRS sought to remedy this problem, but its efforts have met with 

only partial success. 

Chart D, now before you, shows that 793,000 foreign informa- 

tion returns, reflecting $11.6 billion in income earned abroad by 

U.S. taxpayers, were provided to IRS in 1980 by certain tax 

treaty countries. Canada accounted for 732,400, or 92 percent, 

of the 793,000 returns. Only 3 of the 15 tax haven countries 

with whom the U.S. has a tax treaty (Luxembourg, the Netherlands, 



and Switzerland) provided information returns to IRS in 1980. 

Since not all treaty countries and no nontreaty, countries 

routinely provide information returns to IRS, it seems apparent 

that the $11.6 billion does not reflect all of the income earned 

overseas by U.S. citizens. 

Approximately 129,000 of the 793,000 returns, totaling $10.9 

billion, represented payments to businesses. None of these 

returns could be matched because IRS does not have a document 

matching program for business tax returns. Developing and opera- 

ting such a program would, of course, be an expensive under- 

taking. And the potential benefits of such a program cannot now 

be predicted because the extent to which this income presently 

goes unreported is unknown. 

Still, IRS has recognized that it needs to begin making use 

of the documents. To that end, IRS revised its processing proce- 

dures for these forms in January 1983 so that selected business 

information returns soon will be forwarded to IEP examiners. IEP 

officials, however, have not yet determined how the returns can 

best be used. Consideration is being given to associating the 

1 forms, at least on a test basis, with tax returns undergoing 
/ examination. The results of such a test would be used to make 

decisions on how the returns can and should be used. 
/ / / With respect to individual taxpayers, IRS was able to use 

343,000 foreign information returns, reflecting $394 million in 

payments to individual U.S. taxpayers, in its document matching 

program. However, IRS collected no data on the number of actual 
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matches, or the amount of additional tax assessments or collec- 

tions resulting from such matches. As a result;, IRS does 

not know how much of the matched foreign source income went 

unreported by U.S. taxpayers. IRS needs to develop this type of 

data in order to assess the utility of these foreign information 

returns. Making such an assessment should not prove to be a very 

costly project if random sampling techniques are used. And such 

an assessment is particularly important because the data would 

help IRS determine the cost/benefit potential of efforts to per- 

fect unusable foreign information returns. 

In this regard, in 1980, IRS received 321,000 foreign infor- 

mation returns, reflecting $323 million in payments to individual 

U.S. taxpayers, which it could not match against tax returns. 

This was because the foreign information returns (1) were incom- 

plete (for example, they contained no taxpayer identification 

number) or (2) were received too late to be processed by IRS. In 

the past, IRS made an effort to perfect as many of the unusable 

returns as possible. IRS decided recently, however, that due to 

budget constraints, incomplete returns would no longer be 

perfected. Instead, the unused returns will simply be shipped to 

a Federal records center for storage. 

As previously mentioned, IRS needs to determine the cost/ 

benefit potential of efforts to perfect these returns. And, on a 

related matter, IRS also needs to begin making more effective use 

of information provided it by U.S. withholding agents. 
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Information provided by 
withholding agents 

Foreign taxpayers are subject to a statutory 30-percent tax 

on various types of income, such as interest, dividends, rents, 

and royalties, which is paid to them by U.S. businesses and 

individuals. On the other hand, certain interest income earned 

by foreigners on deposits with U.S. banks, savings institutions 

or insurance companies is not subject to the 30-percent tax and 

is not reported to IRS. 

When the income is subject to tax, it is withheld at source 

by U.S. withholding agents. The withholding agent can be the 

actual payor of the income or an agent of the payor, such as a 

bank or brokerage house. As shown in charts A and B, a basic 

source of information on these transactions is documents provided 

IRS by the withholding agents. 

Withholding agents are required to identify each treaty 

benefit recipient for IRS through submission of form 1042s. IRS, 1 
in turn, supplies that information to treaty partners, as appro- 

priate, via form 5335. By matching that form against internal 

/ records, treaty partners can determine whether the income reci- 

I pient is complying with their tax laws. 

The statutory 30-percent tax on U.S. source income paid to 

foreign persons can be reduced or eliminated if the recipient is 

entitled to tax treaty benefits. Recipients can claim treaty 

benefits with respect to interest, rents, and royalties by pro- 

viding the withholding agent with a completed IRS form 1001. The 

form 1001 identifies the recipient of the income, the kind of 
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income involved, and also contains a statement that the recipient 

qualifies for the relevant treaty benefits. A different proce- 

dure applies for obtaining reduced rates of tax for U.S. source 

dividends. Under the so-called "address method," the withholding 

agent may automatically reduce the tax rate if the dividend 

recipient's address is in a country with which the U.S. has a tax 

treaty providing for a lower tax rate. 

In tax year 1981, IRS' Philadelphia Service Center received 

approximately 575,000 information returns from U.S. withholding 

agents. The returns reflected about $9.6 billion of U.S. source 

income paid to foreign persons. If tax treaties did not provide 

for reduction or elimination of the 300percent tax on U.S. source 

income, the Federal Government presumably would have collected 30 

percent of the $9.6 billion in taxes, or about $2.9 billion. In 

contrast, the agents actually withheld approximately $727 million 

in tax on this income, for an effective tax rate of 7.5 per- 

cent. Certainly, a portion of the wide gap between the $2.9 bil- 

lion and the $727 million represents legitimate use of treaty 

benefits by bona fide residents of treaty countries. Unfor- 

tunately, however, it is well known that a portion of the gap is 

attributable to treaty shopping. 

In this regard, approximately $6.5 billion, or 68 percent, 

of the aforementioned $9.6 billion was paid to foreign persons 

claiming residence in five countries--the Netherlands Antilles, 

the United Kingdom, the Netherlands, Canada, and Switzerland. 

Three of these countries--the Netherlands Antilles, the 

Netherlands, and Switzerland--generally are considered by the 
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international tax community to be tax havens. Significantly, 

Netherlands Antilles residents received the most income, almost 

$1.4 billion; had the least amount of tax withheld, $26.6 mil- 

lion; and had the lowest effective tax rate on income, 1.9 

percent. 

Treasury believes that treaty benefits are being claimed by 

individuals who, in the eyes of the U.S., are not bona fide resi- 

dents of the treaty havens. This is the case because many treaty 

havens liberally define who qualifies as a "resident' and 

because treaty benefits can be claimed based simply on a written 
/ 

I statement made to a U.S. withholding agent. 

Public and private sector Netherlands Antilles representa- 

tives freely acknowledge that only a small percentage of the $1.4 

billion in U.S. source income paid t*o that country in 1981 went 

to its citizens. Also, IRS' Internal Audit Division, in an 

August 1981 report, verified problems in this regard and esti- 

mated that Treasury was losing at least $115 million annually 

because withholding agents were (1) affording treaty benefits to 

nonqualifying persons, (2) using incorrect or invalid tax rates, 

and/or (3) failing to remit taxes withheld. 

Recognition that treaty shopping is a serious and growing 

problem has prompted various actions by Treasury, IRS, and the 

Congress. For several years now, for example, Treasury's Inter- 

national Tax Counsel-- the agency's chief tax treaty negoti- 

ator--has sought to incorporate strict anti-treaty shopping pro- 

visions in all new and renegotiated tax treaties. This is par- 

ticulary important with countries which are considered to be tax 
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havens, such as the British Virgin Islands and the Netherlands 

Antilles. 

Meanwhile, in September 1982, IRS began testing an experi- 

mental computer program aimed at detecting mathematical errors on 

information documents supplied the Service by U.S. withholding 

agents. As of February 1983, the program reportedly has gener- 

ated tax and interest assessments of about $2.5 million. Of 

this, about $360,000 has been collected. Furthermore, IRS has 

recently conducted selective audits of 28 of the more than 14,000 

U.S. withholding agents to assess the agents' compliance with 

withholding requirements. The audits identified various 

compliance and administrative problems. For example, some agents 

were granting tax treaty benefits without adequate justification 

and/or using incorrect tax withholding rates: others were not 

maintaining or updating required documents. 

In 1982, this subcommittee held hearings on the improper use 

of foreign addresses to evade U.S. taxes. Shortly thereafter, 

the Tax Equity and Fiscal Responsibility Act of 1982 specified 

that the Treasury Department was to develop and implement, within 

2 years, a means for assuring that treaty benefits accrue only to 

persons entitled to receive them. In response, Treasury has 

recently corresponded with 39 U.S. tax treaty partners requesting 

information on their systems for verifying the appropriateness of 

treaty benefit claims. In addition, information was requested 

concerning the type and level of assistance the treaty countries 

could provide if Treasury and IRS were to change current 

procedures for certifying entitlements to tax treaty benefits. 
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As of March 30, 1983, 23 treaty countries had responded and IRS 

was in the process of evaluating the information. 

Thus, IRS' efforts have focused primarily on using infor- 

mation it already receives from taxpayers and other sources con- 

cerning international transactions. Further improvements are 

needed in those efforts, however. And, although continued 

improvement in methods for using available information are war- 

ranted, such methods alone cannot fully address the fundamental 

problem associated with tax havens. That is, when individuals or 

businesses use tax havens to perpetrate, facilitate, or conceal 

illegal activities, including tax evasion, it is highly unlikely 

that routine civil tax enforcement activities will detect many 

offenders. 

Given this lack of information, IRS must rely on other means 

to identify taxpayers who are evading taxes through the use of 

I tax havens. IRS' Criminal Investigation Division (CID) would 

seem to have sufficient authority and expertise to carry out the 

sensitive investigative operations that may be necessary to 

identify some of these taxpayers. 

IRS' Criminal Investigation Division 
is becoming more active in seeking 
to combat tax haven abuses 

CID has primary responsibility for investigating potential 

I criminal violations of the Internal Revenue Code. CID conducts 
I criminal investigations of U.S. citizens, including citizens 

residing abroad, and nonresident aliens who are subject to U.S. 

filing requirements. Some of these investigations begin as a 

result of referrals from IRS' Examination and Collection Divi- 

sions. But CID also generates its own cases through independent 

I information gathering activities and coordination with other law 
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enforcement agencies. In carrying out self-initiated information 

gathering activities, CID is authorized to use paid informants, 

undercover operations, electronic surveillances, and other 

specialized investigative techniques. 

As previously discussed, over the past two decades, CID has 

conducted various special projects and investigations in an 

effort to identify taxpayers using tax havens to evade U.S. 

taxes. Some of those projects generated controversy, however, 

due to actual and alleged IRS abuses of taxpayers' rights. Con- 

sequently, IRS suspended its covert intelligence gathering acti- 

vities for a period of time in the mid-1970s. And subsequently, 

for a variety of reasons, CID was hesitant to conduct sensitive 

information gathering efforts. Among other things, IRS managers 

wanted to avoid bringing any further negative publicity on the 

agency. Also, strict legislative and management controls had 

been put into effect in response to the actual and alleged 

abuses. In some instances, however, the remedies themselves had 

unintended effects. A case in point, for example, were the dis- 

closure restrictions set forth in the 1976 Tax Reform Act. Those 

restrictions essentially isolated CID from other Federal law en- 1, 

forcement agencies. The Congress, however, modified those re- 

strictions through enactment of the Tax Equity and Fiscal 

Responsibility Act of 1982. 

In fact, for several years now, the Congress has indicated 

to IRS its desire to have the Service get more involved in 

Federal efforts to combat illegal activities, particularly 

narcotics trafficking. And, in recent years, CID has exhibited a 
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growing willingness to once again become active in efforts to 

detect and deter those who derive income from illegal activities 

and who, in the process, also violate the tax laws. 

For example, CID currently is involved in investigating 

narcotics and organized crime figures for possible tax viola- 

tions. Its key project in this area is "Operation Greenback," 

a coordinated Treasury/IRS/Justice financial investigative task 

force. The project is directed at investigating possible crimi- 

nal violations by focusing on individuals who deposit and/or 

withdraw large amounts of currency from financial institutions in 

Florida. Since Operation Greenback began in 1980, IRS has re- 

portedly initiated over 180 investigations. Already, 120 indi- 

viduals and corporations have been recommended for prosecution. 

Of these, 81 have been indicted and 23 have been convicted. Much 

of the success of Operation Greenback has been due, in part, to 

the use of informants and undercover operations. 

Through Operation Greenback, CID managers and special agents 

have regained a measure of confidence in their ability to carry 

out sensitive investigations. Also, perhaps in part because of 

successes under Operation Greenback, CID has recently initiated 

an information gathering project aimed specifically at identify- 

ing U.S. taxpayers who are using tax havens and offshore banks to 

evade U.S. taxes. 

Clearly, CID needs to be involved in IRS efforts to detect 

and deter tax haven abuses. At the same time, however, we would 

offer a caution. Neither IRS nor any other law enforcement 

agency should soon forget privacy concerns or concerns over 
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individuals' rights. IRS can and should carry out sensitive 

investigative efforts-- but these efforts should be carried out in 

accordance with all applicable laws. And strict managerial 

controls over sensitive operations are necessary to insure that 

there is no repetition of the abuses associated with some law 

enforcement activities in the early 1970s. 

IRS thus should continue to supplement its civil tax 

enforcement efforts with criminal tax investigative efforts. 

Still, IRS alone cannot solve the tax haven problem. It needs 
/ / assistance from the Treasury Department in the form of more I 
1 effective tax treaties. 

THE TREASURY DEPARTMENT IS 
IMPLEMENTING A FIRM TAX TREATY 
RENEGOTIATION POLICY WITH RESPECT 
TO TREATY HAVENS 

Over the past 5 years, the Treasury Department has become 

increasingly concerned about tax treaty abuse by both U.S. and 

foreign investors. In an effort to remedy the problem--which 

centers primarily on tax haven countries which have treaties with 
I the United States --the Treasury Department has decided to 

renegotiate all applicable treaties. In so doing, Treasury I 
appears to be taking a hard line approach to renegotiations--an 

approach which is both warranted and necessary from a tax policy 

perspective. That is, Treasury is seeking to include strong 

exchange of information and anti-abuse measures in all new and 

renegotiated treaties. In carrying out this approach, however, 

Treasury necessarily has to coordinate with the Departments of 

State and Justice to assure that appropriate consideration is 
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given to foreign policy and nontax law enforcement concerns. 

This presents difficulties for Treasury, as evidenced in its 

efforts to renegotiate the U.S. tax treaty with the Netherlands 

Antilles. 

Treasury's firm approach to 
tax treaty renegotiations 
is warranted from a 
tax policy perspective 

Most U.S. tax treaties with tax haven countries are in 

effect because previous U.S. treaties with developed nations were 

extended to present and former colonies of those nations. U.S. 

tax treaties generally modify domestic law by affording residents 

of the treaty country low or no U.S. taxes on certain kinds of 

U.S. source income. For the most part, Treasury wants treaty 

benefits limited to bona fide residents of the treaty country. 
/ 

I That is, Treasury does not want third-country investors to 

I improperly derive treaty benefits. Also of concern to Treasury 

I is improper use of treaties by U.S. citizens. 
/ 
I In several treaty haven countries, such as the Netherlands 
I / Antilles, for a relatively small fee, almost anyone can establish 

a "resident company." This is because, as previously mentioned, 

many treaty havens liberally define the term "resident." Once 

residency has been established, the company can take advantage of 

the U.S. treaty with the tax haven country. And, despite the 

fact that there are varying anti-abuse measures in most treaties, 

there is little that the U.S. can do to identify the beneficial 

I owners of such companies-- especially when the element of bank 

~ secrecy is taken into account. 



Although the actual extent to which treaty shopping takes 

place is unknown, it is generally considered to be a pervasive 

problem. In this regard, the January 1981 report on tax havens 

stated that 
n . ..there is significant use of treaty countries 

in general, and tax haven treaties in particular 

for investment in the United States. Much of 

this use must be by nonresidents of the treaty 

country, because the volume of investment does 

not bear any relationship to the indigenous 

populations of those countries. In 1978, $3.9 

billion out of a total of $4.5 billion, or 89 

percent, of gross income paid to nonresidents of 

the United States was paid to treaty countries. 

Of that amount, $1.8 billion out of the total 

$4.5 billion of gross income paid to nonresidents 

of the United States went to treaty countries 

which are also tax havens. In that same year, 

$309 million or 31 percent of the interest paid 

to nonresidents went to tax haven treaty 

countries, and $1.4 billion or 48 percent of the 

dividends paid went to tax haven treaty 

countries." 

Moreover, according to IRS statistics, in 1981, $4 billion, or 44 

percent, of the $9.6 billion in gross income paid to nonresidents 

of the U.S. was paid to "residents" of treaty haven countries. 
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In an effort to curb this serious problem, Treasury has 

decided to begin renegotiating each tax treaty now in effect with 

tax haven countries. Treasury's policy is to include stronger 

exchange of information and anti-abuse measures within each rene- 

gotiated treaty. Initial results from the application of 

Treasury's policy are difficult to evaluate. In this regard, 

effective January 1, 1983, the U.S. terminated its treaty with 

the British Virgin Islands because that country refused to accept 

stronger exchange of information and anti-abuse provisions. The 

British Virgin Islands, however, was a relatively small treaty 

haven country. In 1981, for example, only $24 million in U.S. 

source income was paid out to residents of that country. More- 

over, the U.S. had only limited financial and other dealings with 

the British Virgin Islands. Nevertheless, by terminating the 

treaty, Treasury sent a meaningful signal to the international 

tax community. Specifically, Treasury evidenced its intent to 

deal firmly with treaty haven abuses. 

. The decision to terminate that tax treaty, however, may have 

nontax related effects on both the British Virgin Islands and the 

United States. According to a British Virgin Islands representa- 

tive, that country derived some 10 percent of its national income 

from offshore banking activities directed particularly at 

investments in the U.S. Thus, Treasury's decision to terminate 

the tax treaty likely will affect the economy of that nation. 

The representative also noted that the British Virgin Islands 

might be less receptive to cooperating with U.S. law enforcement 

32 



officials in the future. Moreover, he noted that the country 

might simply seek to become a nontreaty haven in an effort to 

maintain its offshore banking business, 

Recently, another treaty haven country--Antigua--notified 

Treasury of the intent to terminate its tax treaty with the 

United States. Antiguan officials publicly expressed the desire 

to develop international financial and trading operations simi- 

liar to those which have developed in other nontreaty havens, 

such as the Bahamas and the Cayman Islands. 

The results of the above actions concerning the British Vir- 

gin Islands and Antigua are difficult to evaluate. Nonetheless, 

there remains no doubt that strong action is needed to deal with 

treaty haven abuses. From a tax policy perspective, Treasury's 

firm approach to treaty negotiations is warranted. Without 

strong action, there is little chance of halting treaty haven 

abuses which result in substantial annual tax revenue losses. 

Although Treasury emphasizes tax policy and tax administra- 

tion concerns during treaty negotiation, other national concerns, 

such as those relating to foreign policy and law enforcement, 

also enter into the treaty renegotiation process. This perhaps 

has best been demonstrated during Treasury's ongoing efforts to 

renegotiate the U.S. tax treaty with the Netherlands Antilles. 

Renegotiating the U.S. tax 
treaty with the Netherlands 
Antilles has proven to be 
a very formidable task 

As you know, Mr. Chairman, Treasury is currently renegotiat- 

ing the U.S. tax treaty with the Netherlands Antilles. 
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Treasury's primary concern with the existing Antilles treaty cen- 

ters on its belief that the treaty is being used extensively for 

treaty shopping purposes. In particular, Treasury is concerned 

about third-country investors' use of the treaty. It also 

suspects that U.S. citizens are taking advantage of the anonymity 

provided by Netherlands Antilles bearer share companies to evade 

U.S. taxes. For this reason, Treasury is now seeking to 

incorporate stronger exchange of information and anti-abuse 

measures in a renegotiated treaty. But the negotiations have 

been complicated by two major concerns. 
/ First, the economy of the Netherlands Antilles, a pro- 

American Caribbean country, depends very heavily on offshore 

I banking activities. Second, the U.S. is currently seeking to 

/ negotiate a mutual assistance law enforcement treaty with the 
I 
I Netherlands Antilles. I will discuss each of these factors in 

more detail but, as you requested, I would first like to outline 

how the current U.S. tax treaty with the Netherlands Antilles can 

be used by third-country and U.S. investors. 

How third-country and U.S. 
investors can use the tax treaty 

In order to make advantageous use of the U.S. tax treaty 
/ with the Netherlands Antilles, an investor must first incorporate 
/ 
I a company in that country. Doing so is not a difficult task. 1 I I / And once a company has been formed, it can be used as an effec- 

tive conduit for a variety of investments. 

According to banking and trust company officials in the 

Netherlands Antilles, establishing an offshore company is not a 
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difficult task. Typically, a foreign investor will contact a 

U.S. lawyer to seek advice on how best to structure an investment 

in the United States. The U.S. lawyer evaluates the range of 

possibilities and sometimes determines that use of a Netherlands 

Antilles company would be advantageous. When that is the case, 

the lawyer contacts a Netherlands Antilles trust company on 

behalf of the foreign investor. In some cases, the name of the 

beneficial owner of the Antilles' company is made known to 

officials of the Antilles trust company. In other cases, 

however, the identity of the beneficial owner is known only to 

the U.S. lawyer or to another party involved in the transaction. 

On the basis of the attorney's instructions, the Netherlands 

Antilles trust company then prepares the necessary incorporation 

documents for the new company, obtains the required Minister of 

Justice approval of the draft articles of association, and 

arranges for the deed of incorporation to be executed before a 

civil law notary. 

To incorporate in the Netherlands Antilles, a company must 

have two founders-- individuals or entities--and a managing 

director. The managing director must be a Netherlands Antilles 

person. Typically, the Netherlands Antilles trust company will 

supply some or all of the three parties needed to incorporate a 

company. Thus, the name of the beneficial owner of the new 

Netherlands Antilles company need not appear within the articles 

of association. Once appointed, the managing director registers 

the company with the Netherlands Antilles Chamber of Commerce. 
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The newly incorporated company often maintains a continuing 

relationship with the Netherlands Antilles trust company. In 

this regard, the trust company may 

--provide a domicile and mailing address for the 

new company, 

--organize and conduct shareholder and board of 

director meetings, 

--prepare and file Netherlands Antilles tax 

returns, and 

--maintain corporate accounting records and provide 

other services as needed. 

We were unable to ascertain what fees a Netherlands Antilles 

trust company generally charges for setting up and/or maintaining 

a new corporation. However, there are some relatively small 

public fees that are incurred. For example, incorporating a 

Netherlands Antilles company results in a notary fee of $600, a 

Chamber of Commerce registration fee of $60, a fee for the 

publication of the articles of association of $210, and a stamp 

duty of $75 for a Minister of Justice "decree of no objection." 

In addition, a fee is charged for translating the original deed 

of incorporation into Dutch and an annual registration fee of at 

least $17 must be paid. Companies must also have a minimum of 

$6,000 in capital at the time of incorporation. 

According to records maintained by the Netherlands Antilles 

Chamber of Commerce, about 25,850 corporations are registered in 

that country. Chamber of Commerce officials told us that they 

did not know how many of these corporations are actually 
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conducting an active business. Information was not available to 

us on the number of accounts maintained in particular Netherlands 

Antilles banks. 

Once a company has been formed in the Netherlands Antilles, 

the investor may proceed to take advantage of that country's 

treaty network, particularly the treaty with the United States. 

Although there are several different kinds of Netherlands 

Antilles companies, some of the more important types are finance 

subsidiaries, real estate companies, and investment companies. 

Some of these companies must file a form VS-3 or VS-4 with U.S. 

withholding agents in order to take advantage of the treaty. 

These forms, which must be certified by the Antilles Minister of 

Taxation, indicate that the company meets certain criteria. 

Among the criteria is a residency requirement. Companies 

experience little difficulty in gaining this certification 

because Antilles law does in fact afford them "resident" status 

upon incorporation. In any case, the following are examples of 
4 

how certain kinds of companies can benefit from the U.S. tax 

treaty with the Netherlands Antilles. 

--A finance subsidiary typically is a wholly-owned 

subsidiary of a U.S. corporation. These companies 

are designed to enable the parent corporation to gain 

access to the Eurodollar market which often provides a 

more favorable interest rate than is available in the 

U.S. The parent corporation could float a bond issue 

overseas without using a Netherlands Antilles finance 

, 
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subsidiary. But interest paid to foreign purchasers of 

the bonds would be subject to a 30 percent withholding 

tax. By structuring the bond issue through an Antilles 

finance subsidiary, the 30-percent withholding tax can 

be eliminated. 

--A real estate company is used primarily to channel funds 

into U.S. real property, such as apartment buildings and 

shopping centers. Foreign investors can invest funds 

directly in U.S. real estate. But rents and royalties 

arising from such investments generally are taxed at the 

30-percent rate. Also, any capital gains would be subject 

to tax. By structuring such investments through a 

Netherlands Antilles company, an investor can avoid the 

30-percent withholding tax. Moreover, until recently, 

investors also were able to avoid U.S. tax on capital 

gains. But the Foreign Investment in Real Property Tax 

Act of 1980 has made the use of Antilles real estate 

companies somewhat less attractive. This is because 

the act provides that nonresident aliens and foreign 

corporations will be taxed on capital gains arising from 

the sale of real property in the United States. However, 

the more favorable treaty rates will apply through 1984. 

--Like a real estate company, an investment company is used 

primarily to channel funds into the United States. 

Investment companies, however, generally are used to 

purchase securities, such as stocks and bonds. Again, 

foreign investors can invest directly in U.S. security 
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markets. In so doing, however, the investor typically 

encounters the 30-percent withholding tax. But, again, by 

structuring such transactions through a Netherlands 

Antilles company, an investor can use the tax treaty to 

reduce or avoid that tax. 

These examples demonstrate how Netherlands Antilles com- 

panies can benefit from the U.S. tax treaty with that country. 

And since the Netherlands Antilles' domestic law prohibits its 

citizens from establishing offshore companies, it seems apparent 

that most of these companies are owned instead by third-country 

residents or, perhaps, U.S. citizens. It would be relatively 

easy for a U.S. citizen to evade U.S. taxes through use of a 

Netherlands Antilles company. To do so, with virtual assurance 

of anonymity, the U.S. citizen needs only to start by establish- 

ing a shell company in a nontreaty haven. Then the shell company 

would form a Netherlands Antilles company and proceed to take 

advantage of the tax treaty through investments in the United 

States. 

In this case, IRS would receive only one tax related infor- 

mation return annually concerning the Netherlands Antilles 

company --a form 1042s from the U.S. withholding agent--showing 

the amount of U.S. source income paid to the Netherlands Antilles 

company. And, if IRS wanted to get further information on the 

company, it would experience almost insurmountable difficulties. 

First, it would have to convince the Netherlands Antilles govern- 

ment of the need for the information. The Antilles government, 

in turn, would have to convince the company's Antilles-based 
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managing director to reveal the information--something a director 

is disinclined to do unless there is proof of serious wrongdoing. 

And, even if this hurdle were overcome, the director could at 

best inform the Antilles government and IRS that the apparent 

beneficial owner is the nontreaty haven shell company. Then, IRS 

would be placedin the position of trying to get further informa- 

tion from the nontreaty haven government--a very difficult if not 

impossible task. 

The Antilles government could take action to remedy some of 

the problems associated with third-country and possible U.S. 

citizen use of the treaty. This could be accomplished in part 

through a tightening of the definition of the term "resident" and 

effective use of form 5335. As previously discussed, IRS uses 

the information provided on form 1042s to prepare form 5335. 

This form is sent to tax treaty countries to inform them that 

individuals or companies have claimed residence there and have 

received U.S. source income. 

The tax treaty country can use form 5335 to assure compli- 

ance with its domestic tax laws. But the forms can prove 

beneficial to the United States as well. For example, according 

to IRS' Internal Audit Division, the U.S. derives some $60 to $80 

million in additional taxes annually from Switzerland's use of 

form 5335. In this regard, Swiss tax administrators use the form 

to identify persons not entitled to treaty benefits. Then, in 

conjunction with their own internal tax administration activi- 

ties, Swiss tax officials also levy the 30-percent withholding 

tax that has been avoided and remit the proceeds to the United 
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States. In contrast, during the period 1978 through 1981, IRS 

sent 6,710 forms 5335 to Netherlands Antilles tax authorities. 

According to IRS officials responsible for the program, they 

could not recall the Netherlands Antilles having returned any of 

the forms 5335 to the Service since at least 1979. 

The Netherlands Antilles has not taken any unilateral 

actions to remedy treaty-related abuses, nor is it expected to 

soon do so. This is because, according to Netherlands Antilles 

officials, such actions would have the effect of essentially 

closing down the offshore financing business in that country. 

Thus, absent strong action, Treasury cannot soon expect to 

reverse the growth in, much less halt, undesirable use of the 

U.S. tax treaty with the Netherlands Antilles. In this regard, 

in tax year 1980, a total of $684 million in U.S. source income 

was paid to Netherlands Antilles "residents." In tax year 1981, 

that figure had grown to $1.4 billion, making the Antilles the 

leading worldwide recipient country for U.S. source income which 

is reported to IRS. The Treasury Department, of course, wants to 

bring a halt to this growth rate through a renegotiated tax 

treaty. However, Treasury has faced a series of difficulties in 

trying to do so. 

Other factors affecting 
the negotiations 

One factor affecting the current negotiations in the status 

of the Netherlands Antilles' economy. That country's economy is 

based primarily on four major activities --crude oil refining and 

transshipment, ship repair and servicing, tourism, and offshore 
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financial operations.According to public and private sector 

representatives of the Netherlands Antilles, only one of the four 

activities--offshore financing --has been a reliable source of 

economic growth for the Antilles in recent years. That business 

is based primarily on the island of Curacao. 

For a variety of reasons, the other major sectors of the 

economy have been declining recently. The officials informed us, 

for example, that the Shell Oil refinery in Curacao needs costly 

capital improvements, as well as a dependable supply of oil, in 

order to remain viable. 

Concerning ship repair and servicing, we were informed that 

high union wage scales in Curacao have caused the island to lose 

its competitive edge over other countries. Meanwhile, tourism in 

Curacao apparently has declined recently, in part, because 

Venezuela devalued its currency. In 1980, Venezuelans reportedly 

represented 50 percent of all tourists who visited the Antilles. 

Now, any Venezuelans contemplating a visit to the Antilles must 

take into account the fact that they will incur greater costs. 

Furthermore, the economic problems facing the Netherlands 
I 
I Antilles are compounded by the current political situation 

there. In this regard, Aruba --currently the most prosperous of 

/ 1 the six Antilles islands--hopes to soon become an independent 
, nation. If that were to come about, Curacao--the largest of the 

five remaining islands and the base for the Antilles central 

government --would have to assume primary financial management 

responsibility for the nation. And, it would have to do so with- 

out support from tax revenues arising from Aruba's tourist and 
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oil industries. In this regard, Aruba has historically catered 

more to non-Venezuelan tourists than has Curacao and thus has 

suffered, and probably will continue to suffer, less from 

Venezuela's recent currency devaluation. Also, Aruba's oil 

refinery, as part of an integrated oil company, has a fairly 

dependable supply of oil and a stable market for its product. 

Thus, offshore financing activities are important to the 

Netherlands Antilles in general and to Curacao in particular. 

According to information provided us by the Central Bank of the 

Netherlands Antilles, taxes from offshore financial activities 

accounted for $76.5 million, or about 16 percent, of the Antilles 

total 1981 tax receipts. 

Of course, Mr. Chairman, the point of this discussion is to 

illustrate that in renegotiating the U.S. tax treaty with the 

Netherlands Antilles, the Treasury Department is also dealing 

with key aspects of that country's overall economy. This, in 

turn, becomes a foreign policy concern. The Senate Foreign 

Relations Committee will most likely inquire into this issue 

should Treasury be able to present that Committee with a rene- 

gotiated treaty proposal. Thus, while it is clear, from a tax 

policy perspective, that the U.S. can no longer tolerate exten- 

sive abuse of the current tax treaty, other concerns come into 
e 

play. The status of the Netherlands Antilles' economy is one 

such concern; the United States' desire for ready access to the 

Eurodollar market is another, related concern. 

Netherlands Antilles offshore financial activities, particu- 

larly the use of finance subsidiaries, has grown substantially 
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over the years. As I mentioned previously, finance subsidiaries 

are wholly-owned subsidiaries of U.S. corporations which are used 

to gain access to Eurodollar markets. 

In the early 196Os, the United States was experiencing a 

serious balance of payments problem. One remedy for this problem 

involved encouraging U.S. multinational corporations to borrow 

funds overseas to finance their foreign operations. Subse- 

quently, however, the corporations exhibited a need for and a 

desire to use the foreign funds to finance U.S. operations. But 

the 30-percent withholding tax on interest paid to foreigners 

acted as a disincentive for foreign investors--at least until the 

concept of Netherlands Antilles finance subsidiaries evolved. 

During the 1960s and early 197Os, IRS consistently issued 

rulings approving use of the U.S./Netherlands Antilles tax treaty 

in the manner described. And, although IRS stopped issuing such 

rulings in 1974, it did not challenge continued and expanded use 

of such finance subsidiaries by U.S. corporations until 1982. At 

that time, of course, Treasury was involved in renegotiating the 

Netherlands Antilles tax treaty. 

Thus, Treasury and IRS have played some role in the develop- L 

ment of the finance subsidiary business in the Netherlands 

Antilles. U.S. corporations have borrowed billions through their 

Antilles-based finance subsidiaries. Those funds have been used 

to finance both domestic and international corporate activities. 

Thus, the Eurodollar market has been and is now a source of funds 

for U.S. corporations. This poses a problem for the Treasury 

Department. If it were to eliminate use of the finance subsid- 

iaries by U.S. corporations as part of a renegotiated treaty, 
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those corporations' capital costs would increase--unless other 

means for accessing the Eurodollar market were devised. In this 

regard, there have been proposals, from time to time, to elimi- 

nate the 300percent withholding tax on U.S. source income paid to 

foreigners. 

Thus, Treasury faces particular difficulties in deciding how 

to deal with the finance subsidiary issue. Beyond that, it also 

has had to take into account the fact that the Justice Department 

is currently seeking to negotiate a mutual assistance law en- 

forcement treaty with the Netherlands Antilles. Mutual assist- 

ance law enforcement treaties are bilateral agreements between 

countries to cooperate in investigations of criminal activities. 

In this regard, Justice officials informed us that the Antilles 

government has provided them .with useful information and 

assistance concerning the flow of drugs through the Caribbean. 

Netherlands Antilles government representatives told us, however, 

that their willingness to conclude a mutual assistance law 

enforcement treaty with the United States would be affected by 

the outcome of the current tax treaty negotiations. 

- - - - 

Where does all of this leave us, Mr. Chairman? On the one 

hand, it is clear that the existence of tax treaty havens such as 

the Netherlands Antilles not only provide opportunities for, but 

indeed, promote and facilitate tax evasion. On the other hand, 

the case has been made that some of our national purposes are 

served, at least in the case of the Netherlands Antilles, by 

lowering the cost of American businesses' Eurodollar borrowings 

and promoting capital inflows. 
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It is a fact that this beneficial access to the Eurodollar 

market could be just as easily achieved by changing or 

eliminating the withholding tax requirement applicable to such 

borrowings-- something that Treasury itself has proposed in the 

past. It is also possible that national purposes would not be 

adversely affected even if U.S. businesses had to pay higher, in 

effect unsubsidized, rates of interest for Eurodollar borrowings. 

Another benefit that purportedly derives from the Nether- 

lands Antilles and other treaty tax haven arrangements is the 

promotion of capital flows into this country. Undoubtedly, 

there is such an effect, but it is also true that by far, the 

bulk of such flows over the years have come directly from other 

developed nations without a detour through a tax haven. 

Thus, it would appear that the national benefits obtained as 

a result of treaties with tax havens are not solely dependent on 

such arrangements and could in all likelihood continue to be 

realized in other ways. 

Having said that, we can conclude that termination of 

treaties with tax havens would not affect the credit side of the 

ledger, but would essentially reduce the debits by removing 

opportunities for tax evasion. It is clear, therefore, that from 

a purely tax administration standpoint, this country should only 

maintain treaties with tax havens when these treaties provide 

iron clad assurance that their provisions would not be used in an 

unlawful fashion. If this type of assurance cannot be obtained, 

then there would seem to be no good reason for entering into or 

continuing such arrangements. 
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Having said that, Hr. Chairman, I want to emphasize that I 

am speaking from a tax administration perspective. As to whether 

foreign policy or nontax law enforcement considerations should 

outweigh the tax administration benefits is something that we are 

not in a position to address authoritatively. 

That concludes my statement. We would be pleased to answer 

any questions the committee may have. 

. 
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