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HEARING ON BANKING SECRECY PRACTICES
AND WEALTHY AMERICAN TAXPAYERS

TUESDAY, MARCH 31, 2009

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10:03 a.m. in room
1100, Longworth House Office Building; Hon. Richard E. Neal
(Chairman of the Subcommittee) presiding.

[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON SELECT REVENUE MEASURES

FOR IMMEDIATE RELEASE CONTACT: (202) 225-5522
March 24, 2009
SRM-1

Neal Announces Hearing on Banking Secrecy
Practices and Wealthy American Taxpayers

House Ways and Means Select Revenue Measures Subcommittee Chairman Rich-
ard E. Neal (D-MA) announced today that the Subcommittee on Select Revenue
Measures will hold a hearing on issues involving banking secrecy practices and
wealthy American taxpayers. The hearing will take place on Tuesday, March
31, 2009, in the main Committee hearing room, 1100 Longworth House Of-
fice Building, beginning at 10:00 a.m.

Oral testimony at this hearing will be limited to invited witnesses. However, any
individual or organization not scheduled for an oral appearance may submit a writ-
ten statement for consideration by the Committee and for inclusion in the printed
record of the hearing.

FOCUS OF THE HEARING:

The hearing will focus on limitations of the withholding taxes imposed by the
United States on U.S. source investment earnings received by foreign persons, the
Qualified Intermediary (QI) program established by the IRS to enforce those with-
holding taxes, the limitations of our tax treaties, and the extent to which these may
have contributed to non-compliance by U.S. taxpayers. It will use the current UBS
case as an example of the problems in the existing system.

BACKGROUND:

The United States imposes withholding taxes when U.S. source investment earn-
ings are paid to a foreign person. Those withholding taxes were largely designed to
collect tax on income earned in the United States even though the income is earned
by a foreign person not subject to the jurisdiction of our laws. Those withholding
taxes also play a role in preventing non-compliance by U.S. persons holding invest-
ment assets in accounts overseas.

The IRS has established the QI program that authorizes foreign financial institu-
tions to collect withholding taxes on behalf of the U.S. Government. The program
was implemented to improve compliance for tax withholding and reporting on U.S.
source income that flows offshore through foreign financial institutions. The recent
UBS case indicates that there are problems with the QI program that permitted tax
avoidance by U.S. persons. Further, even with jurisdictions in which the United
States has a tax treaty, effective information exchange can sometimes be under-
mined by local laws providing for banking secrecy that conflict with U.S. law.

According to the most recent tax year data available (2003), more than $293 bil-
lion in U.S. source income was sent to individuals and businesses residing abroad.
Much of this money flows through U.S. withholding agents, but some also flows
through QI's. Both U.S. withholding agents and QI’s are responsible for withholding
taxes, and in the absence of proper identification, must do backup withholding. Re-
cently, the GAO found that withholding on these accounts was much lower.

In announcing the hearing, Chairman Neal stated, “This will be our first hear-
ing to address the troublesome issue of international tax avoidance. The
global economic and financial crisis has put pressure on these inter-
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national jurisdictions to be less secretive and more cooperative. The United
States and other countries simply can no longer afford to lose billions of
dollars each year in potential revenue to these secrecy jurisdictions. I ex-
pect this hearing to be the start of a process that leads to bold and decisive
action being taken to end opportunities for tax avoidance through foreign
accounts.”

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
http://waysandmeans.house.gov, select “Committee Hearings.” Select the hearing for
which you would like to submit, and click on the link entitled, “Click here to provide
a submission for the record.” Once you have followed the online instructions, com-
plete all informational forms and click “submit” on the final page. ATTACH your
submission as a Word or WordPerfect document, in compliance with the formatting
requirements listed below, by close of business Tuesday, April 14, 2009. Finally,
please note that due to the change in House mail policy, the U.S. Capitol Police will
refuse sealed-package deliveries to all House Office Buildings. For questions, or if
you encounter technical problems, please call (202) 225-1721.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mitters are advised that the Committee relies on electronic submissions for printing the official
hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone, and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://waysandmeans.house.gov

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

———

Chairman NEAL. Let me call this hearing to order.

I encourage all to take their seats. I want to welcome all of you
this morning to this hearing of the Select Revenue Measures Sub-
committee on the issue of bank secrecy and tax avoidance.

President Kennedy noted that the very word “secrecy” is repug-
nant in a free and open society. Fostered by today’s technology
those comments are truer than ever, but bank secrecy has long
held a certain charm. In fact, mystery writers have utilized the
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Swiss Bank as the central focus of intrigue. Where else would you
think to store the secrets of the holy grail but in a Swiss bank ac-
count, as was the case in the novel the “Da Vinci Code”.

But events of the last year have chipped away at this polished
veneer to reveal some rather unseemly criminal behavior. It’s been
1 year now since a Swiss banker admitted that he and his bank
assisted, wealthy U.S. taxpayers in hiding money in offshore ac-
counts that number somewhere between 250 and 50,000 previously
hidden U.S. accounts.

The bank has not denied its part and will pay a $780 million
fine. Despite the best efforts of the IRS and the Justice Depart-
ment, the names of those U.S. taxpayers have not been divulged.
Swiss law has prevented the bank from doing so, and the treaty
is of no help. It seems that there are fewer and fewer willing to
stand up for such confidentiality in the face of criminal behavior.
On the eve of the gathering of leaders of the wealthiest nations,
who, incidentally, generate 80 percent of the world’s wealth, the
short list of international issues to be discussed includes tax ha-
vens. And when Prime Minister Brown, Gordon Brown, addressed
the congress in a joint session earlier this month, he singled out
off-shore tax havens as a threat and received bipartisan applause.

Secretary Geithner just last week stated the Treasury will be
launching a new initiative on tax havens, one to be underscored by
the President at the G20 meeting this week. The international ef-
fort to pressure uncooperative tax havens will be a diplomatic bat-
tle, but Congress must be a partner in this effort, and this hearing
today will explore issues relating to withholding and reporting, the
role of foreign banks in the collection of U.S. taxes, and how we can
better utilize tax treaties and agreements, which I happen to think
constitutes the key.

It is my hope that this hearing will provide us some guidance to
enhance and strengthen the current system, the system, which ac-
cording to one witness today allows $50 billion of lost tax revenue
per year. Following this debate, I'm hopeful that we can file bipar-
tisan legislation to implement the recommendations we hear today.
Now, let me recognize my friend, Mr. Tiberi, for his opening state-
ment.

Mr. TIBERI. Thank you Chairman Neal. Thank you for your
leadership.

I share many of the concerns that you outlined in your statement
and look forward to working together on responsible, common-sense
steps that will make our efforts to crack down on individuals who
commit tax fraud more effective. Thank you also to our witnesses.
I appreciate your willingness to join us today and look forward to
your testimony.

Tax evasion through the use of undeclared off-shore bank ac-
counts or by any other means is a Federal crime. I think we all are
in agreement here today that criminal tax evasion should be pur-
sued aggressively and punished. Not going after the dishonest few
who commit criminal acts to the fullest extent possible is unfair to
honest, hardworking Americans who pay their taxes and strive to
comply with our country’s tax laws.

The ongoing events surrounding UBS AG and its admitted crimi-
nal role in helping a number of wealthy U.S. individuals evade U.S.
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taxes have brought a spotlight to bear on international tax enforce-
ment and the tools that we have at our disposal to help ensure
compliance. Among those tools is the qualified intermediary pro-
gram; and under the QI program, foreign financial institutions
agree to verify the status of foreign investors and collect and remit
the appropriate U.S. withholding tax, if any. Recent events have
demonstrated a number of areas where the QI program may be
strengthened. I hope that we will discuss some of those today.

Additionally, the U.S. has entered into dozens of tax treaties, and
bilateral mutual legal assistance treaties with other nations as well
as approximately 20 tax information exchange agreements. In
short, the United States is not alone in the effort to ensure the
compliance with our tax laws. A number of frameworks currently
exist across government in the private sector. As we proceed with
this discussion, we should keep in mind that there are willing part-
ners on the international front and continuing to improve the work
through our formal network of information exchanges, which is the
responsible way to move forward.

Steps that undermine our international standing could threaten
key information exchanges and invite unintended consequences
that could do significant harm to our economy’s capital markets.
This hearing is an important opportunity to examine the serious
tax compliance issues we face, find out where our current enforce-
ment regime may have fallen short, explore new tools that may
help us fight tax evasion, and close the international tax gap. As
we all know the tax gap is defined roughly as what is legally owed,
but not collected.

I sincerely hope our efforts today will remain focused on the
issues of compliance. The line between illegal tax evasion and legal
tax practices used by U.S. taxpayers around the world is distinct.
To blur that line may only make our compliance efforts that much
more difficult.

Thank you again, Chairman Neal, and thank you for your leader-
ship on this important issue.

Chairman NEAL. I thank the gentleman for his good comments,
and let me welcome our witnesses here today on our first panel,
the Honorable Doug Schulman, Commissioner of the Internal Rev-
enue Service.

Thank you, Commissioner, for joining us today.

I want to advise Members that the Commissioner may not be
able to answer specific questions regarding pending legal matters,
including the UBS case. I know the Members of the panel here,
they’re likely to try any way.

On our second panel, we will hear from Stephen Shay, a tax
partner at Ropes & Gray in Boston, who was formerly the Inter-
national Tax Counsel at the Treasury Department.

And we will also welcome back to the Subcommittee Professor
Avi-Yonah of the University of Michigan Law School who was a
recognized expert in international tax issues, and has served as a
consultant to the Treasury Department and OECD.

Finally, we will hear from Peter Blessing, a law partner at Sher-
man and Sterling in New York. Mr. Blessing specializes in inter-
national tax issues and we are fortunate to have his expertise here
today.
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Let me note, for the record, that we did extend an invitation to
the Swiss government and to UBS to appear before the Sub-
committee today, both respectfully declined.

Without objection, any other Members wishing to insert state-
ments as part of the record may do so. All written statements by
the witnesses will be inserted into the record as well. I'd like to rec-
ognize Commissioner Schulman for his opening statement.

STATEMENT OF HON. DOUGLAS SHULMAN, COMMISSIONER,
INTERNAL REVENUE SERVICE

Mr. SHULMAN. Thank you, Mr. Chairman, Ranking Member
Tiberi, Members of the Subcommittee.

It’s a pleasure to be here today to talk to you about the unprece-
dented focus that the Internal Revenue Service has placed on de-
tecting and bringing to justice those who unlawfully hide assets
overseas to avoid paying tax.

In today’s economic environment where the Federal Government
is necessarily running deficits to restore economic growth, it’s more
important than ever that citizens feel confident that individuals
and corporations are playing by the rules and paying the taxes that
they owe. When the American public is confronted with stories of
financial institutions helping U.S. citizens to maintain secret over-
seas accounts involving sham trusts to improperly avoid U.S. tax,
they should be outraged, as am I. But they should also know that
the U.S. Government is taking unprecedented measures and there
is much more in the works.

As you know, Mr. Chairman, Federal law prohibits the disclosure
of information about civil and criminal tax investigations. While
the Subcommittee may have seen press accounts and documents
entered in the public record about some recent investigations, these
relate to ongoing civil litigation where the strategies, techniques
and opinions of the IRS, and I might note specifically the IRS Com-
missioner, are central elements to the litigation; and, therefore, the
Department of Justice has asked that I not comment on the UBS
case specifically.

With all the recent publicity, the press has also been full of spec-
ulation about those who are advising U.S. taxpayers who have
undeclared offshore accounts and income. My advice to those tax-
payers is simple. They should come in under the IRS’ voluntary
disclosure program. We have been steadily increasing pressure on
offshore financial institutions that facilitate concealment of taxable
income by U.S. citizens, and that pressure will only increase.

The IRS recently issued guidance to its exam personnel who are
addressing voluntary disclosure requests involving unreported off-
shore income. We issued this guidance to make sure that our per-
sonnel had standard procedures when someone voluntarily came in.
We believe that this is firm but fair resolution of these cases. Tax-
payers who come in will pay a significant price, but they will also
avoid criminal prosecution if they come in voluntarily.

Mr. Chairman, there is no silver bullet or one strategy that will
alone solve the problem of offshore tax avoidance. Rather it’s an in-
tegrated approach that we have been developing. My written testi-
mony explores a variety of elements of that approach. Let me high-
light a few. First, since becoming Commissioner, I have made inter-
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national issues a top priority. I have both increased the number of
audits in this area and prioritized stepped-up hiring of inter-
national experts and investigators.

We have had some success with some high profile cases that you
mentioned and we're getting some other results. Several so-called
tax haven countries have pledged to reform bank secrecy laws, and
in the last month have agreed to comply with international stand-
ards for tax and data sharing. The President’s 2010 budget will
allow us to increase our resources in this area and it includes ro-
bust funding for a portfolio of IRS—International tax compliance
initiatives.

The IRS is also looking at how to improve the qualified inter-
mediary program, or QI program. The QI program is an important
tool for the IRS, because it gives us a line of sight into the activi-
ties of U.S. taxpayers who do business with foreign banks. As with
any large and complex program, we have to strive to continuously
improve the program where we see weaknesses. Several measures
that we are considering now with the Treasury Department in-
clude: expanding the information reporting requirements to include
other income besides just the income from U.S. securities; strength-
ening documentation rules to ensure that beneficial owners of ac-
counts cannot hide behind sham trusts; subjecting trusts or private
corporations to U.S. withholding tax, if we don’t have a clear line
of sight to the beneficial owners; and, additionally, we've already
proposed changes that would shore-up the independent review of
the qualified intermediary program in substantial ways.

As you can see, the IRS and Treasury are considering a wide
range of measures to ensure that the QI program works as in-
tended, but there’s always going to be situations when we discover
a potential of violation of tax law after the fact. In these cases, we
need some other administrative and legislative changes. We are ex-
ploring increased use of and potentially more information reporting
requirements around money being transferred in and out of the
United States. And we’ve also asked Congress in the past, and we’ll
continue to ask for an extension of the statute of limitations when
we’re working on cases that involve off-shore tax evasion.

Mr. Chairman, these are important steps forward, but there will
be much more to come. The President’s budget committed to identi-
fying $210 billion in savings over the next decade from inter-
national enforcement and reforming other tax policies in the inter-
national arena. The Administration will have more detailed and
specific announcements in the near future.

We are also looking closely at a variety of legislative proposals
that have been introduced by Members of Congress and we look
forward to continuing dialog over the coming months.

Thank you for this opportunity to provide an update of IRS ac-
tivities to combat illegal tax avoidance schemes. Because this is a
global problem it will require a closely coordinated strategy among
nations dedicated to ending this evasion that deprives our country
of precious resources and erodes citizens’ confidence in the fairness
of our tax administration system.

I’d be happy to respond to questions.

[The prepared statement of Mr. Shulman follows:]
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Statement of The Honorable Douglas Shulman, Commissioner, Internal
Revenue Service

PFREFARED TESTIMONY OF
DG SHULMAMN
COMMISSIONER
INTERNAL REVENLE SERVICE
HOUSE WAYS AND MEANS
EUBCOMMITTEE ON SELECT REVENUE MEASURES
MUARCTH 31, 3005

Introduction

Mr. Chairman, Ranking Member Tiberd and Members of the Subcommittes, | want
thank wou for the cpportanity to festify today on the Internal Revenuse Service's ongoing
efforis o defeet and stop unlowful offshore tax svoidence,

M. Chairman, infemational Bsses 2re o major strategic focus of the TRS, It is of
parsnimt importance to our 4ystem of vohemtary comgliance wish the inx bew that
citizens of this country have confidence that the system is fuir, We connot alkow an
environment i develop where wealthy individuals can go offshare and avnid paying
taoces with impusity. As you will hear from my testimeny today, th IRS is aggressively
pursuing these individuzls and institutions that feclitate unlowful e avoidence,

These msises are so importast to the agency that | have both increased she mamber of
wadits n ﬂﬁaﬂmmﬂtwﬂwmmmmmmiim gteped-up hinng of
international experts and investigaors, This occurred during a timse when agency staffing
levels were effectively frowen because of the Costinuing Resalution,

Whdle it is true that TRS ngents and investigators will ultimately gencrate net enforcemens
revenues for the government, we view our imernational compliance strategy to date as
meach maore focused on protecting the over 52 trillion in revenue thet the TRS colless than
the mcremenitnl enforcement revenwe that we collect Fom these specific activities, We
cansol allow cormagive behavior to undermine the fndamental faimess of our tax system,
Goitg Farward, the administration will be outlining farther imitistives fo step up
nbermational tax enforcement sl improve our revense codlection.

Marecwer, ssen through the prism of the curment eoononle criss, it is cutrmpeous that
wealiby individuals are hiding assets cverseas and unlawfudly avaiding U5 tax, §i &5 an
affront to the hosest tocpayers of America, many of whom are stnagpling to pay theis
bills, who play by the rules and expect atbsers io do the sanpe.

IRS Emforcement: Tightening the Met
Mr. Chairman, [ am pleased to be here today to describi the mnprecedented focus that the

Insernsl Bevenue Service has placed on detecting and bringing to justice these who
unlawiully hide sssets overseas 1o avoid paying tax,
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In soday’s economic environment, it is mare important than ever that citizens fesl
confident that individunls s corparations ane playing by the nules and paying the taxes
that they o,

When the Amierican public is cordronted with sarles of Bnancial instingdions helping U5
citizens o improperly avoid US tax, they should be sutraged, 25 | sm. Bt they should
also krenw thi the US govemment is teking new messures, ard there ks much more in fhe
works,

An Imtegrated Approwch

Theere is general sgrooment in the tax sdminsmation commmisnity that there i3 po “silver
bullet™ or ome siraiegy that will slone solve the problems of offshore i svoidance, I
sl a sahation existed, it would have bees implemented 2 loag time ago. Bather, s
integrated approach is pooded, made up of sepamate but complemintary programss that
will tighten the net arousd thise tax evaders,

As previossly noted, the TRS has tsken an aggressive and focused approach wo
imsemational tax complionce that has included incressing its resources i ks aren by
hiring specialiats devoted strictly (o this international effort. We also have & number of
Tmpartant enforcemssl ools that are deseribed in gresfer detsil below.

Internarional Collzboration

Imtemnatianal collshoention is essential in the fight against ofdbore lax avoidance,
Cn this tepic there is clear comsensus among oor closest economic partners,

To help stem the tide of i evasion, the United States currently has tax treagies snd
cooperative Lax information exchange agrecments (TIEAs) with cver 70 jurssdictions. We
combiniss 1 expand the pumbier af couniries with which we have agresments and &
rencgatisie agreements o improve information exchange. However, s some instances
the process in obinin names of secount halders i8 Inefficient, and in those cases we we
other legal #nd investigative fechniques described bedow,

The Jaint Intemattonal Tax Shelter Information Center — or JITSIC — has alse proved 1o
be another imponant amow in our quiver. JITSIC s primary focus hes been an the
bilateral exchinge of specific abusive transactions and their promoters and investons, The
results, o date, have been promising. The 1,5, has received information regarding
transactioes of which it had not been previcusly aware.

Indeed, in light of the complexity of the fransactions, and considering the inherenl
difficulty narmally associated with ohinining taxpayer-specific shelter information from
forcign countries, it is unlikely that these franssctions would have been uncoverad and
understood, but far JITR]C,

(3]
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We meed 10 redouble our commitment io intemational cooperation, and expliose new and
different ways w work with our cousierpants oversems, OF dinect relevance to tinday’s
discussion, we recently snnounced plans to build upon the initinl success of JITSIC to
spenifically facus an international cooperation to combal alfshore tax avoldance.

Qwalified Intermediary Program (1}

In detecting and #ltacking unreported off-shone acoounds, we have a combingtion of tools
#l our dispasal — all of which we are using simisltaneously,

One of our beat i the Qualified Itermediary program, The Q1 program gives the RS an
imiportani line of sight into the sctivities of foreign hanks and other firancial (Bt
It also provides information reporting that the IRS did pof recelve befare this program
was implemented. Most magor finsncial institutions warldwide ane QI participants,
although a large number of smaller financial mstitutions do pot participate in the
program.

The U} aysiem is &n opt-in system that encourages forcign investment in the LS by
allowing foreign banks to denl an an aggregate basis with US wilkholding agents for il
of their foreign customers investing in US securities. In exchange for OF sate, the bank
miust follow detailed documentation procedures 1o ensure that the RS receives
informaticn about their US customers investing in U5 securfties.

Ideed, the QT program ie critical to facilitsting sound tax administration |a global
econoity. BY bringing foreign finsncial institutions more directly into the U S, tax
informatian reparting system, we can better ensure that 1.5, persons are propesly paying
LL.5. tax. snd that foreign persons are subject to the proper LS. withhalding tax rates,

Mometheless, there are issoes in the Q1 program that must be addressed, W niged 1o share
up the Q1 program and eshance, improve and strengthen it. And we are.

In midd-Cretober 2008, we isswed & set of proposed £ amendments for comment whick
we believe will make Q1 awdits more useflal and help give us & desrer line of vision and
transparency that we nesd in tax sdininstragion, Under the proposed changes, financial
institudions that are (s must provide early notification of msterial Falure of internal
combrols. They must abso improve evaluation of risk of circumvention of 1,5, taxation by
UL5, persons. And they maust include audi oversight by & ULS. audinar,

The [R5 are] Treasury Department are also considering additional changes s the QI
program g0 expand the information reporting reqaired for U5, custamers healding
accounts oversens, which [ will deseribe Later in my sestinsomy.



11

Whistleblowers Tohn Doe Sumimons'Criminal Tnvestigarion

Infurrnents are ancther part of IRS" enforcement e, Sinoe the inception of the
Whastlchlower Office in 2007, the RS has received hundreds of tips on financial
instituticns and individuals with forsign sccounts and ismtemational coimpliance issnes,
Some of these have become significant cases,

Duaens of these tips invalve the nomes of individuals with offehore asocounts; others
invelve the names sed practioes of financial institutians in those soantries that fypically
have strict hank secrecy baws,

And kegp Iumdl]lulllnr\ﬂuth:ﬂnﬁrpmmmjmldiumnf.!.pﬂ.ﬂc
individuals, With additional development, these tips provide information that can Jesd to
n John Do gurtmons - our sext ingportant toal,

The [RS gemtrally uses the John Doe summans suthoriny to sentify individuals, groups
ar classes of LS taxpayers: (1) whose member identitics are unknown; () wha ity b
involved in gpevific ancas of tx nencomplionce; and (3) who cannot be identified
thragh ather mesns.

For example, we would employ fhis type of summans when we strangly suspect LIS
lxpayers are using offshore hank socounts to avoid paying laxes, bt do nod know theic
ideniities,

While the Jotmn Doe summaons is & powerful 800l in the civil arena, the TRS has also
deplonved significant resources to criminal tax investigations. The [RS is increasing its
resourced devoled to investigating the misuse of forelgn entities and the use of fireign
bank accourts to hide taxshle income and is currently pursuing hundreds of crsminal
lends invedving US. taxpavers potentially mvolved in offehore ax evasian.

The IRE has established o groap of Crimiral Investigation agents that focuses solely an
intermational matters. As & part of this effort, the IRS participages in AN ifbéragency team
led by the Diopartment of Tusties o review suspicious Balivity reponis focasing on
individuals and businesses based in foreign countries,

Another group of RS Crimdnal Investigation agents on the West Cossl fixcases on
intermatianal matters thet arse on the Pacific Rim. This progect is part of o bang-term
strategy for enhancing bilateral law enforcement cooperation to combat offshore tix
evasion, maney lausdering, and relpted finamcisl crimes.

In FY 2008, IRS-developed cases related to foreign and offshare issues resubied in 61
criminal canvictions, and the average term for those going io jail wae 12 menths. For the
first fourth manths of FY 2004, there were 200 comvictions, and the average joil term was
84 months.
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Effect of IRS Actons an CHTshore Tax Avoddanece

In recent months and years, the [R5 has conclsded n nomber of signdficant cases wher:
LL3. citizens have been canght atempiing o hide assets and income averssas,

A much less quantifiable, but no leas certain effiect his been the creation of an
environment in which offshore tax evaders fear detection and prosecution,

The tax evader on the run is especially vulnerable, Every instance where that individual
withdraws ar moves motey creates n paper trial. That is becsuse foreign banks are
providing new information o the RS or ihe IRS is irvestigating similarly sinated
taxpayers. This genersfes greater scratiny of the transaction s incresses the podential
for susplcious activity o he spotsed,

These actions also create greaber legal jeopandy for thoss who brosk cover. Onee these
activities oceur, if is Br more likely thet the IRS will umeover e thmough
whistleblowers, other nan-tax related investignibons ar throwgh JITSIC and owar fresty
partners,

Getting Bighi With the Government

| wauld be remdss if | did net take this opporbaity to directly sddress those that may have
umdeclared offshare sccoumnts and incoms, wondering what they should do,

My mdvice o US taxpayers who bave undeclared offshaore nooounts and incame {8 very
simple. This TRS has been steadily increasing the pressure on offshore fimaneial
institutions that fecilitate concesliment of axahle iwaimee by LS citizens. That pressure
will ondy increase under my waich, Those who are unlawfially hiding assets should come
and ged right with their gevemment through our voluslary disclosane process,

We recently proveded guidance to cur examination pericanel who ke addressing
voluntary disclosure requests involving wnreported offshore income. Wi believe the
puidande: represenls a firm bt fair resobation of these cases and will pravide conaistent
treatment for taxpayers. The goal is 1o have a predictsble set of oueomes to encourags
people to come forward threagh our voluntary disclosure practics while they still can.

I the: guidance o our examination personnel, we draw a chear lse beween those
indivicual taxpayers with offshone sccounts who valuntariby coene forward i ped dght
with the government and those who comtinue to fail o meet their tax ohligationa,

People who come in voluntarily will pay back-taxes and interest for six years, and pay
either an accuracy or definquency penalty on all six years. They will alsa P2y A penalty
of 20 percent of ke amaent in the forcign bank acoounts in fhe vear with the: kighest
HEETEEAL: BCCounl ot asset value. This gives taxpayers - and fax practitioners — cerainty
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and consistency (n how their case will be handled. And, under long-standing [RS policy,
those who truly eome in voluntarily can avoid criminal Proseculion.

This penalty framework is in effect for the next six moeshs, fier which we will fe-
evaliaate the sihaasion,

Al the same time, we have also provided guidance 1o aur agents who have cases of
unreported offshore income when the taxpaver #id not come in through owr voluntary
dischosure practice. [n these cases, the IRS will devate the time and resources nesded io
fily develop thess cases, parsuing bath civil and criminal avenues, as sppropriate, and
willl comsider all available penaltics.

For taxpayers who cantinss o kide their bead in ihe sind, the situation will omly become
mare dire, They should come farwand now under our voluntary disclosure practics and
2t right with thse government,

Mext Steps

M. Chairman, while tangible progress bas been mude b0 combat affshore tax evasion,
our cxperience shows that theee are aress whene improvements can be msde. T am
pl:agadhdimmuﬂpmpnnhlﬁuwcmmﬂymid:dmm ETPrTYe ooar
existitg sdministrative programs.

I can also tell you that offshore isnsss are high prionty to the Pressdent and the
Administration. The President’s budget commitied to identifying £2 10 billion in savings
over the st decade from infernational enforcement, reforming deferrs] and other tox
reform policies. The Administration will have more detsiled and specific ansouncements
in this area in the near future,

For today’s hearing, | wanted to focus an some areas affecting offshore jssoes. T wold
like o stamt with some changes we sre considering in the QI program.

Some measures that the TRS and Tressury Deparmen are considering inclsd:

= Expanding Information reporting requirements to include maore sources of ineome
for US persana with accounts o (] banks

«  Strengthening documentation rules o ensure that the program is delivering on its
ariginal intent
*  Requiring withholding for sccounss with documentation that is considersd
insufficient
Adiditiomally, the [RS has already proposed changes that would shore up the indepemcdent
review of the Of program in substantinl ways. This proposal s cuerensly aut for commend,
end the IRS looks forwend to reviewing these comments,
AS You can 56, the IRS and Treasiry Department are congitering o wide rFange of

memsures to ensure that the CH prograsn is working as inteided. However, thene will
always be instances where the IRS discovers a potential vialation of the tax Law afier the



14

fact. In these cases, thone may administtive and legislative changes that may be helpful
tor the: IRS 45 wee investigate potential wrongdoing.

Finally, s you know, m past testimony we have stated ihet m coses imvnlving offahore
hank and investment scoounts locsted in bank secrecy jurisdictions, it would be helpful
for Comgress 1o extend the fime to asscas & lax lishility with respect fo offshace issues
frivm three wears (o six vears or more.

Conclusion

Mr. Chabrman, | want to thank you for this epporiunity to provide an update on [RS"
sectivities 1 combat ilegnl fox sveidanos schemes relating to offshore scooumis and
transactions. Becanse this is a global problem, it will require & closely coordinabed
siralegy ameng nafions dedicabed to ending this seourge that deprives our country of
precious resources and ersdes canfidence i the Frimeas of effectiveness of our tax
administration system. 1 would be happy to resporsd o vour questions,
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Chairman NEAL. Thank you very much, Commissioner.

I read your testimony last night. I thought it was really on tar-
get, and like many as I come across data in the last few weeks, I
was surprised to hear that there were 50,000 previously undis-
closed bank accounts that UBS held by U.S. taxpayers; and, I think
some clarity here would be helpful.

It’s been estimated that these accounts hold $14 billion in assets.
Now, many of those accounts may be simple checking accounts for
U.S. workers in Switzerland, but those accounts still are probably
earning interest income.

Do you support proposals to modify the QI regime so that QIs
would report on all U.S.-held bank accounts, and not just those ac-
counts which include U.S. securities?

Mr. SHULMAN. As I mentioned, we are having discussions
about a variety of issues. That’s certainly one of the issues on the
table. It would be helpful for the IRS and we’ll be coming out,
hopefully in the next month or so with a full range of pieces. But
in general I support a wider range of reporting around the bank
accounts held by individuals overseas.

Chairman NEAL. And a year ago the GAO in reviewing the QI
program found it troubling that there were large sums flowing to
unknown jurisdictions and unknown recipients with a withholding
rate at about 4 percent when it should be 30 percent, it makes it
seem as if the QI isn’t complying with know your customer rules
if they don’t know where and with whom the payment ends up,
which I also think is very important.

What has the IRS done since the program audit by GAO to find
an answer for this anomaly or to ensure that QIs actually know
their customers and to collect the tax?

Mr. SHULMAN. There’s a couple things we’ve done. You know,
a combination of some of the external auditor reports as well as
some of our stepped up investigations where we've been looking
closer at banks that are facilitating either legal or illegal accounts
being held overseas.

One is we made a proposal in November that the external audi-
tor that audits the QI program for the IRS, a) has to report to the
IRS if there’s indications of fraud and b) needs to have some nexus
to a U.S. audit firm so that there can be some supervision of the
work by an entity which the IRS has some authority over. Those
proposals are out for comment now. We have received a lot of com-
ments. We are reviewing them.

Second is what I would refer to in my testimony, which is, I
think, there’s a real need. In the past we relied on country-by-coun-
try “know your customer” rules. It’s clearly the responsibility of a
financial institution to look at documentation of anyone opening an
account with them. We’re looking at some substantially stepped-up
proposals to make sure that when bank accounts are opened by QI
that have a U.S. taxpayer involved, that there’s more documenta-
tion around who are the real owners of those accounts.

So that we can look through trusts, private corporations, where
there’s a lot of issues, someone sets up a trust in a foreign jurisdic-
tion, the bank will need to look through. If there’s any indication
that there’s a U.S. taxpayer that either we are going to need to see
that information or we’ll have automatic withholding.
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Chairman NEAL. As promised, the nexus between secrecy and
the number people you believe are avoiding the responsibility, do
you want to quantify a number for us about how much is out
there?

Mr. SHULMAN. You know, let me talk to you about the prob-
lems with quantification since we had a conversation about this be-
fore.

First of all, when the IRS quantifies a number it has some
weight, because we put out the tax cap proposals. The most reliable
way for us to quantify any sort of gap between taxes owed and
taxes paid is for us to do randomly selected audits. Usually, our au-
dits are selected based on some criteria that targets people who, we
think, would have non-compliance. We will also set up research
programs where we randomly select audits and we go into audits.
The problem with doing this overseas is we need to work through
embassies, local law enforcement officials, and when there’s ac-
counts hidden, it’s much harder to find than a U.S. citizen on U.S.
soil.

With that said, I’'ve challenged our team to do some of the kinds
of extrapolation that some of the witnesses have done on your next
panel to see if we are going to come up with our best estimate.
What I would say, though, is a couple of things. Any enforcement
program, and especially this kind of an enforcement program, that
sends a message when there’s somebody who has the means to hide
assets offshore—sends a message to average U.S. citizens, a teach-
er, a fireman, a policeman who are paying their taxes—that there’s
some sort of inequity, that they’re paying their taxes because it’s
reported on the W—2, and someone’s hiding their assets offshore.

I think it’s a matter of fundamental fairness that we have risk
enforcement programs, and we go after people hiding assets off-
shore. It’s also about protecting the two and a half trillion dollar
revenue base, and having U.S. citizens feel that there’s funda-
mental fairness in the system so that they’ll continue to voluntarily
come forward and pay taxes. And so whether the number is two
billion, five billion or ten billion, I think we will continue to have
a focus in this area because it protects the overall revenues for the
U.S. Government.

Chairman NEAL. The other witnesses are invited to speculate at
the right moment as well.

And with that I would like to acknowledge Mr. Tiberi.

Mr. TIBERI. Thank you, Mr. Chairman.

Commissioner, it appears to me that if a U.S. taxpayer was in-
tent on evading taxes, and tell me if 'm wrong on this, the best
way to do it would be to find a foreign bank that’s not a QI that
doesn’t have a U.S. presence somewhere in the world, how do you
together with us prevent that scenario from happening?

Mr. SHULMAN. Yes, clearly, if we’re going to have a comprehen-
sive approach to the problem of off-shore tax evasion, we need to
focus on strengthening the QI program and also encouraging people
to come into the QI program. And so, we need to have the QI pro-
gram work, and make sure that people are participating through
the QI program, we have information on them and they pay the
proper amount of taxes.
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I think we also need to encourage other institutions to become
QIs. Some of the items under discussion are looking at some dis-
incentives around not being a QI. For instance, more withholding
if funds are being transferred to a non-QI versus a QI, information
reporting to the U.S. Government about those kinds of wire trans-
fers that are going out to non-QIs, so there needs to be a com-
prehensive approach that includes both. I think you're absolutely
right on that and I'd agree with you.

Mr. TIBERI. I mentioned in my opening statement the coopera-
tion that’s out there that currently exists, are you working through
those channels as well with other foreign counterparts?

Mr. SHULMAN. Yes, absolutely. I would agree with you whole-
heartedly that we need to have bilateral discussions, multilateral
discussions. This is not just a U.S. issue. You know, a lot of coun-
tries are focused and worried about illegal, offshore tax avoidance.

Clearly, the Treasury Department participates in a variety of fo-
rums. As you know, when the Secretary went a few weeks ago to
the G20 and the President will be at the G20. There’s a forum of
tax administrators in the OECD, which I'm an active participant
in. We also have a smaller group called the Leads Castle Group,
where just tax commissioners come together and discuss these
issues. And we have something called the Joint International Tax
Shelter Information Center called JITSIC, which was originally
formed by the IRS and several other countries to co-locate staff to
have more open dialog around tax shelter issues. We've recently ex-
panded that to look at some other issues including off-shore tax
avoidance; and so I'm a big fan that this is not a go it alone strat-
egy. That we need to be actively engaging other countries and this
is part of a diplomatic dialog among nations.

Mr. TIBERI. Can you expand upon the issue of the tax statute
ofhli;nitations that you talked about extending for how long and
why?

Mr. SHULMAN. Yes. There’s a few proposals out there and a
number of them would work pretty well for us. The proposal we
have on the table is just simply to extend from 3 years to six years
the statute of limitations.

Mr. TIBERI. And why is that important?

Mr. SHULMAN. The reason it’s important is when we’re con-
ducting an investigation in the U.S. we have all the authority of
the U.S. And people understand, you know, our ability to go and
do an audit, do an investigation. We know how to find people. We
have agents who can go out and see them. And, generally, once you
cross a border, a) it’s harder to find folks and b) when we’re doing
exchanges of information or trying to get information, it can take
longer.

People who are operating in the international arena generally
have very sophisticated legal counsel and other advisors who know
exactly where the statute of limitations end and can play run out
the clock with us, and it’s just harder to find information. It takes
longer to do investigations. We sometimes have to work through
law enforcement agencies in other countries which can take time
to go through the administrative process to get it done. And so it’s
really a matter of us having a reasonable amount of time to follow
the trail, which can be harder to follow once you cross the border.
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Mr. TIBERI. So just to summarize, Commissioner, do you believe
that together with some tools that we can give you along with some
things that you can do with some of your counterparts and foreign
governments and financial services companies around the world
that we can get out this better?

Mr. SHULMAN. Yes.

Mr. TIBERI. Thank you. I yield back.

Chairman NEAL. Thank the gentleman.

The gentleman from New York, Mr. Crowley, is recognized to in-
quire.

Mr. CROWLEY. Thank you, Commissioner Shulman, for being
here today and discussing these issues.

Along with Chairman Neal I recognize the need to address the
tax gap and ensure all appropriate owed taxes are paid and wel-
come the hearing today on QI. But that brings me to what I would
like to discuss with you today. And let me start by saying my office
has not yet really had the opportunity to fully vet this with you
and your staff, as this is relatively new to our office as well. But
this looks like an issue that I would like to work with you and your
office on and you can agree or disagree, depending on where we go
with this question.

I understand that Americans investing abroad for the most part
are taxed at the maximum withheld rate in most foreign countries
at first, as those tax collection agencies are not familiar with the
identity of the investor, the American overseas. A meeting for the
American invested in the U.K., the U.K. tax authority would with-
hold the maximum on any dividends earned regardless of any tax
treaties, as the U.K. wouldn’t know at first what the nationality of
the foreign investor was. Then the American taxpayer can file a tax
reclamation form in that foreign country to reclaim any taxes with-
held above the limits of any tax treaty between the two nations.

Afterward, that American can then file an IRS form 1116 to
claim a U.S. tax credit for any foreign taxes that were legally paid
abroad. The form 1099 dividend form is the form issued by broker-
age houses to U.S. taxpayers that lists the amount of foreign tax
paid and as the basis for the American taxpayer, that claimed U.S.
tax credit on form 1116 for foreign taxes paid, my question is this
form. Form 1099-DIV, issued by the IRS only asks the amount of
foreign tax paid, not the actual amount of foreign taxes legally
owed and paid, not taking into account taxes paid and then re-
claimed by the taxpayer.

Therefore, I could be investing in a foreign country, have the
maximum withheld, reclaim a fair amount of it due to a U.S. tax
treaty. But, on the 1099-DIV form, I can still report the total
amount of taxes paid before reclaiming what was owed to me and
collect a credit based on that total amount paid before reclamation.

I'm not saying that this is tax fraud by brokerage houses or U.S.
investors individually, but rather maybe the need for an updated
1099 dividend form to reflect the actual taxes legally paid. This
could help us better tailor this U.S. tax credit to apply only to those
foreign taxes actually paid for taxes actually owed and not re-
claimed.

Could you give us your thoughts on this issue as a possible can-
didate to help us narrow the tax gap without increasing taxes or
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scaring away investors, both for individual investors and for hedge
funds and other entities as such.

Mr. SHULMAN. Well, you know, I think as you noted, the intent
of a foreign tax credit is to make sure that people aren’t subject to
double taxation. They’re not paying the same tax in a foreign coun-
try and here. Clearly, there’s opportunity, and I haven’t explored
this issue and would be happy to explore it with your office.

We've talked a lot about foreign tax credit generators in the busi-
ness context where kind of some of the intent of foreign tax credits
and the confusion around it can have people not just get rid of dou-
ble taxation, but actually end up with some sort of tax benefit. So,
in general, what I would say is the QI program gives us a way to
work with foreign banks when people invest overseas and allows us
to set up a set of rules around them doing proper reporting and
withholding. And so I think strengthening the QI program and the
avenue you're going down should help with that.

Clearly, if people are claiming a credit for foreign taxes paid, but
then they get money back and not doing that, that’s an issue. It’s
not one that I've explored fully yet.

Mr. CROWLEY. We'd like to work with you and your office on
it.

Mr. SHULMAN. Be happy to work with you on that.

Mr. CROWLEY. Thank you, Commissioner.

Chairman NEAL. Thank you very much.

The gentleman from Nevada, Mr. Heller, recognized to inquire.

Mr. HELLER. Thank you, Mr. Chairman. Thank you. And thank
you for the opportunity for the Committee to look into an issue re-
lated to international tax compliance, specifically the recent stories
that have come to light regarding big bank secrecy practices in
Switzerland.

I share the serious concerns nearly all Members have that the
practices that occurred must come to a halt. To do that some
changes certainly need to be made. Those who broke the law need
to be brought to justice; however, I do have some concerns that this
particular issue is being used to advance another agenda, an agen-
da that’s not really about compliance with the law, more about
international tax policy.

While our Committee has jurisdiction and every reason to look
into issues of international tax competition, I think that someone
might be trying to use this one example to dramatically alter inter-
national tax policy. We do have a problem in our government along
with the Swiss government. Financial institutions are in a process
of correcting that problem. Again, those who broke the law should
face the penalties clearly, but this example should not be the
springboard to massive new regulations.

The banking secrecy practice is being examined today, already
against the law, should not be a platform to creating new blacklists
and financial enemies right at the time when international finan-
cial cooperation is so desperately needed to address our economy to
continue fighting the drug war that is creeping across our borders,
and to continue our fight in the global war on terror.

Commissioner, thank you very much for being here.

I just want to raise the concerns that have been raised about this
blacklisting approach. There are some that believe that it threatens



20

critical information exchanges with other countries, undermines
our international standing and invites retaliation that could do
harm to U.S. capital markets.

WO‘;l]d you care to give us your opinion and thoughts on this
issue?

Mr. SHULMAN. Yes. I think the U.S. is not. You know, there’s
a broad discussion happening at the G20 about the so-called black
list. I don’t think you've seen anybody, you know, certainly in my
office or in the U.S. endorse or not endorse it.

My personal opinion is that where we need to focus is not around
necessarily names of countries, but are on characteristics that
could help facilitate evasion. And so bank secrecy, lower tax rates,
the QI program where there’s not incentives, not having good infor-
mation exchange agreements, and so we're very focused on finding
places where there’s evasion and going after them.

We haven’t been focused on necessarily naming countries, which
I fully recognize. You know, I've got a view as IRS Commissioner,
but when you want to get into putting names of country on lists,
it’s a much broader, diplomatic discussion involving State Depart-
ment, Treasury, ultimately the White House, and others.

Mr. HELLER. Would you discuss, just kind of changing direc-
tions here a little bit, the voluntary disclosure guidance program
that you issued on March 26th?

Mr. SHULMAN. Yes. We issued direction to our field about how
to handle cases of voluntary disclosure where people are coming in
with off-shore bank accounts.

I mean, clearly, we have been seeing some results as we have
been stepping up the pressure. People have been availing them-
selves. We wanted to have a consistent approach so that our agents
in the field who work these cases, know exactly what to do and
what was supported in getting a resolution.

We also wanted to have predictability for taxpayers. The way
this works is taxpayers who come in truly voluntarily—mnot tax-
payers that we've contacted or are under criminal investigation—
will have to pay 6 years in back taxes, plus interest. They’ll have
to pay either a delinquency or inaccuracy penalty, depending which
applies, and then they’ll have to pay a penalty in lieu of all other
penalties of 20 percent of the highest account balance in their bank
account or their investment or bank account over the last 6
months.

We also issue guidance, and, again, we think this is firm. We
think it’s fair, and any time you’re having a voluntary disclosure
program what you want to do is make sure that people aren’t get-
ting away Scot free and that regular citizens who have actually
been paying their taxes all along don’t feel that they’ve been short-
changed and that we’re giving somebody a sweetheart deal. So it
needs to be tough, but it also needs to be attractive enough that
we bring people in, because ultimately our goal is to get people into
the system.

The other thing we issued in this guidance is that this is 6-
month guidance, after which we will reevaluate. And people who
we find who don’t come in voluntarily, we’ve instructed our agents
to fully work those cases and explore all criminal and civil pursuits
and investigations that they can.
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Mr. HELLER. Thank you.

Chairman, I yield back.

Chairman NEAL. I thank the gentleman.

Mr. Doggett, the gentleman from Texas is recognized to inquire.

Mr. DOGGETT. Mr. Chairman, thank you very much, and thank
you especially for holding this hearing. It deals with a very impor-
tant topic to every American taxpayer, business, or individual
who’s playing by the rules and paying their fair share of taxes,
when other people, as the Commissioner has pointed out in his tes-
timony—the firefighter, the police officer, doing their fair share—
and some individual or corporation goes off-shore to avoid doing
their fair share. This hearing as the questions from our colleague
just indicated, also provides us the first opportunity to look more
closely at the tools to address this issue that are advanced in the
stop tax haven legislation that I introduced last session with Sen-
ator Levin.

At that time, Senator Barack Obama was one of our cosponsors
as was Rahm Emanuel, and you, Mr. Chairman, here on this Com-
mittee, we've refilled that legislation joined by Chairman Neal and
sitting Commissioner in the same chair you are, Treasury Sec-
retary Geithner endorsed the legislation when he was here testi-
fying to us a few weeks ago.

That would of course be consistent with your own testimony
when you testified earlier this month in front of Senator Levin’s
Subcommittee on permanent investigations; and, I believe your tes-
timony, sir, would be good news for the IRS to have the enforce-
ment tools available that are included in the stop tax havens legis-
lation. Is that correct?

Mr. SHULMAN. That is correct.

Mr. DOGGETT. And you believe it would be good for the IRS to
have stop tax havens adopted?

Mr. SHULMAN. It certainly would give us a variety of more
tools. And as I mentioned before, that bill is out there. Senator
Baucus has just introduced a bill, and we’re working pretty aggres-
sively now to make sure that the Administration is going to come
forward with a full package. So we very much welcome it.

Mr. DOGGETT. And so since little or nothing had been done in
the prior Administration, I am delighted to hear that you are, I be-
lieve, the approach Senator Baucus has, who’s far different than
stop tax havens, but it is important for us to work together to try
to get the strongest tools possible.

I applaud your comments about fundamental fairness and in-
equity to American taxpayers and the way this jeopardizes our sys-
tem when some individuals and some multinational corporations
engage in these kind of shenanigans. As it relates to specifically to
the inquiry that you just received about so-called black lists, I want
to explore with you. As you know, the original countries that are
listed in the stop tax haven legislation grow out of enforcement ac-
tions by the IRS by your office.

What circumstances, generally, cause you to go in and question
the use of an off-shore account in a place like the Cayman Islands
or Panama, or some other tax-dodging place?

Mr. SHULMAN. Well, the lists that you mention came out of an
initiative that we did where we issued a John Doe summons.
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Mr. DOGGETT. What is that?

Mr. SHULMAN. I'm sorry. A John Doe summons is when we
think there’s a class of taxpayers, we have no other way to get at
it, and we have some evidence that there’s a class of taxpayers.
And rather than naming a taxpayer by name; you know, Mr.
Doggett, we’re looking for your information. We have an identifi-
able class of taxpayers, and so we've actually recently issued a
John Doe summons on a class of taxpayers in the case that was
mentioned before, just saying we think there’s a bunch of people.
We don’t have their names, but we’re looking for a bank to come
forward with that information.

The list was never really intended to say these countries have
problems all the way across the board. So whether they do or not,
it was intended for a very specific credit card initiative where we
had evidence there were credit cards being issued from those juris-
dictions and we'’re looking in general for all the names of the credit
card holders.

Mr. DOGGETT. As you know, the stop tax haven legislation that
Secretary Geithner endorsed authorizes the Treasury to take coun-
tries on and off that list. Are there any of those John Doe sum-
monses that involve countries where you have subsequently seen
improvement under bank secrecy laws and a John Doe summons
would no longer be necessary?

Mr. SHULMAN. Well, those John Doe Summons are closed. We
don’t have any kind of broad, open John Doe summons around with
countries named that are open right now. You know, I guess what
I'd say I think the world has paid attention to, both the legislative
interests in this issue, the international focus on this issue and the
IRS has stepped up enforcement in this issue.

In the last month, you've seen a number of jurisdictions that ei-
ther had bank secrecy or didn’t have good information exchange
agreements step forward and say that they’re going to start work-
ing on information exchange agreements. And so I'm quite hopeful
with some of the progress. That progress alone isn’t going to solve
this problem, but is certainly a step in the right direction.

Mr. DOGGETT. Mr. Chairman, may I pose just one more ques-
tion about qualified intermediaries?

Under the program I'd like to know if any institution has ever
been kicked out of the program, what the procedures are for expel-
ling someone from the program; and, specifically, given all that we
know that has occurred, why UBS has not been kicked out of the
program.

Mr. SHULMAN. Yes. As I mentioned in my opening statement,
I can’t speak specifically about UBS, but let me answer the rest of
your questions.

Institutions can be kicked out, and the two criteria are material
failure and no remedy. My goal is to actually protect the integrity
of the system, keep people in the system, because once you've
kicked them out of the system, then we don’t have necessarily a
line of sight and agreement between the IRS and that institution.

We have terminated a number of QIs, close to a hundred in the
past, and the specific question you asked about UBS I just would
refer you to the deferred prosecution agreement with the Justice
Department that actually has a number of issues around the QI
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program in there. But, again, when there’s a material failure and
there’s no remedy, we will kick people out. The goal though is actu-
ally to get remediation, keep people in the system, so we keep the
line of sight on U.S. taxpayers.

Mr. DOGGETT. Thank you, Mr. Chairman.

Thank you, Commissioner.

Chairman NEAL. Thank you, Mr. Doggett.

The gentleman from Illinois, Mr. Roskam.

Mr. ROSKAM. Thank you, Mr. Chairman.

Commissioner, could you just elaborate a little bit more. I sensed
sort of healthy, honest tension in the exchange and I don’t want
to over interpret it. But can I give you a couple of minutes to high-
light for us what some of the concerns may be about what some
people are characterizing as a black list for countries and how that
has an impact on your job as a commissioner that’s interacting
with other nations seeking cooperation.

Can you speak to that generally?

Mr. SHULMAN. Well, I mean, sure.

I think, you know, the issue of black lists have been played out
pretty accurately and well in the press. I mean some will tell you
a black list is great, because it shames the country into compliance.
Some will tell you that a black list is horrible because, you know,
there’s a lot of other diplomatic issues. There’s a lot of cooperation.
You don’t want to put countries on a list.

My view is that what’s important is that we need to have a
whole integrated set of tools to combat off-shore tax avoidance. I
mean, the first most important one, as I've said it’s a priority for
the IRS, and the President said it’s a priority for the Administra-
tion. People take notes.

Second is we’re in the process of stepping up and hiring more ex-
aminers, more lawyers, more agents, more special agents for crimi-
nal investigations, placing more people in other countries. We need
to use data better, both data exchanges from other government
agencies, third party data, as well as data from other government
agencies.

We need to strengthen the QI program. We need to look at legis-
lation, and there’s a variety of legislative proposals on the table.
We need better coordination amongst nations, both formal dialog,
but also increased informal dialog and discussion, so we’re seeing
trends that are happening. And we need to keep focused on our liti-
gation and our enforcement efforts that have been having some im-
pact.

And so I guess what I'd say is I think this will be continue to
be a discussion at the G20. It’s a discussion that’s happening now
at the level of the President. It doesn’t need to happen at the level
of the IRS Commissioner. But regardless of the outcome of that dis-
cussion there’s really a whole suite of things we need to do to tight-
en the net around those using the international capital markets to
hide assets overseas.

Mr. ROSKAM. Fair enough. Thank you.

You mentioned earlier that part of the approach here is in the
voluntary program, the imposition of a special penalty and so forth.
Can you walk us through sort of the IRS thinking about penalties?
Now, in the interest of disclosure I asked Secretary Geithner about
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his own tax situation and he told this Committee that he was en-
couraged by the IRS to seek a waiver of the penalty.

I'm not asking you to comment on the secretary’s individual situ-
ation, because I know you can’t, but can you give us a glimpse into
the decisionmaking at the IRS about generally how you make deci-
sions about imposing penalties and not imposing penalties as it re-
lates to other policy questions or other compliance issues.

Mr. SHULMAN. Yes. I mean at the end of the day, for instance
in the off-shore case, this is going to be a broader initiative, and
I'm a big fan. You know, we have limited resources. We have to
triage those resources. We have to decide where we’re focusing both
on our service agenda, on our technology, on our enforcement agen-
da. I'm a big believer that when we can set up a unified program
with a group of taxpayers it brings them back into the system and
has them be compliant taxpayers in the future, that settlement ini-
tiatives are a good idea.

What you’re seeing now in this off-shore case isn’t really a public
settlement initiative. It’s guidance to the field that was then made
public. There, what we’re doing is we’re trying to say, “Come in.”
It will be predictable, and you will avoid criminal prosecution. And
that’s the kind of thing you’ll see when we’re doing broad initia-
tives for sets of taxpayers.

For penalties in general, obviously, Congress sets the penalties,
but the IRS is given administrative discretion. I'm a believer that
each individual taxpayer that comes in needs to be looked at indi-
vidually. We have no discretion about waiving taxes or interest, but
when it comes to penalty, our agents—and the discretion is put
into the hands of individual agents who are looking at those
cases—have the ability to look at facts and circumstance; look at
whether actions were willful or not willful, whether they were hon-
est mistakes or whether someone was trying to evade taxes, and
they have the ability to abate penalties in individual cir-
cumstances.

They can abate or not abate. There are avenues for appeals, both
within the chain of command of the agent as well as to go to our
appeals function. And then there’s obviously tax court and litiga-
tion where these issues can get played out. And so the penalty re-
gime is an important part of tax administration.

We've got some discretion, and taxpayers have a variety of ave-
nues they can go to if they think that discretion isn’t being used
properly.

Mr. ROSKAM. Thank you, Mr. Chairman.

I yield back.

Chairman NEAL. Thank the gentleman.

The gentleman from Florida, Mr. Meek, is recognized to inquire.

Mr. MEEK. Thank you, Mr. Chairman, and Commissioner it’s
good to see you again and I enjoyed the discussion we had last
week on this topic. And I know that just by this hearing today we
will be able to zero in more on those individuals who are putting
us in this room at this particular time to talk about this issue.

You know, in 2003, some $293 billion was sent to individuals and
businesses residing abroad, and I think that’s something that espe-
cially in these very hard times we have companies that are here
in the United States of America that have obtained their share of
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taxes by U.S. law, that we make sure that we level that
playingfield.

I just want to change the channel here, not too far, but on a re-
cent action that you were able to take; and, as it relates to the
theft loss of those that have been victims of these Ponzi schemes
that have been going on, especially brought to light in recent days,
we know that there has been some confusion, because we know
that there’s been a lot of action in the stock market. Many inves-
tors lost great sums of money based on the stock market and the
reaction that it’s had to this economy.

But, as it relates to some 13,000 plus Americans that found
themselves in the situation, not only in the well-known case of the
Madoff case, but several other Ponzi schemes that had been uncov-
ered since the regulators have been looking at these individuals a
little closer now have lost their entire life savings in many cases,
giving statements that they had a certain amount of money, paid
taxes on those dollars. And, many of those individuals reside in
Florida and throughout the country.

I know that you have taken action recently and I had an oppor-
tunity to read your testimony from the March 17th hearing that
took place over in the Senate and you addressed some of the issues
that you found that were wrong and that needed to be dealt with.
And you dealt with them, I believe, with a 5-year theft loss, which
I think looking at that is a step in the right direction.

But there’s still work that’s undone. The reason why I'm homing
in on this is because 2,000 of these individuals reside in Florida,
and 562 of them reside in the two counties that I represent in
south Florida. And we have a number of seniors, Commissioner,
and I don’t need to tell you. But we have a number of seniors, even
with the five-year theft loss that IRS has ruled on that’s in play
in this particular case. But we have a number of seniors at 85, 90
years old, finding themselves in a situation of having to move out
of their homes.

I have legislation that is H.R. 1159 that’s going to set it back by
10 years to allow them to be able to claim theft loss on those dol-
lars that they paid taxes on. They thought they had, but was not
necessarily there. Also, their issues as it relates to foundations that
were not addressed in the ruling that are providing services to
many of these seniors that found themselves in a very bad situa-
tion, I was hoping if you could elaborate and clarify a little further
on the action that you took and as it relates to the seniors with
a 10-year. And that’s an act that the Congress is going to have to
move on, which I'm pushing a legislative hearing on soon, and also
talking with the Administration on.

How would it assist seniors to move it from five versus ten
years? I guess that’s my question.

Mr. SHULMAN. Yes. The actions we took were really making
sure that the Treasury and the IRS lawyers give clear interpreta-
tion of the current laws on the books around investment theft
losses. We thought this was important, because when you’re having
a declining stock market, when you're in a serious economic slump,
that’s when Ponzi schemes come to light, because there’s no longer
money flowing in, so they can’t be paying out money to old inves-
tors.
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What we did was just interpret the law, said it’s investment theft
loss. Once you have an investment theft loss, you go into the typ-
ical NOL carry-back language, which is three years generally. The
American Recovery Act actually provided for five-year carry back,
if you have less than 50 million of income, and so our interpreta-
tion said that that was the case. We also put out a revenue proce-
dure that put a safe harbor in place, because a lot of times it takes
many years to litigate these cases to find out how much you're
going to actually recover from the trustees and etcetera; and, real-
ly, the place people get money back is from SIPIC and from the
IRS. And so our safe harbor said that you could take 95 percent
of your loss, minus SIPIC and what you reasonably expected to re-
gain.

And so ours was pure interpretation. As we had a chance to talk
about, we’ll obviously follow whatever law Congress puts in place;
and, you know, I can’t really opine on, you know, we don’t have the
authority to do a 10-year carry back. We have an authority just to
interpret the laws as they’re on the books.

Mr. MEEK. But, if I can, Mr. Chairman, basically Commissioner
what I'm trying to get to the 10 year carry back will assist seniors
at a greater level to be able to recover, because if you’re in your
50s and 40s you have an opportunity to do so. Will I be correct in
saying that?

Mr. SHULMAN. I mean I would think so. I mean, obviously, 10-
year carry back can go back from 10 years instead of five. All I'm
saying is it’s kind of not in my bailiwick to make the call on.

Mr. MEEK. I understand.

Mr. Chairman. Thank you so very much, Commissioner.

Mr. Chairman, as you know, this is an issue and concern of
many of us that represent people of age and I'm hoping that we can
work with Administration and work with others, but I would like
to commend the Commissioner and IRS for making the ruling that
they have under this situation; and, I look forward, Mr. Chairman,
to working with you on the reason why we’re here today in getting
to the bottom of some of this off-shore business.

Chairman NEAL. Thank the gentleman, and part of this hearing
today was scheduled based on Mr. Meek’s prompting.

So, the gentleman from Kentucky, Mr. Davis, is recognized to in-
quire.

Mr. DAVIS. We just call it the Kentucky seat now after the three
Members. Thanks, Mr. Chairman.

Commissioner, I appreciate you coming in and the time you’ve in-
vested in getting to know us, as well as talking about a number
of issues. I think as my colleague from Illinois said, there is occa-
sionally a bit of creative tension on the Committee, on a variety of
issues, and certainly on this one.

But I think there is unanimity across the board on really dealing
with tax evasion and effective compliance mechanisms so the agen-
cy can function, and legitimate revenue can be gotten into the
agency.

To the extent that you agree that international exchange of infor-
mation in particular are a key element of the ongoing efforts to
fight tax evasion, do you feel it’s reasonable for us to be concerned
about a blacklist, in the sense that it might make listed countries



27

willing—or less willing to provide the IRS with information that
you need to combat this evasion effectively?

Mr. SHULMAN. You know, I guess I don’t have a lot to add to
what I've said in general about blacklists. I always focus on charac-
teristics of jurisdictions where we might see tax evasion, rather
than listing those jurisdictions, things like bank secrecy, things like
lack of information exchange, things like non-transparent laws and
cooperation with the U.S.

And so clearly there’s pieces of a blacklist that could be quite
useful to the IRS, because you could then change some presump-
tions and target specific rules around there. And I fully understand
the diplomatic issues around a blacklist, which are pretty large.

Mr. DAVIS. Well, I guess the reason that I was asking is I was
wondering if you could confirm for the record. The U.S. currently
has tax information exchange agreements with several countries
that are included on the Levin-Doggett proposal proposed blacklist,
including the Cayman Islands and New Jersey.

And I guess taking this just one step further, could you also con-
firm for the record, in that same vein, that our Nation actually has
full-fledged tax treaties with at least three countries that are on
that proposed blacklist, Switzerland, Luxembourg, and Cypress.

Mr. SHULMAN. You know, I don’t want to get this wrong, so if
you'd let me just come back to you, and I'll give you the list of all
the countries that we have, and submit it for the record, I would
be happy to do that.

Mr. DAVIS. Okay. Thank you, Mr. Chairman. I yield back.

Chairman NEAL. Thank you, Mr. Davis.

I want to thank the Commissioner for the time that he has spent
with us, and also the time that he spent preparing for the hearing
today.

And we look forward to working with you on these issues. You
can see that there was pretty good attendance this morning.
There’s a lot of interest. Media accounts, I think, day after day, in-
dicate the nature of the problem, and we hope you will continue to
be part of the narrative as we seek to solve it.

And with that, I’d like to call our second panel.

Mr. SHULMAN. Thanks for your leadership on this, Mr. Chair-
man.

Chairman NEAL. Thank you.

ShLet me thank our second panel, and the Chair recognizes Mr.
ay.

STATEMENT OF STEPHEN E. SHAY, TAX PARTNER, ROPES &
GRAY

Mr. SHAY. Thank you, Mr. Chairman, Ranking Member Tiberi,
and Members of the Committee. My name is Stephen Shay. I'm a
partner at the law firm Ropes & Gray in Boston.

With the Chairman’s permission, I will submit my testimony for
the record, and just summarize my principal observations. I also
want to make clear I'm appearing in an individual capacity, and
what I'm going to say does not represent the views of my law firm
or my clients.

The key points I'd like to make with respect to the focus of this
hearing are that in order to attract foreign capital, and for historic
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administrative reasons, the United States taxes very little U.S.
source investment income paid to foreign persons.

We exempt from withholding tax most capital gains of non-resi-
dents on sales of securities, and U.S. interest paid to unrelated
non-resident lenders. Our source withholding tax principally im-
poses tax on payments of dividends to non-residents. We do not im-
pose U.S. withholding tax on payments of foreign source income to
foreign persons.

Our source withholding regime for U.S. source income payments
is designed to determine whether the owner of the income is a for-
eign person and, if so, what withholding rate should apply.

Generally, the United States does not have enforcement jurisdic-
tion over a foreign financial institutions— that is not owned by
U.S. persons and that does not carry on business itself, in the enti-
ty, in the United States.

The QI system was developed to overcome these jurisdictional
limitations, and allow a U.S. withholding agent, that is, a U.S. in-
stitution making a payment to what it thinks is a foreign person,
to rely on documentation received from foreign banks that are act-
ing as qualified intermediaries.

The QI system relies on the foreign bank that has the direct rela-
tionship with the foreign customer to exercise normal banking
know-your-customer disciplines in assuring that the documentation
it received, and that it provides the U.S. withholding agent in turn,
was correct.

The QI regime prescribes audits by the bank’s external auditors
to confirm that its processes are being used appropriately.

Because some of the income that we exempt is exempted on a
unilateral basis, not just to residents and other treaty countries
that have given reciprocal exemptions, it is not possible to rely on
the other countries’ governmental audits to check the QI system.

So this is a feature of the extent of our unilateral exemption, par-
ticularly of portfolio interested source.

As noted by others, the qualified intermediary regime is a opt-
in system, and—where the foreign bank elects to participate—ap-
plies to accounts that are designated as QI accounts.

Accordingly, under current law rules, it is possible for a QI to act
as a QI and also have accounts that are not covered by the QI re-
quirements, including accounts for U.S. persons.

The cross-border withholding system for payments to foreign per-
sons is not designed itself to provide information reporting on U.S.
persons. It is just designed to screen for and apply the appropriate
withholding tax rate to foreign persons.

In this regard, one of the key decisions made in implementing
these rules was to follow traditional tax rules and respect a foreign
corporation under U.S. principles. As a non-transparent beneficial
owner of income without regard to whether it was owned by U.S.
persons.

When a payor of these payments is within the U.S. tax jurisdic-
tion, payments of interest, dividends and gross proceeds from sales
of securities to a U.S. person are subject to domestic information
reporting and back-up withholding rules. These have become a very
important part of our compliance system.
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It is possible, however, for a U.S. person to have an account at
a foreign financial institution that is not subject to third party in-
formation reporting.

Under the structure of the rules just described, some U.S. per-
sons are able to masquerade as foreign persons, or hide behind for-
eign corporations, without reporting this income.

As a jurisdictional matter, the United States can only obtain in-
formation on U.S. persons’ foreign accounts at foreign financial in-
stitutions if the foreign financial institution agrees to participate,
for example, through a QI system, or through information requests
on a bilateral basis with other countries.

In my testimony, I have set out a series of proposals, some of
which have been made by others—many of which have been made
by others, that I think would be feasible ways to overcome the limi-
tations I've described.

In the interest of time, I'll be happy to answer any questions on
those. Thank you, Mr. Chairman.

[The prepared statement of Mr. Shay follows:]
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Statement of Stephen E. Shay, Tax Partner, Ropes & Gray, Boston,
Massachusetts
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exiariay™ ol 14 sdministralion. Thowgh thers are [imits on the cbligation of 2 couniry i provide
weran information, such as micrmation Bl woeuld dischose rade or business secrets, those

* Incomection with a pablic hearing hefore the Sasais Commines on Fisance o July 24, 3000, the Sull of he
Boinl Cranmimes o0 Taustion pregarcd an iilverative sepon, “Selocionl beees Bcbeng ic Tas Complissce wih
Keapect w0 CHTshon Aocoons and Batides,” 050506 {huly 23, 208

’TH'Dtﬂl.ﬂl‘H'l‘l:ﬂ']ﬂ.i.tinnru‘hﬁmu::lh::m'-(ai-ild:m:mhu:lhdﬂi.hufw
WAL s b BETeeiTeants hires il @ioeen very iefil in praciae.

® P exagple, the Convestion oo Muitd Adminiseaies foentaece is Tas Mo is o moltilvoral sgeesmens
Eparsred By (e DIECTY and e Coencil of Ewrepe (bl wii switcn in |96 and Ras hoca xpmed) and rdified by
dhireen cotmiris, ThiS Copwsmion SOt an <achea ge of |lmalion peesvision. aweesr, d i sibordinie o
EU Direclives andl fhercfime bas limsied applscshifivy ai chis poiy gven thal the pamies. ave ol Faropesn excop
For the L5,

TULS Troms, D', Wioded [ncome Tas Treaty, Kav, 1, 2008, am 26
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ligrdte are nod i he consneed in & way Tl sllows the requessad counlry 10 decling @ supply
infarmation bocisse that information is held by a bank or other financial imstibstion.

As is evident by the scope of information subject o productan under o typical sech proviskon,
huank secrecy muibes canrenily may excuse production, This Bimicacson a0 mey e eoplicily
alated i, diphomatic mobes ta Ar 23 ol the realy with Lovembosng, article 26(3) of the treaty
wilh Switrerland). Fefloctive of these excoptions, Austria, Belgium, Luxembourg sed
Switzerdand entered reservations in the Exchange of Informatian artbele of the CECT) Modsl
Income Tax Convesdion, However, in the el weeks, cach Of these countnies polifiad e QECTY
Thi They ars aellulrawing el riservition.

i TIEAs. TIEAs are agreements hetopen two counirics estabdishing poficies
and procedures regandisg the exchange of infomathon herween the tee contracting paniss,
generally in sivparsnng in which the poarmies do pol Bave o comprehenive bilaeral imcom fa
Trealy Comtamring provisions such as referred fo sbove,. They generlly describe what
infommation must ke included in a request for nformation and tliming puidelines, & well as
specific definitions of precisely what taxes are covered and which temapayers are covered hy the
agreement. TIEAs afo wsually include provesions allowing de pequestisg ety o enler e
werritory of the requesial pary il nocesanry 1o mlerview individuals or exmmine meonls, and they
desazribe the: conditions under which s request fior imformation may be declined {sach os when te
dischasure of the infarmetion would be contrary o the poblic policy of the regeested pany). The
first one wins entered inin (e 1984 berwesn e U5 and Barhados, but the agrecments hive
Eecome a widespread o for the U8, ped athes DRCTY conmris, in panticular, 1 obtain
informolion reoded for laa enforcement.

The OECD Agreemont on Exchange of Informatsan an Tax Matters,* which is not itself &
binding instnoment, contaies two modeds for TTEAs, one thal & & traditiosal bilatersd agres mint
and nnother that contemplales e “inegreeed bumile of hilaleral peaties” creating & malilaeeal
agreeinent, The Agrmemenl inchades provisioms (ypicsl of TIEA: historically, ssd goes a hil
further in some arcas. For example, many TIEAS include provisions thal a requesied sioe cannot
dieny o request Far mformation soledy because that information is Bald by o heak or financial
rstitation, but the CECD model meludes o requirement thas each conirsctisg gany is w ensure
et e mmhorines have e authority s obtas and peovide upan reques] information beld by
banks or other financial instulions. Ancthcer imporan) provision s the requirement chet
reqoests can anly be made in cases where the identity of the mxpayer is known, o cose bas beem
made, end all other messs avallahle within the reguesting sisee o oltsn the informeation bave
e pusied and sahausied.

Another document worlh menlioming in ihis costext is the BU Smvings Tax Directive.” This
savings tax directive was adopied in 2005 aad went into effect in 2004, Becognizing thm
ooandination of natkoned sysiems (8 sot sufficient, the apresment is intendad s result in m E1-

————a—rar

'wﬁn&mfm‘dﬁrﬂqﬂﬂﬂﬁm} Agreement m Exchangs of Infonmation on
Thx Maners (Parie OFCTY, Ape. DT developed by he DECT Okobal Forien 'Warking Geeop an Elfedive
Focharge of Iaformation
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Jewinl svetem whieneim all member states will exchange 1 infarmation sstomatically to o] ather
mesntser siaies an sy imlerest paid on svings o residenis of those other member simes. It
inciedes rules concerning the details of the informanion oo he pepored, ns well a5 the frequenty
and peckanics of reporting. In resgomss 1 the discovery of several lophales within (his
directive, such as through the vy of trests, foundastions and other mvestment vehicles, & proposal
o amend i was propased in Movember 2008, as discussed helow.

B, Reem Developmnents

In the lasl auesdser ol manthe, thers Bave transpand ceain developments relsting o the
exchange of informaticn in tux cases that menil partcular noie.

1. TIES Baiween the LS. and Liechiessen."" On December 8, 2004, the
U5, s Llechiescasin signed & TIEA, the firsg ever exeeuted by Livebiensacn, that impeoves on
warious of (i shomcomings thal eaist in other agreements, primsrly in e ares of proiecions
baspd an hank secrecy laws. For example, the TIEA does not contain the provision present im
the OBECTY model allowisg bank secrecy policies o coatinue g the extent they do not "unduly
prevent or deloy™ the effective exchange of infomuation. In connection wi#th (he coeaion of this
TIEA, the 115, extendid Licchicnseia’s inatingnd & a jurisBdim satislying the nequirsments
iof the “cpaalifind il.I.lie-l.'n'lnl:lvlJiu'_|-"''|:|rl:|3:|1|.|:|:||"I theough the end of 2008 with the understending that, in
thal time, Liechiensizin will enact legislation loosenang its bank secrecy laws as regaired 1o
camply with the TTEA. The TIEA will alfow the LA, 10 sk for infermion relatieg wo 20660 sl
ERbSEqUENT FEars.

2. 100G Repan on Withholding Procedunes.™  This report wes prepared by
Ui Informal Consullative Groap {“BCGT), which includes represenimives from the financial
imdosiry as well as from some OECT member couniries, estahlished by the OBCD's Comeities
on Piscal Affairs, and discusses the relevom procedoral prohlems and makes pecomamendations
ror coneiderstion by e CFA on hest practices thal might ke slepial by countries, 10 facilsate
Lk clEming of ety banefits by invesiors, mamimize admanistcative costs and allocate them
properdy, and allow source and residence couniries io ensore proper compliance. The repon
recammenids o sysiem thar boaks very similar o the LS, qualified imermediary sysiem.
Recommendations include tha withhedding be relievsd an soorce rather than & refund prodedone,
e that coustries devslop systems for posled reporting by menmedianies whe would ener imso
oomtractual smangements with the sounoe country and woukd be sobject o audit by an approved
indepezdent reviewer. Dafferences fram the Q1 syestem are thar the ienciies of heneficial
owner of payments wionld be disclosed o the spurce oomstnes, aml o “reason 0o knoe”™ {ralher
than “acusl knowlelg: ™} standard woald be applaed.

Hﬁp’mmlﬂclmuzw&hudﬂhﬂ' 1ca mndl ke o o ihe Principality of
Lisabierstein on Tex Coopsraiion snd the Exchange of lifermation Relsling 1o Taacs, Dee. 5, MO0 Ser Fress
Prlrasa of s VLS, Trese, Dop™ on & Deq. 2008 CHIP- 13204

" Thas program is Escdssed Batler bebes.
" OBCE, Repoet of tha lafemal Conmibasss CGrosp o e Tasarien of Collesies Invosiment Vilibzbes ani

Peevedhares far Tas Reliel Mo Crics- Bonder Ievsidors on Foushle lnprosemsents o Procedures: for Tax Balief for
Crois-Bender Trvesors [laa. 13, 30050
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A MNew Proposed EU Diipectives. In Movember 2008, the Furopean
Cammizsion announced o proposal s smend the existing EL Savings Tax Directive.” This
proposal specklically arpets comaan loopholes el hav llowed s payens o avoad R ring Laxes
in thear hime parisdiction, such & through the use of tusts or foondations and throegh the
restnacturing of cerain income (o pesder it cotside the existiog direcrive's definition of inerest
paymers. ‘The proposal inclodes tests ond fossdarions within irs seope smnd woubd cxemnd the
drecrive o incheds “ineome aguivalent 1 inkeresd paymments.” 1 remains b be soen how the BO
member sistes, as well a5 cerain non-EL coupérses such as Lischienstein and Switzerland, boih
of which signed amio the 2003 Divective, will respond o this proposal

On Fehroery 2, 2004, the Eupnpean Commission also announced  progeasl for o new Dimeclive
e sl assistancs for the recovery of claims relating o taxes. ™ This Directive would replace
Lk ewistimg direstive an the exchange of informmion dating from 1977, A key clement of the
isformation exchange segment of this proposal is that it would mor sllow e sulbonicies i nse
bamk secrecy i a basis for efusing w cooperste in s pogeest Tor s infarmation,

4+ Domestic Legislation. A bill wmﬂhy&mﬂmwl‘sm
vertmin reporting, doe dilipence, statute of limitaticons and penzity provisiens in respect of funds
tmmmsferred o or held in offshore scoounis. Further, a Bl for dee Stop Tas Haven Abuse Ac'™
hos heen intmduced by Senator Levin and by Representative Doppen) in the Sesate sl Hooss,
respiaively, tarpeting coian oMfending jurisdictions throwgh a wimely of measumes. Section 101
ol the bill fists 34 “viTshane secrocy prisdictions.” The hill would require special treatment far
dealings in respect of those cosseries, inchoding exiensive reponing reguirenenis for LS,
finercinl instiucions doieg cemalm rypes of business in ese jurisdicticoss, The Bl would alse
targel cestain [ooplels in the Istemnal Revenoe Code nelating v forspn trosts and waold
incress penaltics For the promotion of sbesive tax shehers. The hill woald amend the LSA
PATRIOT Act o extend provisions aimed ot fighting money lundering so that they would also
apply 1o foreign jarisdictions and financial setivanons the “impede 115, ax enforeement.”

. Retrest Trois Bk Secrecy Relisncs, In eespanses to the pending G-20
hlackan and presssees [mom particolar countries, mclading the TUS., France and Germany, o
number of countries have recently announced that they will sdope *CHEACT standarnds™ of
exchmnge of 1nx information and will not claim hask secrecy @ preventing producton,
Mevenbeless, these srtemens usElly ars coupied with the caveal thal @ new agnoement must by
negotiated, which ookl resall in deliy.”” Some have bees comtioushy worded o the effect that
no fishing expeditions are permitted and that “justified” requesis will be hononed.

* Commission of te Buropean Commun s, Progos for a Comseil Tirective anending Directive 20303EC on
Ereatmn of wavings iscrme m the form of imleeest perpmenis. | Dressels: Mow, 17, D008], 200031,

¥ Crrmnimskon of the European Commamite, Prepod e o Coumeil Directive on siisiara 2o i e
Tl ol waaiian (Bnasgls: Pob, 2, 20049), AN

B Discumiin Deafl, THT 46-10.
S5 S0n, HLR, 1268 Cimmrodwoed Planch 2, 2009,
"Thi\li‘l&“il.iﬁjdﬁlnt, Bardvener, has shiesdy Bezn prres permessnn be stan regodiatiom.
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C. Preblemes That Should be Addressed

Adihough skgnificant progress has bess mude, the commsaments bl counires hive made
generally are ko coadorm o ihe stamdand OBECD provisicn. The information exchange provisions
thenzin, = in existing LS. income tan treaties and THAs. as a general ule, contmin cermin
shoricomings. In sddition, the time w0 get from “here™ 1o “there™ could be substantial. Cetain
releyvane issues mre as oblows,

L. As nusbed im the press, yarons coantries bave agreed orally that ey will
nol rely oo bank =orecy prowisions as & defense ngaizst providing enfomeation (as they hid
previcusly in cases nol lmvolving assemed crimes or i Trssd), ai less) in centain conlexis, and
nnl b Bomil exchange of nreaisom 10 ased el ving asseied cascs of criminal conduct or ax
Trasd. Wit all ciintrics kave agreed. Informabtion exchange provisions must be cleard v wonded
o prevent invocation of domestic bank secrecy ar similor provishons o e exient possihle,
cerainly in the exient tex avoldance |5 at isue, and oo efimisale sy expeess or implied
restrictinn o cises involvisg crimisal eomduct or o frend.

& In the case of cerinin existing agrooments, the agreements will hove o be
mevisedl. [f ihat process requires negoiiaison, the issues that nesd in be megoiated shoald he
cleardy sdentified and the projecied schedule for the process of mepolaalion sl subsagpeent
i flcation should e sgreal

A Im %enne cases, domestic implementing legislalion will be required. &
problem sxporicnced by the U5 and other ORCD covntres i thm cenain oountriss have signed
TIEAs burt have not fedlowed through wich domesiic messares requined o make the sgresment
effective. It Insponant that a temetalle be agreed woand il implemeetation is frostrated,
Eclading by excesaive delave, bo eonsader simciinns or other measures.

i, Muost eountries, includisg the 1.5, do niot wish e be the reciplest of an
imformistion rogreest that is open-ended {as o a Johe Dee sumsnons) and which gt be
cherseterized s s flsbing expedition, bfoemation exchimge provision Dypically do not condone
requess coverng & clasds of inidentificd persons, as opposed o specific idemtification of the
imchvidual, of 4 monimum. Thero are suations, howewer, when remsonatde elTons g0 achlews
oompliance may requere the use of brosder requests. Releed o this & whether informstian will
be supplied If the case involves only sspected i svoidance rther than a case where significant
evidemes: Bus boen collecind,

5 A nagging problem is the amcesnt of tme required for te prodoctien of
specifically requesied information. Inthe coaexn of an exardnation, delivs in producing the
mimenal reguesiad cut be detrmanalive,

i, I informatian is locmed ootside of the temitory of the requesied cousery, i
is not required to be produced under the sissdard langoege. Given the global namee of cipital
Morws and business, consieration should be given o expanding the scope o reach this
information iC available te the requesied oosmry.

EH e T T 7
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1. Typically, only information necessary o camry out the reqoested country”s
damestic tax lmes s required o be produced, and not information ovaiisble but reloting foc

eaample tnly o the prgUesting Ssunirs™s [y law. This can be & sipaificant shomemmdng,

B. [ afbon cam be impaortant to the prood of & cese o bave aooess fo fostimony
and to ongingd documenis rther than just copies. An optimal provision would acconmodeae
these neads. Such a provision is included in the U8, Model Incomse Tax Treaty ad, e.g., the
realy Wit 5ri Lanka, bt is god includkal o the ECT Model Inconns Tas Trealy oo LLS. neaties
hased thereon.

o, Warious technical kssues con exist under the provissans, such 2s whether
the catsgory of relevaar persons i defined hroadly enough,

I, The exchangs of mloemalion shoubl be autcanalis and cleciramic e the
prestest extenl possiblo. Automatic exchenge svokls subsequent waiting and permits, with
today’s compuberization of dita, the abilsty 1o store, calegarze fior petieval, and search the
informratiom and o use b as o maner of coorse. 1 che mformeiion cas Be asshoniloied, @ would
avoid [he iead B0 Ller engaps in what might B iermed a Mhing expadition. ARhough in the
jpast the sheer vodame of informativn would have beon a counler-consideralion, o the exiont
informmaiion can e furmished in edecironic form that showld not be & serious dreeback.

. Ulsz of Black Lists and Possible Sanctions

Ko develnpmenis have shown that, used cancfally, Back liss can be a very elTective sool o
Conwimes conain counirisd thal information exchange is in their best inteneal. In particalar, the
announcement that a new blacklist would be cansidened by the G-20 natsons and circolation of a
preliminary list of countries comsidered for that Bst wes evidently instrumental in causing o
marmber of countres o agree i OBECD siandands on infonmation exchange.  The sanctiors fos
inchsion o the lis wene nid established bl some congidened ane disllomsanoe of o deduclion
for payments 1o & mesident of such a country or encouraging inlemationad Enancial ingilutions s
withdraw invesiments: from hlackisied junsdictions.

As discussed abowve, the S2op Tax Hoven Abuse Act contalng a propoesed blacklst of 34
eouniries, The proviesm permits the Secretary oF Treisery 10 add countriss, I imposes conain
ciomditims e removal of a listed coomty, Under Seation 102 of the fAxct, the consoquooces of
being a listed country would be the same ax those of being a money lauedering jurizdiction and
could isclude the probibition of or impesition of conditions wpon the openlog or malacssing in
the U5 of o eorrespendent sevount for any finamcial watinstion basad in (b listed comiry, The
A s oxtonds olber smctions currently available 1o combiat money limmdering to the hight
upmnst tax evasion, aimed o foreign jurisdictsons end financial institofions that “impedad 1.5
ax enforcement.” This would iselude Incressed record keeping and inBarmation repoeating
peggeirements by U5, financial instivotions dealing with offending jurisdictioss, '

1 goa adis The Frassd Erforoomsen ond Recosery Aol of M09, which wosld sahiect e wansfer of Rinks w i o
ninng b0 avid o 0 the Sr md el reoney Learadenieg e
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The Intermal Revenue Code stready inclodes a provisian that sothorizes the Secretary of
Tressary, if he deiermines tha the exchonge of Informugien betwesn the L5 and a foscign
country i inadegi o prevent evasion of LS, imcome 1ax by 1.5, persuns, to deny the benefit
ol the porfolso intenest exemption 1o persons within sach foreige country o o an sddress or far
an account within sech country. Whale the provision hos been in force sisce 1993, i does gl
appesr o bave heen employed,

It st be emphasized that a blacklist most be nsed with care. There should be & gap of time
hetween when & country is proposed o be incloded om sech o llst smd the fimal ecision
inchudle Ehe cauniry, i eder i permil affecisd commrics ko dicids whether bo chimpe the
inforeEon-lindtling rules, Likewsse, once & country is indinded. there should be Aexihilriy for
the Secretary 1o remove the couniry if compliance bas been achieved.

et all of the countries lsied n the Soop Tax Haven Aluse At scem approprissely included, and
el opiments Bave e sivce the fisl was Formuolfed. Mot anly may the 1= be
overinclusive in cenain respecis. # may be sederinclusive im cerain other respects. The list his
inconsisiencies with coumtries identified by the (ECD. Agaln, i I8 imporiest 10 eointis
flexibaliny bn adidang and pemoving connries from such a l,

A biacklisr is not withoul its drawhacks. wach as the determimaison by & blecklisied coumdry to
withdraw amy cooperatson whatsoever or B possihiliy of retnliation by 2 blacklisead country
through, e.g.. prohibaing owarding gosvernmens comracts 1o a LLS. comprny, Meverthiless, the
divimssde of o hlecklss! may be decmed insulMiciently problematic to offurt the opside polential.

E o Rl Finapcial lnsti B

Asx an alfemative (o relying primarily oo other coantriss i provide informition, i® thesey @
system of mereased reponisg by fieancial instiniEms hasdling payments w1725, s coadkd
b impdemented, The raliceale would be that, while the ULS. governmen? cannot force anather
xrniry i coopormo, i can force a financiel instituthon the haedles 1S, source paymens or
otberwice §s subject 1o its jurisdiction {or sven i nos can be sahjected o indirect cnetione) 1o
comply with iis miles,

The currently opezative regime im that respect is the qualified intermedizry regime discossed
below. As discossed bebow, the scope of ehe reqoired anformation coubd he cxpandal

A more dical approach is preposed in de Step T Haven Abose Act. Under thes Act.
Gindmcial insdingtions would be reguimed i file voluminous reports covering virzally all financial
Iransactions invalving an “offshore secrecy jurisdictson.” The reportbng required provision
warald seemn io mpose an overshelmang bonden oo fnancial instititioss, and their shilily
coenply e the costs af complioncs aro lactons thal should be weighed.

F. Twen-Way Smreer

The blormation exchange process is of greal inlenesst b U5, tax suthorities, bt for similar
g il i of grest interest to many fomeign @x oothorities. Fast o the U8, would Bke s have
anpiker coundry identify the beneficial cwmer af an szcount and 1o affirmarively apprise the 1.5,
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inx purhorsies of acecunts henefically owmed be ULS, persons, Fongign 1ax auiborities would ke
the comvirse

[=zsne= that may presont themselves in this regard include thet the [RS Porm 'W-EREN is not
required in be filed with the IBS, s thal the IRS his mo record of the kentity of puvess in the $1
ayeleime The TS in theory obraing the bhenlfty of payoss thal are ned in the O éystem on Form
125, Bt the GAC Repont indicades that the infommation aften has notl been processed in o way
i make it nocesxihle.

Further, the LS. does pot coldlect imformation concerning the heneleal ommens of enlitis,
including dizrepaeded enriries,

A thirs example i= that thero is no reporting in respect of bank depesil interest {other than
pl}'m:u]:mfu.u.l:hmpﬂmn.:.'* An otiempt durieg che Clinton Admandsirgion 1o exiend hank
interest reporring hroedly™ was ahandoned.

V. DI Program
A Oeenl

A gaalified intermedizry (MO0} i= 2 foreign financinl intermediary {or foreign branch of & 1.5,
inermiediaryy that has entered ino e QF Agresment wizh the RS sad acts in aconidances with thit
Agrecmenl, governning certain withholding s repofing obligations in mespiod of ULE, soune
income " Tm peneral, o QI agrees T fesome czriwin documentalion and reporing maquirements
incachange for simplificd tnfonmation reporting for s fomzign scocant holders and the abilicy
et 1 disclose soooom information (widch may be propretary and disclossre may result in
infomeation going 1o o competiinry. The QI Agreement his & 3-yer e, b may be psewsd iF
the CH ik s oo stasfing,

A L may assume primary withholding responshility andéor primary Farm 1099 reporting and
backwp withholdmg responsibility for 2 paymeni. In such a case, whick will be disclased on the
Foarm WE-DMY pronvided o & downsireans payor, the payes may mrea the 01 as & payes, and the
CH mist satsly whaleves witbbobding is raguined. ™ Alinatively, @ 01 may determise not to
asgurm: primary foesgn person witlbokling anclfor nol 1o assume primary Fomm 1099 reporting
anil backup withholding. In such a case, the QI acts [le 5 typical “nonqualifisd™ intermedisry or
foreigm flow-through estity, and the dowrstream payor & requirad oo repon sad, if applicabile,
wiiththald hised on e payes-relmsd documentation aitaatmd v the Foom WE-IMY,

Acording e a 2HHE IS Mews Beloase, the IES views: te (I program as the comersiong af the
revised withholding ax rules that came into effect Janmary 1, 2001, Although the prepeaderance

1 Bag. & 16A0-E,

B HEG 126 | 10-00, 20 THT 11-17.

* T iwnmm of ihe (] Agramers are s [ood in Revernse Procedure H00-12, a5 amerdsd.

2, siinilar procedues is provided [ o “Witkheling Forign Fatnerbip™ snd Sor o “Widihodicg Foroge T,
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off exess-border paymens by doller amount &= nol made via §ls, thal number is [kely <bewed by
verlain large puymonts. The RS has over 5,000 QI Agreements. comrenily i force.

The benelits ovadlebde o a QF ace, first, simplifiad infamaon repaming procedones Tor the 1,
s only withbolding rate pocd infamarion is providied e U5 costodians {or other dowsstream
intermidiaries). Socond, the Agrvoment permits collective refund procedures (it nol requining
casiomers 1o individually file for refunds). Thind, the identiny of poa-11.5. customers pesd mod he
tisclosed 1o wichbalding apescs (whsd might b competinees) or W e RS,

The benelits defved by the Treasury ind [RS fram the QI program are that the TRS has & greater
tegree of assurance that proper withholding is being made. & (M sgrees w0 undenake addiipnal
ohligations thol are pot imposed on nonmel withholdiegg agens, OF particular imponmee, they
exgres v (1) dpdlow specified sceoued-opening procedes bisol upon the “Enow your custames”
ke ol e applicsbie prrpsdiction (which mbes will have been reviewed and approved by the
[R5 as pdequale’; and (i} have the procedures they follow be swhject periodically 10 an exsemal
sudit (currently, during the second and Fifth years of the agresmen) prarsaan B standands sel by
the RS,

Im considering alicrmatives to & O program, the most obvicus would be 1o reqaire disclosone of
thi identity of the heaefAcial owner 1o be made al each leved down the withholding chain, and
reporied to the TES, as in the case for nonqualified imemmediaries. The 1R, hinweser, woak
Inse the benelit of the review availahle &8 the point is the chiim whens danesd contact with the
hemefeml ommer 15 moed likely 0o exis, Another altermative would ke o withhold on mvestors
[rie eouniries with which the United States dees not have a bilateral income tax tresty and
require evidence of residenos o obiain & refumd. This spproach., bowever, would be considened
averly friceionsd and dssnaptive of deshrahle capital flows. A tird appicach, which sokd ol
reslly bean ahemative, would B meddily i progrom, soch as g mequoioe that Forms W-SBEN
b fiiimdahéd W the TRS {soe below],

B. Assezmmin s Shercomisss

The U5, Goverament Accouming CiTiee reponed on the QI program in Devember 2007 in e
repart “Tax Coanplisnce: Qualifed Intermediary Progmam Provides Some Assorance Thal Taxes
v Foreigs Investors Ane Withield and Reporied, bui Can Be Improved."™ The Gadk Repoet
conchuded that the ( program: “ooeteins femunes thar give TRS some sesorance that (Hs ane more
likely o propery withkald mnd repon s on L5 sowres e senl ofTsbane than olher
withhalding apests.” The masons given ans the Qs working relationship with the uhimate
kaneficial vwner, the enbanced nesponghilities of o O as compared with ather withholding
ageats, and the extemal audit procedare.

The (eAl) Repon suggested cenain messencmenl and procedenl enhancements. The GAQ
Rl Ciral thedagha it weould be usefal o knew im whal propartion of cases withhodding agenis
rely solely on self-certified doecumemation withont ahilicy do othersise vendy. 1t also found &
troubling thee large sums repomed by Qs conld nec be asociited with a panticalar jurisbiction,

E'EWMII:H I8, 200075, 2008 THT DEAT. This repen c biborated on e AL iedi ey proea Sy 3, 20407;
GO, "Tas Complipnce: Chalksages s Essdring OfTbere T Cornplsre,™ CACH0T-13 10 (Tuly 20070

MVDOC SS9 | 1i
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and sugpesied thet the TS frvesripee and tilie comsetive action. As far as sctomal changes to the
provedurcs, the GAC Report suggesied ihat the “Agreed-upon Procedure™ (*AUF™) siandernds™
be embanced by requiring the exsernal sudier o report any indicotiens of fraud or ilkegal sets the
cauld skgeificanily affecs the resules of the reviews, sod just indicatams of “Enos your cslomer
rule™ wiolations aml information received as the mesul of sclf-repeding by tho Q1. Finally, the
GAD Eeport recommended that (3 Apreements require electronic filing of dote (with exceptions
made by IRS waiver], med thet the TRS improve (ts daca processing capabalicies.

Certnin ather shomeomings with the gperatsm of the (1 program meay be naled.

I Fizancial insisulicas have & conflict of interest, in thai their customer
reladanships may be pdversedy affecisd by complionce,

1 LIS, nwwners of fonsign secaritics s ol regquined o be nepociid,

3 [nterpisdd Toerign ontilies have been usod & provido 2 W-EBEM showing
anan-1L.5. person. This problem is of course not unigue o O withhodding.

4. Extemal “audies™ have woit heen emleely affective, They sre fequired omly
1o b i pecondence wich AU sEndends, which imess (hil they do nol eonstdule an amdit or i
rewiew sl therefion: are ot im expression of an opanion by the sedilor. Relaisd fo this is thal
the standerd of medil may be too rigid 1o permit auditors eo cxercese discretion and there is ne
requiremenst 1o oot upan the fisdings of an andic

ol Ann [

I s pomse: Ho e (A0 Report, (and a forw manths after further criticism in the Joly 2008 FS1
hezaring), the RS i=sved Anncuncement 20858, which proposed changes o the mosdel CH

Agreement and to the audit procedwres ** These chanpes, proposed o appdy 1o calendar yesr
201k mmd thereafier, would inclnde the follomsing:

1. FProvide: that a Q1 must notily the IRS within &0 days of the ime that the
QI bogoanex aware af “a material failure of intkermal controls™ relating do its performance usder
the Q1 Agreement, any emplayee allegaton of ssch fulures, and any Investbgatios by fegulmory
suthiorizles of sach fuilures. Fmlure by the OF w0 80 aptily woilkd b an evenl of @Gt under the
1 agresment.

S Eequire the external auditor o associaie & U5, audnior with the madit and
o require the U5, madiior 0 pooept joint responsibility for performanee of the aodil procelues,

i Requirs the aonditor 1o examing the seoount holder ffes schoced for 1esting
0 dsciriain whether theee are indicia (e.g.. signieg authonity) that a .5 person might cosdrol sn
account parporting ta be forsdgn controlled. The definitbon of an “secount Balder™s fle™ woubd

M lziermational Stardard in Refuied Servicos 4060, "Engapomonis in Perfoms Agresd. spon Prooed s Regardisg
Firencial Information™ {[2R 48001)

B e msdin procedares ave se1 gonh in Revesie: Froosdone 200235,

TR | 34| 12
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bt substantially expanded o inclode “any documents, seports or ather infarmetion penersted ar
received for purpases of and-money Bundering, know-your-cusiomer, tax or other lows, ad any
ey EeCol nfommation”

4, Require the anditor to add additional procedures for fact gatkering,
Including, e.Z.. kentilying the persons charged with the avershght of performance unider the ()
Apreemen and the aulsarmy piven them o gressent, dissa and comeet Taibenes, and requinng the
mlilor o ropart o the [RS relevant facts,

The RS has received consments on this anscancement From certuin medit finms and s,
Clarly, a balance willl need 1o b dmck bedween B interests of & vishle review and andit
procedurs and the increased costs associated with the proposed procsdures, which may be
heyond the bility of smaller Qb o comply. I particolar, cenas of the addilenal procedins in
elFesct wpaa] cannse: hz andsd 1 go boyond an AUF, which hed previowsly boom agreed among e
=, aud firms and RS, mising issues 2 1o how the review may be condncted under the
ncocounting prodession’s nudit sandards, Meveriheless, it seems clear thal strengthening of the
Enlerial EVIEw PROGEER 18 Igpropriale

1] Concluding Pemarks on 0 Program
I have the follewing concluding cnmments and suggestions m respect of the ()] program.

1. T €1 program orweirall is o l-oncsivd amd plays & kex rol in e U5,
wilthbalding lax system, and showkl be sapporied. inchuling with adequaie fusding.

2 s shosakd be required to report LS, owners holding ondy foreign secasities.

3. Cionsaderation thould be given oo mquiring (s (and & approprisic
nongualified intermediaries) 1o use information available to them under money-lasedering or
ather rules wo idestify cases in which the beoeficial owners) of a non-U% entity providing 2 'W-
HBEM appesins b0 be & ULS, persos of perons (looking thiough, & sppoopriale, enlilies up the
wwnership chain).

4. Consideration should be given oo requiring Qs oo prowvide the Fonms 'W-SEEN
i the [R5, Such & pequirement woald be constsient with the reccanmendigions made in the 100
Rirpor an Withholding Provedures and woadd permil the ULS. fo share this information with its
trealy panners. A concern is whether sach o requirement woold eliminagie the adractiveness of
ihe progeam for fisancial inssiurns,

5. The extemal review process should be strengthened. Inowhat farm the
propasels mode o Assouncement MN-98 are sdopied aed with whas effective date should be

minisored closely, Wihile the wondisg Of the propoaals sppesrs unclizar and wem overly brusd in
places, and the requirement of a US auditar overlay may well ba ton cosily, the propesals do
represent an siempt o addeess the concems in the Gad) Bepon and some of the concsms
capmeased in herings belon Congness,

In addressing these isspes, consideraiion also musi be given o the effect of &
changs in the playing field on the wilkingness of Tinscial isstinations o panscipats in the

MNTCCRI | 13
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poogramn. Clearly there ane hurdens associsied with Being a QI and the chanpes conssdensd
wiphd incresise the berdins eod. @ the exienl polontial imvestors ane Jess willing fo invest theough
a QL could redece the benefits to those instiutiore. Kecogniton also muost be given o the face
that the scale of opemntinns of smaller instivmiens makes them paricolardy sensilve in Incressed
CnEls

Y DO SR i 14
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Stntemnemi of Stophan E, Shay

Committes o0 Ways snd Mesns, Subeommittes on Seleet Revense Messores
Umited States Flouse of Hepresentabives

Hearing {n Issnes Invelving Banking Secrecy Praclices And YWealthy Americam Taspayers
Ifarch 31, 200

Wr. Chssmean, Ranking Member Tiber and Members of the Commities:

My neme & Stephen Shay. [ am a partner in the law firm Ropes & Gray in Beston, |
apevinlize b ULS, Incernetionsl income teoateon sed was Fomeerly o Insemmtional Tox Counsel
firr the Departmnent of The Tressasry, | have advized LS, cusiodzn banks, forslgn private hanks,
foreign povernments and Foreign imvestment funds with 1.5, and soa-U1.5. sponsocd, fmd

forrign high net worth individunls, oo cross-border income tx and witbholding
fasues.! Wieh ihe O hadrenas’ & pemuission, | woeld like 1o subodi my testimony for the record and
summanes my principil obstrealions in ookl remarka,

A5 stated i the notice for the bearing, the focus of bday's hering i “on Bmitatons of
the withhaolding mxes imposed by the Unifed Simes on LS. -source investmenl eamings received
by foreign persons, the Chalified Intermediary {“OT) program establisbed by the IRS to enfore
those withhaldieg wooes, the lmitaiioes of cur tax reatbes, and ihe exient io which thess may
vz coatmbited to non-complisscs by LS, Gxpayere”

I discuss below the law relevant 1o 1.3, withhold@ing on payments 10 fopeign persons,
inchoding thsl povemdng the O system, documentation and reporting, and infommabion exchanpe
wamder tremles, | abso discuss the reationshlp of these erons-horder withholding rules 1o the
mE:l'rquu.lun:pmt.n.g.ru]m upan which we el 1o eneiirsge incoms lix mepocling of mvesties
imcome.” Understanding the diffesent rales for information reporting aed cross-burder
withholding and the comtext in which they apply is essential in evaboaiing their strengths and
weaknesies in retation be the purposes for which ey were adopied and their use in preventing
B fax cvasion by LS, pemsons.

Because of the complexity of these nules and their interaction | hmve stnechered my
lestanomy &5 follows. Tn the pext part of my testimony, | provide some broader conext to the

'Imﬂdnwﬂqw;hﬁlﬂm The wicwi 1 am exg ST aTe my | | wiews amd
i et peprosent e views of either mry Clerns of o ke B 1 waod b TRe 00 aolcrarbead o it dhanks the
subsimaiial pasdsiance of Kaikloen Cregor and Latn Damaralle in the developmant of ihis sosilmony sed of lermifor
‘Heikisen amd Kevital Har Or in 2 proparation and review.  Aay erman s my ows.

¥ This dbecisaan i i Eended to bs comprelsagive. A noted by Willlans Buske, o8 sxandnaiod oF all ol the
#bements of tha information reparting miles applicabile 10 oross-Bonder Tasssctions wkd rogeine @ messs, Willlam
L. Brerke, Tar Igvroratins Keporing aed Camp) v i Cros-Sorder Comieed, 30 VA TAX REV. 108 86| n &
[T
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msues maised in this hearing and provide an overview of the major elemeses of my estimnony. |
then cutline a series of short<tonm proposals sed longes term optios for change. Succeeding
seotions of the iestimesy include more detsiled disomssions of these opic, The echnically
mlncded ey read the eativs weatimeny; Bowsyver, for thoss with shorler altention spass the key
poands. | will make are as folliows:

& The Unied Stales tes very limle LS -soune invement intame paid o forsign
perEng

& The Unbted Stuies does nog have jurlsdicrion 1o pegueie: foreign banks sed firancial
instifithors 1 report forsign actoimts of 1.3, pevons tal caly eam forwign
income and cam caly oblain information on these accounts through foreign
[mancial insfitutions that sct as QF withholding agents for LS, Invesiment isceme
or throagh infeemation exchasge requests with treaty o TIESA, partacrs.

= Dieconse of the above, same 1.5, persons are able in mesquerads as forcign
persons of hide hehind forelgn corporations withoul repording their imcome {Fom
atweporiad actounts of wnder contnolled Torvign cosporation or passive foresgn
investmont company rules).

& There are Feasibhe wind 10 radiste The cpporianiliss for ULS. tax evasion in this
conlexl:

=]

Expand the resporsibilities of O im relotion to LS. customers, whether
or not they hold asseis in & (4 eccoum.

Inoreess IRS endorcement rescsrces devoted 1o croos-bonder eiforeement,
imezluding rescurces wo allow (Hls o sebail inleemation élesmaically,

Commider progpective elimination of the forsign-targeted bearer obligation
g plion ko bemcficial owmer donamentation or OF reporting (but retain
the portfolio interest exemption from withholdieg). This weweld effecively
require that participants in the disrilation ssd Bakling of Gevign margeted
detil be Qi

Expand the network of treatios and TIEAs under which informstion may
be exchanged with respect o LLE. persons” non-1U1L%, income and supparn
collection and sharing of tax infosmation aubjest o aceplod lapayer
information confidentiality protectioes.

Suppier QOECT mtiatives 1o idenlify and promoie best practices for
electronic mformation exchange and procederes for implemending rale
reductions st source.

At the end of my testimony [ adso disouss opthons fior cxpamnfing source taomlion of
mvestment income that wouhd require analysis and consultation with industre and govemments,
but which shoasld at least be orsidensd (whsther accepiod or rejected) in conmection with any
Insernational ta neform.

-
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1. FWERVIEW OF [S5UES AMD PROPDSALS.

'We are in the midst of e most severe eoonomio downbem in genemtions. At the same
time, we heve made comeniineenis at bosne and sbeond thet sxend bevomd the reveniass mesed
wder gur current iy systent. The recently upditad Congressioral Basdget O (CBO) Budge
and Bessomic Dutlook prajects Faderal buddpet deficits under curnem laws and policies equal o
T1.5% of Grods Domestic Prodect (GO E:tlu-!ﬂﬂ?fmi}mund?ﬁufﬂﬂ?furmﬂmr
and decliming to 2% of GDF in 2012 to 200%," before taking into socount investnents requested
by Prosident Ohama i bealth care, the environment and other peograms in his 2000 bafger

Large deficits ore s approprisse prescription in thess sl times, Alhough any
decksion rea.uhgﬂumwiwwaum k] b anmalvesd as would any
fhmhum W Tans] l|:|'l|i.‘-||:m|:I!'latlm'u:.ul'l.rni:l-uq:u.l.ruJ:HIi‘t‘:.I I borrow wichoot
tripgering inflation and a decline in condfidence in e doflar.* Mdoreover, gowernment borrowing,
resmsling from operating (as opposed to capital) deficits in particolor merely posipones the need
1o raise taaes 1o pay the principal and interess arising from that borreases.

While thers s a widesprend consensus ehat mising taxes woull be iz in the curren
eCnm environment, it olse s cless tal kng-tenm eeonemic heakh reguires that we repair our
Federal income tax sysiem in order to be sbls w0 have the resources 1o meet the seeds of presen
sawd [l peneralions, Taking siops to addness the ma]hdtmtpp,lhdi[&ml:-ehhm
tmees dhoe and taoves actmlly collecied, is en imporisnt element of puttieg cor flscsl hoase in
arder® Alhough there are no easy panaceas, there are cost elfsciive steps that cin be taken 1o
reduce the tux gap even a5 we recagnize that it ean not be eliminsed altogether.

1 CoPcRESSHPLAL BUDGET OFFCE, A4 PRELBIHALY ARALTEL OF THE PRESEONTS BUEGET A8D AH LFDATE (8
CROE BifpdEr arp Boosove Comeoce 1 (kar. 20058

* S Meil H. Brchanas, I i Somoimes Good s Pam Sodper Defcia? [ 5 Should We Adwir 1 (D Losdi? 26
W Tax REV. 125 (3006)

" Zre, o, Alice M. Kivlin mnd Toabal Sawhill, Growing Deieits amd B Thiy Marer, REToasG FEoaL SAHITY
Hurer 1o B Lswoe 1o Boooer 10 (lan. 236d), el o
e beools b g s d e esanoh i ot b At T ca baniey il gl

* The 2001 Intemal Brvorms Servia’ 5 (TRS ) b gap estimats of 5345 billion oaly refleow |opel-soance nesine.
LS, ”II'-FH-#H-JM Uipaeveny T G EnVwane (e Tioe Feowe 20U 1, TR HOBE-08 [Peb. 14, 2008}, araniiable
o rpei ird g article, o= 5245000 him|, The (S dofines “pross tas gap™ & “ibe Sil=eace
mnwmuuﬂm isiprcied by R oo g pavea B pear and the amemi that taxpayen pay
wolustenly srd tinely for thad vawr ™ ALANH PLUMLEY, 1 RS OFnceE 0r BEsearcn, 15 RS RIScapon
COHITRIHNCE: PRIZDANARY LPDATE OF THE Tk VAR 2000 [RTHVIN) AL P00dE Tax UnGERRE o T Gar
DATISiLTES 15 [Jime DI, availihe or Blp faww.in f. Sow aies Rurke,

s 5 L owms Lo Koo b i Cape s e T G o B Tarmaion B
Warranited? 1 {Feh. 2084 {unpabiished shriract), svoiohis of hapeVomm comi bewser=1 T47608,

-
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The: last comprehensive [RE estimate of the tax gap wes for the 2001 fiscal year. The
ostimate, a pross gap of $343 billion and net gap of $290 hlh*d:dmilnclude:ll]mn:mﬂud
imcome from offshore octivity. Indesd, there bas been g IRS estimate i dste of wihat the
Treasury [repecior (General for Tax Adminsstration (“TIGTA™) calls the “stemational ax gap,™
defimed ns “taxes oveed — b i collested on time - frim & United States {U.S.) person or
Foreign person” whiss crvss-border tnmssctions are sabject o U5, tanation ™

The TIGTA included in its recant report ostimates of the portion of the ematienol o
i atirabatable to offshors poncompliance of U5 taxpayers renging feom $40 billiom w70
hillion based on what sre sssentially hack-oftthe-envelope estimaes (or educiied puessen) by the
[RE {for the koo estimate: dating from 2004) and Many Sallivan (for 20043, " The TIGTA
ecknevwledges in = repost thid the |IRS haes o develioped am accurate and reliable cxtimate of the
|mmﬁpbﬂdmlnﬁhﬂm

T The 5245 Bllian esEmene of the e g il ool ks Bk acodond tace tholl were paid viluslari |y, el e, and
seooverias from [R5 axfecarient sciiwiibe, Accosding w Samer Treisery Assiasl Seoretary Bric Solmen, lhe
“RE] i Gap" Wi s caliresled $250 bilion in it yesr 300, Tenimooy bufbee dhe Sevar Flasnoe Conmmbes on
Ware 1p Rastuce e T Giap [Ape. 12, J03T) (simiemest of Erie Solomm, Tremury Amitant Secpetary fre Tae
Falicy ), avnizive o biipefureew. reas goswpeemsi e leaseabp3E0 i,

* For this purpose, LA, person und loecige person wrc an defiacd in secion 7700 ol #e Oode, LUales otherstse
indicutad, saction roformnces are o the Innemal Revenue Cods of 1984, i arvesdad (the “Cede™), or in regelation

* TREASUIY [MErRCTOR GEMERAL FOR TAY ATRIRISTRATICN, CFFICE OF [KS PRCTHISE AHD EVALUATIML A
COBRIHATICON OF LBGELATIVE ACTIOHS AHD [RCREAED [RE CAPABLITY AR CATAOTY Ak REGUIRED T
BEDUCE THE ML T B ioe D00 AR LS, [INTRRRATIOHAL TA% Gae | (Fan. 27, 200%) (hereisaiter TRETA
BEFGEET), vk o7 BILpOTararw. reds govitiglalicre porte 0 esporta T PIER DO 1 fr benl. Sar also Marin 4.
mﬁwm 08 Cliaem R Misavess of Bifiet b Coavonin Aecasmts 103 TaAx Mo 38

" TGTA REFGRT, spre noce ¥, 01 App. V1. Thess i ameunts promobly incleded copitsl gainasd foreign
iniiens nol subjoct o US wishbolding tav if pald by 0 L5, persos (hisking fiey wees paying W s fiezign perao.
In wabver v, o disodssed in Lhe ol bolow, smounts thai sre paiscds the LS, withholding regine.

" Thwa BEPORT, supra mote 5, a1 4. While theve & mimh o b done in atscking the iniomational Lax g, ibese
esinmled ire exdieenzly encestain ond may be bigh, Tha Nsdings of the Govemnnes) Asoanabiily e
10D in revirwing te disdhoares of ndividusk participaling in the (K570 20600 Gifshone Volumian: Cosplisie:
Irstintive (0T inchade e folloewing:

Thirp-ﬂdnl-m-:-f‘mdmlu.lmm llegal oifshors setivity vasicn In
I, we reviewod OV o r-mddlhﬁzqnn'hnwmpmmn
ther

woirw e,

sonosinplinl. Ascenling to TRS dat, O¥C] spplicants were 8 diverse g,
Mmmﬁkvﬂnhﬂhm&tﬂ“iﬂ Ini cach of tha §
yean of DAY we reviewnd, o Beast B0 porcsni of ke OWC] apploant Tl
ariging sljasal grcs Beomes (AOT) of mere than half'a milkon doBare, whik
hmmmummm&umﬂn-mFM|u
B2 in tux year D00 mm“mmmuumm
and tescherg | cliwtions ol ksl

T Covwiplianr. Offhane Financriol Aoty Crrater st o S (85 2-3 {Mar. 17, 200%) (sl of
ichac] Brosisk, Discor, Govermmest Acsoeniohify Office Staisgic baces Ton, Commitics me Pnasce, U5
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B. S Residenes’ Oiffshors Tan Ervasi

Thika beasing b sl the potentiad for oy evasion by ULS. oitizens and residests through
s of foreign bank secounts and how the e systam should respond. There should be & shared
sense of tulrsge thal some LLE. citizend s residenis sould stk o evad: their eivic and lepsl
responsibility 1o pay their fuir share of lnees — whether by hiding momey overscas or by
incenticaally fiiling to report incame or by overststing, deductions.” Those who would aid and
st oghers” fallure e pay tax for their own gain, s well as those who do mol pay their taxes, are
cqpally culdpuble, These comtribuios io the 8 gap canse Americans who pay their ines oo
sulTier highir rafes, which is wafair and econcmneally insflicient.

There are imporian reasans (o stisck offshore evasion and avoidance thal anc
independent of the reed for revenue, mamely, tat confidence in the faimess of our fax sysiem is
erpded and seppodt for voluntary complisnce is conseguently endermined if we et LS, citizens
anl peaidents svade their mxes by sinaply sstablishiag an unreponed Borelgn bank sccount o
Tegenae Or fam meparieal meeme. Bul iz D5 fud ax fri for ather dleoimts of ihe firx g,

The Gowemment does not bave infinibe resowrses and it 3 important that wy be analyticsl
in their eflocation and wrget thems at the greatest need." In the isternational ares, we should
suppiort cost-cffective proposals, which the United States can sdopt either directly or in
coperation with other eountries, which wosld reduce temational i evagion by 1S, resadenta.
A mumber of proposals ane discussed balow, Any such measures Bave 1o wark in landem with
our withholding, rules and procederes for payments 1o foreign persons in o manner that allows the
LUmited States 10 condinue to benedit from foreign capatal.

I eonssdering thess proposals, B must ke emphesized that ke objective of promcting
varlunitary éompliance is undermined if we parane the relatively sy targets of nonscenplian
Torwign bamk= without also mking on “low hanging Fus™ complines measures at home. We alsz
should sctively anahysoe pnd purse: expanding information reporting on payments 1o Sub &
muﬁmm&e.rhﬂdﬁpm&n&crcuﬂ:dﬂxﬁnpmp:ﬂh,umllu nddressing cross-
boader paymenis. . To do otherwise Invites cynicisne

Semte]) (hercisaller Bwutcne ol Mihes] Broatsil X is clear (hal some olhe beges) cvadens did pol pasticopins in
thay CFVCD, a5 evidenced by thes comviction of Pr. Ol kel for avading races on approsd realy T200 malllon of
imnme. Foarm b, Weiner, Mews Analjelr Dismadifiday DS Freo the (N Repioe, 111 Tad MOTES HAT, 100
(D 8, DHEp. Morcihebss, realism requires recgniGos hal we o nel really koow how brge the proélen i asd
wi o ko i s delTiaih i aneck

' Tha tax pag nchudes upinterinnal ervors, which s commeeon i tax gpsem s conplicated as oens, The
prescriptiogs For Bis porlicn ol the e pa & the e low sirglifizaion and contined cferis by e TS o puvids
e lEr CUESIAT BENI0ES 30 TRV,

" fnn, w g, Joseph Nankman, Eigiv Trushe Abawr Collecring Cah From fe Cash Eronaery, 117 Tax NOTEE 108
[Det. 38, 3807% Led wxpra ke B (deiribing, vndants e whes mloenalion repering @ oo o).
“Eu!hml’.-mm ApwocsTe's 1T Avsarsl. RovorTt o Covarmss 560, weailabile o

Bitpr s i oo pabira-ulfare 3007 wel_|_legishiiverse o8 {hercinafie BaTionaL TAXRayi ADVOCATE'S

DT Asrdoal ReronT o Dosaeess ) Ledemsen, sapee s O, a0 12:18; Fay &, Sokal, Homgge o Igirdtien
Kervrmg, 7 WA, Tal N, 371 (2347},
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Al the end of my testimony, | saggest tho comsidention be gven o knger-iems
strocoaral changes In source txnil o of cross-tonder insome that wowekl requine consaliation and
cordination with other countris, These options showld be considered and acoepted or rejeciod
as pard af a bn:lll:llemn-th.a.mrnrmuJblmllms

Aeionding to the GAD, in 2003, 5293 billion im U5 -sounce fived or determinabde
income potentially subject to withholding was pald to forelgn persons,” ULS payors with
withhalding respansibility were required 1o reecive dotumentation af the payees” Forsign sais
either in the fons of @ sell-certificsion under penalties of perjury from the “beneficial comer™ of
the mezom or Throwgh a OF in a position (o vorify the sentity and stotus of the beneficial owner
{unless the surce of the paymenis was bearer chligntions mrgeted to foeeign persons)
Motwithstnnding that these were paymenis of LS. -soerce meome, the vast majority were sligible
for sxemption of reduced rates of withholding, OF the 5293 billian in 2003 paymests, the
amount withheld was spproximagedy 35 billion,™

Ulneder o rules described im Part 11 below, wmrﬂhﬂmclﬂﬂh*::h'mmfmm
U5, tax ot 1.5, ivestmnent incoens pald to foreipn persons. This has broad implications
rebewant o this hearing:

(1] Begames of the Isck of polontial tax revenuo from cross-border withhodding taxes, it is
nol cost-effective o devole disproportionate rescurces to sidorcmg the withhioldag ti on
invesiment Excome paid do Foreign persons. ™

(2) Other eountrles, ncludisg mast 115, irealy partners, follow a similar practice of
exempling much nonm-Svidend inveimenl incoms from source xetion with the resalt that there
is sbstantial scops For tax evasion internationally.™

I;ﬂ Db obligmions issued in the global fieed-incomse markets fssame o souncs:
tEwakion.

" f thvis amoant, @ relatieety small poviion, approaimasly |35% b rcponicd 1o bevs bee paid e e Stalcrem
of Mizhsel Bk, myrasoix 11, 31 18,

LB, Guv'T ACCOUNTANEITY CWFICE, RISCET T THR COMBMITTEE GH FIHANCE, LS, SEHATE, Tax COMPLILACE
(HAALIFIFD BvTErvasmary Prodrass PROvinss Soue ASSURAReE TEAT TANES Ok PORFITH IRVESTORE ARE
WTHHELT AKT: RERCTED, BT Car BE lsranven 19 (Takle 2) (Dee. 1%, 2007) (hescinafier 00 (H RERRT],
avanbeile of hitpedurers, g gov prodhcis 4 008599,

Wil dividends ire sibjeet o UL, withholding tax, il @ peashis in bold moa-d beidend paying oquliles o i mio
waps uch a5 wrading enoind dividend duies of wiing appropeisiely dedyned and amplemenisd moticesl prinzipsl
coniracis o avoid the wiikhalding i

™ bomethelees, in December, the BR5 LA Dvislon esinblished a new Ticr [ oudil bsee Toe “ULE. withhoking

aygents’” soctim: L Ireporting and witliolding on U5, soue FDAF inoome.” Background ray ba Soond on the
TBE web e al: WEps'twwein T T =340 3, 160 il

"™ 11 e et clear dhal the Europens Sorvinps Cirecties has hod & material effaor on this et While change is
tlirsing, i ronain e el e “ta colters™ of many oiber couniries gererally do 800 SEppoit vokinary Ly
corepilings m e same oo e i he Uaied Stles.
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(4] Thee facts encoumpe LS. persons to masguerade as foreigm persons.

What cen and shouwdd be done abouwt this? There ore significont consimings, ‘While the
nuter limits of its jurisdiction are ned absuys clear, generally the Unled Seaes dees not have
enforcement jurisdiction cver o forskgn Teancisl instingion that iz set awmed by o LS, pern
e does not carry on & U5, business (in the relevant entityh Accordingly, it is possible for o
LS, perasm b have am aceound al o foevign finemcial institution that is not subject to U5, third
pasty mdemation reporting. The rules for collecting withholding oo payments to forsign persons
arw coordinsted with tho domestic informuntion reporting and backosp withholding rules, but these
nakes do not apply in a renge of coses with respect o forelgn ecounts Az distussed In
succezding pamagraphs, the O aystem performs an imporiast williholdeng Rmction and may be
expanded o assiat in s regand, bt not every Foanzign hank is & CH and the detemmined evader
ean migrate Uy sach a hank. The backsiop to these systems is information exchenge batween
sedintrigs, Whils specific information requests are indeed time consuming and manpower
intensive, they are important bogh in uncovering information e as o progéylactic messaee ™
Below, 1 consider o set of proposals takieg imio secowd thess constraints,. There ig ne sngle
sllver budler,

T wctioms of LTBS thai gave rise 1o and are desoribed in the UBS defemed prosecation
anz smen by some as an indication of the failure of the gualifled intermediary ~“C17)
program® For reasons described below, the Q4 pragmam | an esenisd gart of the 115,
withholding system =0 lang as the Unised Simes conbing:s 1 have a patehsork of sathhalding
tn cuceptions and reduced s, The development of the Q1 negimg was an imporiant sdvance
in shansag cross bonder complinnce. While it necds to be sirengthered in cectain respects, it is
imporiant b undersiand the rode i plays in the withholding sysiem.

™ Beocwaie of inferet gros-ep clames, H i By dion tha nierest on such debt insmamenss would re-prics if s
were changsd in pelston w onsunding debl oblipgion

W Py TEMERT {THIRE) OF Pompin BELanons Law B4 401-13, 431 (1967},
= S infha nete TL

*¥ Thee U5 Treawary™s At Inferationsd Tax Cownrel siaisd jn sortbnony beites te Sersin Finsee ©Comm i
Hewrigg on Offlese Tax Evisien thal nfoemation obisised ender a treaty led io ai loaxi two biphepeotile L5, jax
avaakan comrictone. Tembnses Bt M Seimate Findees Civernibor o Qfkore T Evandoe (b 3, 28657}

| rstcmmea of Johs Heriegios, Tresmry Acting Infematbanal Tan Couns) (hereinafios Stnissseat of kakin
Hamingiom), dwaiadde o hilpsVsireas povipresroheassbp 82 ham, Qe of shes was the convietion of Waller C.
Aaoreon, who was sestenced o 9 yeirs in prisen in 2007 fr faibing & report $365 malion in ircome and trying t
it allshore enfilics ko evade UVS, Toddorall ared mondclpad faves of over 1200 million. Sa Casd D Leonaig, 5-Fear
Ferimcs for Tie Evanion; Mo dvoided! Payoeg 5 00 BI00 Mo, Woass, PoaT, Mar. 29, 3007, 0l BL The
witer coniction, in 3004, was that of Almon Cilean Braswel, who alterepted o evade mors than $ 10 million in
carpanie income tiee by neng an affthore somarstion end Bk scooiat, bl his e W daovens] oo
Feginn ke by the ULE wrder ihe TIEA, Sow David Rosevewolg, Woe Whoem Cliwen Pordseesd Eaers Plaa, LA
Todms, bdar, 3,700, o B,

* Defirmed Frosscation A preamsnt, United S v, UBS, Case No 496003 31-CR-COHH (S0 Fla Feh 19, 105

® Bee, e g Lo Sheppasd, Nner deabarie: fon sk, Don't Teld, Part & Segffecsast Dformation Sharing, 122 Tax
PeOTES 1411 (e, 23, 2009).

-
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The payments made to Qs genemally go throegh foredgn cleaning crgnnizations, banks or
ntfer finencial institutians thet pool ymst smounis of securities o the cemmibus aooounts tht see
an essentizl part of the efficiency of the domestic and global securities payments systems,
Domestic Information reposting and Bock-up withholding were desigred From the oulss with the
undermssding that the mancial insiiuisn clisest 0 the custemer, whethor o bBank, broker or
iher auch institition, would have the obligstion o isformastion report. The Inst payor in the
vhaimn woull have the cestomer®s name and taxpeyver identification samber and thereby be in o
posxtion o deliver @ Form 10849 1o the cosiomer shoudeg bis Income or geoss peocesds and 1o Gle
o copy with the IRS. Hefore developenent of e 0 ystem in the 1900, however, no mmabogoos
wysem for epvgs-boeder payments cxisied,

Unail e development of the QI system a U5, wathholding agent has no renliscic way 1o
know whether the beneficial owmer at the other and of & payments chals was & 115, or Faneign
perscn of whether thai persos was entliled w oeaty rellef. It was s apen sl that U8,
withhebding agems wens Iesalimg lorvign banks as thowgh they wene the beneficial owners of
amnibies accounts that they held for customers and that the withholding agents were feling 1o
wilhhuld tax contrary to regulations. In light of the renlity of the finssclal payments syaems oo
securities, sccurately depicted in a2 GAD chart astached as oo Appendix i this testimoeny, the
regulmicn v inially esreabistic sad wenl unnkserved, ™

The (] eyeem was developed a1 the bebest of U5, custodian banks 1o rodace their
cxposire 1 The incneasingly intolerablo risk of witkbolding liability with respect to portfolio
inbereal paid L forcign banks Shat were not in fact beneGoial owners of the inperest income.
Working closely with the Ertemal Revense Servios over a penod of several yesrs, regulations
were developed that allewed the LS, withholding agents to rely on dosantation received fram
s w5 wekl ag direet cusgomers unless they ko & reason b5 bnow il was pot cormect. One af the
key deciions mads m those regulstions was 1 follow inditional L5, tax rules sed respect a
F:lrmmrpunmmua.ru:nl.r-q:m henaficial cwner wighom regard o whether (| wad ownsd
by ona or a fow 1.5, pﬂ.‘lﬂﬂi T'H'Qli_‘.lﬂlm was an integral part of these regulstions and in
pssomce relied on a foreign bank with & direcd relatl cnship with & Toreipn customer 1o exercize
normal hasking “keow-your-cugtomer” dissiplings in sssuring thet the documeniation it received
sl welied upin vt cormecl. The £ regime prescribed aud®s by the bank*s exiemal auditees o

* D peais Thal thix ise wae ot Scosnd on when the fir eguistions inplermonting postfolio interest were
developed v biviine (e repeal of the wifibokding lax on portfolio intered: wa: driven by o desie of 115
sccuriies firms and de L5, Tremury 10 be able o smnse dobi i e Furobaesd morkel alber than thrmagh the
Methalads Antilles ety irssu for Beghosds, James F. Holdsa, Ir., Mot o Ceiminel, Repea o the
Winkiikagg e oo Pargflio Dol inderead Paldda Faredpmers, T oo’ Flacat Pofisker be e Cossesl & Ensdbyovel
Frnamoing, 5 Vo, Tax Bev, 375, 367.77 (19851 A g poinl ol Golintiin v whelber barar ablipations woukd
bz pemmiticd o b targrisd io foraige bapers, I-lrh‘luwmﬂ'ﬂ-aum thes frumicial indusbry citber did nai
probleies asising from the beacficial owacr ion recpiremene or e ghoally detenmensd gl 1o

= s dicinsed below, a cloasly beld fteeign corporation. hoiding imvesment sses penenlly woold be dther &
Hﬂ'_ﬂﬂbﬂﬂﬂlmﬁn—inhi{uwmuhﬂ_ﬁ dunbtoblens, Cormeqisally, de
fimsign corporvions o woik] be solijfsor elther (0 oorss) idhise oF it Meigh coonomic cquivalert i die
inormne ol i 118, shergholdary
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back siop the system.™ As the GAD bas recognized, she O systen improved ihe akiliy s
identify LIS, persons:

Copgarsd o L5 withholdisg sgenie, IRS has scklilional sssurnee
that il are properly withbolding the comrect amows of (e on (1.5
source income sent offshore. Because Qs are in overseas
locations, they ore mose |ikely to heve personal contact with NEAs
ar other persong who may ebim exemptions or ety benefits than
womkl U5 withholding apents. This direct relatiooship may
increase the likelihood that the O will collect adequate seoount
orwmership infammation and be alse o acursely judpe whether ils
clistommers ang who they claim 1 ke

Whizn it was first concoived, it was uncertain whether foreign banks would pateiguate m
the 1 system, However, subsiamial IRS efforts to explain the new system pensadid forsign
banks thet if they did net panicipats they would faes full 305 withhalding on @l interess 2nd
dividends il they dad pot provide individel costomer documentation. Providing individual
cushomer docurmen lalion, which would mquirtdiuhumnleﬂnmerrmmnnwf Feanks and
in many cases would be impectical. In 2003, there wene gweer 5000 Q1™ An important
gueszion HWWM“HMD”I&JIWWHMW@: without causing nuierizl
perticipants o leavs the B system.”

':I'h: inohility of a withbolding ngent o picree through lavers of payess alo kas prompaed
indusiry to pass fior internationel adoption of males that ars structurally similar o the
E]'I l-'-!rHJEH Ernproftsntly, an inforel Buzingss and governmenial consultative growp ot the
CQECTY i3 congidering (he practicality of precedures to ssmnoant ane of the eritieizns of the Q1
regime, nemedy, that beseficiel cwrer information |s ned msde availsble to the source country
and is mot readily usable by the cowmtry in which the mvestor mesides.  This is an imporiant
project and deserves the wrong sapport of e UL, Government.

Az niti] sk, the Uhnited States imposes little sounce tavation on isvestment income ol
nunresidents. The ability of nonresidents io inwest in U5, fixed income and non-dividend paying

 Boe |5, Amois cement TO0E-SE, 200844 LILE 108T; 11U % Motice 200164 2001.2 OB 195,
B EAD) EEMGRT, sipea note BE, e 12

“nmwmmmmm.m vl Sy and' Gover ' Az Permanaar
Swlcsrmnines o D oo Meoriar o Tax Hoven Fiaoncial fnatiusiom: Fhair Sormaiog it i Dssrasies
af dikore Eniies ad Aoposens for Ure By 005 Chvntr Chaly 17, 2008) (ataicmend of Dooglas Shulmem,
Commimioner of Internal Eovenee) (hereinafior Staomeni of Douglee Sudven), of 6, aveilable o

i N e it painpriblicd Blea S TITShel mandRSRFVISED pdf,

'ﬂ-ﬂ*ﬁmhmmmmmmmmﬂﬁhumw@n
procedan: [ALF} g of e program snd dial 5% of the Ol scootst For 008 ul e
withbso g Mmum:-ﬂ:m-:ﬂthﬂd may et ba repressiatvel GAD I RewonT, sages
ravba 18, o 26— 37,

¥ S CHARILATION Pk EOrs0ni ¢ COnHEATIGH AHD DEviLoresT, O roe TAx Friicy AT
ADLERISTRATION, RER0R T 06 POosinlk Trion BT 10 PRocinures Fon Tax Fouer For Croes-RoRnes

IHVESTCRS, GVl ol mp: s oeed o Halacerd 347104 1978388 pdf.

.



53

equities 2nd eam retunns free from LS. tax withow reliancs on o treaty {and treatmeent of &
foreign comporntion o & benelicial cwner), and the limils oo enlcement jurisdiction cver
feeeign finmnckal Etinions crestes an incemtive for U5 gitieens and residents o masquornde as
limeign pirsoms or irvest Through loevign corpomtions withoul reporting income esder the CFC
and PFIC rules. I is frasible and important %o take additiona] steps 1o Ensstrale evasion by 1S,
[persans

After 10 yemrs of experienss With the QI sysbim, il likely is possible 1o enhance the scope
al responsibilitics of & 04 in relation 1 1.5, citizens and residents wighout causing fiorcign
Tmancial insiulions to forego scting as (Hs. | is meoessary, however, io reoognize dat these
inslitutions cperate under the regulesory and legal regines of their home commtris. 1 will be
Emporize for the RS and Teeasury 1o consult with thesy instiutions and teir home ooty
autheritiss W R 0y tew requirements 1o silisfr soch laws. For meample, it may be
for LS. customers 1o make lim#ed waivers of electrosic privecy or banking confidencizling laws
im order for the foreign bank to be abile to provide Eformation o the 1IR3,

The GAQ Repant highlights that pebssstial amounis of payments are made o miknowm
peszipaenty in Vo counlmes by both 118, withholding agents and Qls. One wosld expect thet
it substanizl portion af thess payments are made on forsign rgeted “besrer™ deli Instrunsenis as
io which benedicial owner information in mot requised 10 be provided po a withholding agest ar
QL as disosssed further below, “Bearer paper” is an smachmnism; imded debt obligetions are
reconded o boolk siitey syetenss of clearing organizations esd banks."! The micnale for the rules
relating 1 bearer debl vbiigations, other than the foct that they have become embedided in dhe
Eurobond offering system, i that the foreign inngetng procedures e s adequate delens:
epains LS. tax evadiers. These roles mske (€ ssicr on banks and ssamities Fims do deal with
such securities and that such securilies sne markebed im the sume manner os bearer securities were
i thee: paast. Theere i o governmont or O related nuditing of the processes desipned 1o present
L1, vwners who aro mot exempt recipdents from chesdning such securilies. In my experiends
foreign financial institations” beck offices seem 10 have linke undensanding of the rules relalng
i bearer deb cbdigations beyond the fies thet that they must be disclosed in offering documenis
for Foresgm targeied issuss and that special notice naes apply bo sales o LS, persons. 1t shoald
be considered whether # is feasible to move these issoes o the 0 regime for regneed
ohligations.

The hest fallback |5 the shilicy o sk a treaty or TIEA partner for information.
Informasion sathorized 1o be euchanged from govermmess i govemment under ireathes and
TIEAs is relatively uncomsiraimed. With few exceptions, the ULS, practics kas bees 10 require
that infcematson be chtained by o treaty panser withow mgand b Jocal bank secrocy or similer
restrictions and be growkded in g form admissible imcourt. When making requests of TIEA
partners dal &0 w0l [ang am income s, it is impontang for the TRS po provide those governments
wilh context for the information requests nnd sxplais what Efermation @2 requesied and why, In
my experience, such commusdemtion materislly facilises the ability of the forvign govemment
i mssisl.

" T PPYEEA TAX SOCTION ASRORT 08 [SSI5RS RRLATISG 10 FESTRICTIONE 1U0ED 8 DFFERS AHD SALES OF
[E 4R B BOREE BY THE TAX BTy 4sm FIecal RITFORSIRILITE ACToF 1082 TEFILA™) 5-8 (. 1, 2007}
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Witk the preceding ax backgrousd, | semmarts seversl propesals fie congidertson thea
are discassed at grester [ength in Pan [V of this stabement.

. Spmmary of Propasals for Chasge

Certain propasale for nzforming the L5 meporting and withhididing sysems are el oo
bwere: and ang cxamined in greater detail in Fart [ below. These propesls could be implemented
in the shorter term, smd would sid the [RS in enforoement and reduce the eppartnity for evasion
of tnxes by ULS. persons. These propesals include:

# Hevising the ] system to require () infommation repariing on all accoents over o
ressonable threshodd hedd by LS, persons, includieg mformation reporting with nespec
T payvments 1 a closely-held foeeign conpomation in which 1.5, beseficial owners hold
mons than 1736 of the compamy.

®  Inereating IRS enforcoment resources dievoled 16 cross-booder enforcemen, includisg
resuurtes bo allow Os to submi information elecironically.

= Conssdering prospective climinaticn of the foreigo-targeted beerer obligmicn exceptian
to bemeficinl owner documentstion or QF reporting (hut retals the portfolio Interes
exemion (ke withholdingl This would elTectively requirs that participants in the
distribution snd haldizg ol forefgn trgeled debt be Qls.

*  Expandisg the merwiek of reies and TIEAs wsnder which infommation may be
ihanged with respect 10 U5, persans” nan-LILS. income and sepport collection and
sharing of tax information sebject to accepied tmcpayer information condideniiafimy
protections

»  Supponting OECT initfatives oo identify wnd promsote best preetices for elecironic
imformation exchange and procedures Tor implementing rale reductions al somee
et e &0 the e Gl this leslimony ang long-tarm aplicns for considerlion as par of

intirmational tax reform. These eptions ere intended to take into sccount shat technobogical
advancement may make it fexsible to isplement seurce tieackon on & much more sophistcaed
and numncsd Basks thes in the past, Thess eptions represent in exploration of opporlemilios 1o
inereiss the seope ol soanes taxalion of relumns 1o capilal in coordination with other countries in
o manner that more closely approxcimates the tmcstion of net income that was possihle
kdstorically. While this likely would reduce the Incestives and opportunities for evaion by U5,
persons, the primsiry purpase behind such options woakl be a broader colleclion of @x revenue
fram ereess-homder investmuenl. Those options, discussed m the end of this testimony, muss be
cinsidered in light of economic oonditions end ramifheations for capital marker and foreign
relations, os well g5 the feaslbality of incorparation inte the cxisting inlemational fimncisl
syadam,

=11-
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I, CURRENT LaW SHIRCE TAXATHN OF NONREHDENTS" L5 -500URCE INVESTMENT IRCOME,

A. Dyorvics of U5, Rasic Txati

The Ulniied States taxes the worldwide incceme of its resident aliens, cifzens, snd
comestic eompormiced, The United States then grants o credit againgt U5, weoss, sobjeet o
limsitstione, om mef Torgipm-soures meome on which the Bxpaver hae paid or deemesd 1 have paid
foreign income toxes. The generad parpose of the credit system &5 io prevent dowble taxation,
which is why the foreigs tex credit is limited to the amount of 'ty the United States would hwve
‘MMMWMHH'SIWM Ineame in Mm%ﬂr. The nades lor
disterminang the source of incoms are important undar this regime.

e of thex peany ways tbat o LS. person can eam forelgn soises iseome (s by awaing
e, directly or through & transparent entily, of 2 foncigm comporation (meaning an onlity
formesd under foreign low and trealed as a corporation for ULS. tax purposes). IF the foreign

ration’s incame is net subject to one of the many wti-defemral rules, the income is not
sudject oo U5, taxation antil it is repatdated, In other waeds, income Trom dividends and
rechermplione ars included in a sharcholder's Emcome under the same liming mechani=ms as fora
domestic corporation unless an anti-deferral rule applies.”

Two of the mian anti-deferml rals ape sabpar F {conralled forcign comparation {CFC)
rules) amed the passive fomign ievestment company (FFIC) niles. A CFC is a foreign corpomtion
over half whose total combined voting poeer or soial siock vadoe is oweed by one or more LS.
persans, each of whom ks considered to own ot lesst 1-pereent of the iotal veting ok ¥ A
CFC's “subpant F income™ is imputed 1o such sharehabders ay ondinary income. 17 the
sharcholder is a corporation owning al [east | 0-peroent of the voling then the sharehalder
can claim an indirect credia fior foredgn 1ax imposed on the CFC*s inpome.

A PFIC 18 a fereign corpdralion whers Ti-pencisd or mong o il gross income s pessive
ingoime or whers S0-pervent of its assets an classified as pessive™ A 1.5, sharebolder of
PFIC mmst either make o qualified electing fund (QEF) efection o be taxed currently on the

e P S1Eres, b, [RTERss IOk L ASFRCTS oF LS oo Taxanos § {Id al, 5000 ); Anssicas Bak
AZSOCIATH, HERRT OF THE TAEK FORCE 08 [MTERA TIOH AL Tax REFORA, 59 Tax Law. 639, §52-672 (Bpring
2806

o e TRAC. BS 391, 3000,

H e LT § 95T,

™ tybpai F lncome incledes . . _ Foelgn bees company Inooone, The cenirad elements of Toesign bise efpasy
irsazree are | || forsign peraomal holding company necme, and (7] Soreipn bass sompany sales snd sreioss inoome.”
S AMERICAN DAR ASSOCRATION, mypra obe 3, ol $50-70. Forcaga perscimal halding income penenlly ischades
what is graerally thought of ss “passive” or invessnent income. Kf Generally, fireign base commpany ssles ind

imcrome | papvica i “wvere subvivvaly Biihe mciiving bs corducied . . . wikin (he
Iesriders ala relited bane I a xl * BITENTS, my v 14, 0 5T
* Eeg 1RLC. | 960

W Rl § 1T
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PEIC"s Income cm @ flovw-through hagis,™ or repost gain on disposilion of the steek as enfirary
e with &n inlereet chanpe dezigned o nogale the benofit of deferral. Indiroct foroign tax
credits om PFIC income ane: svaslable 1o corporate sharcholdors that own |10-pervent or more of
the FFIC.

B. ion af M Idemits” =&l ! FIWAP and F

The akillity of the Usited States i @y the investment income ol non-LU,5. persons is
constrained by the seape of its jurisdiction and ils intorest in oltrecting foreign capizal s the
United Stales. Heus of the limitations on its jurisdiction, the United Stotes tooes foreign
persans enky on LS. -relaied income that kas o V5. source, Foreign persons that carry onoa 1S,
trade or basiness are taoeed o the net Income thet s effectively connsstsd with tat tmde or
busrinesa (BCIL I & nos-UL5. peraon ik a nesadent of a country with which the United States hes
an ineome e trealy, Bal person's income mes! be attritotable 10 so-colled “permasent
uilablizhment" in the United Stmies for i o be subject to LS, texmtion

HoeelL 5. persons saming mcome not cormesied with 8 ULS, iwade or business ane o]
om L5 -soarce imerest, dividesds and other Figed or delsrminabli, anmml or pericdical (FDAF)
Irzome with a L).5. soorce at a e of 2% (e bower treaty rate) on the gross amoussd of the
income:. Most gains on the sale of & security, other than a U8, real property imesest, ane not
considomed FOAF and are pof taoved by the Uhnited States. Cienerally, payments of isteres on &
debi obligation are deemed 1o heve o LU, source whes the gauer of the debi i3 o U5, tax
resident ar o U5, corpomation.’ Dividends are desmed 1o have n U3, source when shey ane paid
by & domestic coepoestion, ™ Within the sope of its taxing authoricy, the Urdted Stmies has made
& conEcicis decision & exempt browd calvgaries of non-dividend payments i non-015. persons
ol 1.5.-sourcs invesiment mcome from tasmibon.

C. ILE-Source Ingerest,
The mnst significant of these exempisoes lor wilhhodding 2re those for paymenis of bank
deposit mnd pontfolio Inbers and payments of inberest to foreign govemments.
i Fomk Depori, Shart-Ferm and Pargalio b,

T encourage non-ULS. persoes o use LS, baska and sivings insdibations, the United
Stotes has exempled Interest earmed by pich persons on 1.5, hank deposits from taxation An
lenpontss: sxemption slso exists for inlerest paymenis Lo foreign persons an obligations payable

& e LR, § 1293129,
U e TR § BN ).

¥ B LR, B BSN2) Devidenaks froen = Farcign cooporsiion can abn bs Geommed o have o U5 souroe. Sae
LRLC § B8RANI) For esample, dividends of o Ssreign compoeation are reafed s having o LS. sosrcs if 5
sijilicant prerticn of the forign compostion’s iscome is weied s efTestively comneciad with the conduct of w 115,
wailie o basiness. See LEC. § BS1(a)INEL

! Sow LR, 5§ STINAL SE100) CrarLes BL GUSTAFSON, ROMFRT L PEROHI & RICRARD CRAWHHDPLI,
TAXATICHN OF INTERRATIOH AL TRAMIACTIONS i B85 00 { 3d &l 2006).
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1EF chagrs or b from origimal imsue Similarly, & more penersl Sialutory sxemption for interes
paymenis on pontfolio indebledness received by non-ULS. persons makes: lending to LIS, persins
miore mitrwtive.

[ repealing the tx on porifidio Intentss, Congrese was concemed that the un|lateral
exempiion would Facilitste tx ovasion by U5, persos. ™ Congress included several restrictions
on the portfolio interest exception i onder to prevem such evasion that depended primarily on
wihssther the imerest was pald on s registersd or bearer ohiigation,

#) Rgistered obligatsoms,

As discussed in greater detail below, under those mestrictions the payor of inberest on a
registered obdigmtion ! must receive & statement that the heneficisl oumer of the obdigation is o
poa-l1 8 person s cnder foe the payiment 1o quallfly for the exenspeion (rom withhaldisg for
postiufia intercet, ™

k) Beearer obligations.

Prymonits of interest on en obligation that is not in registored form (that is in bearer form)
are only exempt foom taxstion as porifolio mderest if there e armingements rensonsbly designed
b prevesd the sale or resale of the ohligations b LS, peroes, interest on sech s obligaion s
paysble oaly aulsds the Unitéd Siates, and there i3 a galement on the B of the Shligation G
the effect that any LS, porson who Bolds the obligation will be sobject be lmitabons under LS.

* The e pin ks rom & convohnesd dhaln of simnery deflaltbong, See DAVIGC, GaRLOCE, PECERAL
B TANATION |:.|=:I‘n'r Iu:.'rll,n.-mn“ 1905 {Sth ed 2T

© Thia ¥ id sulk | Fer Fir de, o ived by 10%% sharchelder of e imuer
I:mnmmumlm .'.Ft'l'l.'ﬂ.f §ETHhHIL mwummimmﬂwﬂh}ammm
corportion from 5 ralstsd person. Sas LR, § SE1CHTREC).

* bty co-mashors and | bsarved in 242,

[0 encingiees Fof bunk depodit anad porifiks Bave nnbinally beo piifiGed
by she mpumesi i the imgosivion of g on (b gros aneoni ol need [sooms Ina
liguid capital market with resdy slisrmative ivesiments woeld ressli it buarden ol e
1) ki borne by LS. bornowers (includiag the U 8. goverement] theough bighes
Interest mmies. Wihether such an efTeel woald arise with regeeet o e 0. persond
remidiont in troaby conmities whe are aleesdy antibed io reduced pxies of tax o interes
paments wihowst ary dlstsiory excoption i not e, Heeeribclens, thin conca reflects
o widesprend |nem it relactands 1o la izl fon e hited forcign payors.

Sipphen |1 Shay, 1, Clifion Flemieg & Robort ). Peronl, The David B TIVaghar Laciare ™ WA s Sowe {5t ro Do
Wiih &7 ™ Soverce Baler ond (18 fiermansnal Taratias, $6 Tax 1 EY, K1, 123-2] {1087}

".ﬁ.nhlu.mulnhul.madhmd’iﬂnﬁ:mlumu.mq-l-d—;:udmmmu:_
{or tie ageei) and iransfir of e atdipstion may e eMecied ooty by sumender of e ofd Insranen and citien e
reiimaro: by the maser of the old nsirement o the rew bolder e the snance by e e of § reew lnsramen isi
B mewd Do e, o i) thee PRt v e princspal o, and Sinied mieest on, the chlgithos miy be amiresd only
dherugh s bk ooty oysiem malniained by e bsser (or s sgeacs of DU e oigaron s regisersd e bt
irciprl ard sy sisfed icrest wigh the msuer {or iie sgani}ed may b erefarsd froagh boib of the meads
descrfved bn (i) and (E) shove. Treew Rey. 30103 Le) Uy noe slar LIRS Hotios 2006-80, 200646 LILE %07

“ gor LRC, 5§ ETHBNENNH); 381040

-14-
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income tx lows.™ In pddition, in enacting the portfolio imenest exceplion, Congress gave the
LL.E.&, mathority o exclude from that sxception pevments of imerest to individuals resident in
countrics with which the United Stetes bas mformation exchange Insdequats to prevent tnx
evazions by 1LE, persone ™ Enforcement of the Timitations on the partfolia inbenest exceplion
has been dificull, o3 discussed balow,

2 Fevesfmear imcome pald fo fGeeigre goecr iR

Forelgn governinemis benefit fromn & speciel siwhinory exemption from axmlon for inoomes
that s received from pasaive investments.™ This exemgition goes beyosd that available for
porifolio inlerest. Income thal & Toréign povemment ricoives Fom U5, stocks, bonds or other
securitios, financinl instraments held in te execmtion of governmental financial or monetany
podicy ond bank deposit imterest i generally exempt from the 3% (or lower reaty mite} tx an
FIIAP Income.™ Like the exemgtion for portfolio interest, the foreign government sxemplion
wii: enaded b0 encoursge Forcign investment in th LUS. al o limé when e ULE. w8 in need of
t'ln-'lr:'m;;.":I The exemption for forsign govemments & not reguired under principlos of
sowEreign immumity, &5 such immvonity has pemerally been Bmited “to cnses where o foreign
grvemenent {or o govemment-owned eetity) is ncting In o ‘soversign’ capacity, as opposed & in
& private o comnmensial capacity,™ Indisd, the Goneign govermment sxceplion does ool spply W
incoms derived froen the condect of any commencial sctivity that s necoived by or from a
wonrolled commercial entity or that is derived From the disposition of any such easity.™ Foreign
govemments bepefit from special invesiment end trading exceptions io the commeseial activitis
naleq, although “[tjlese impoeant exoeprions w e defisition of ‘commerezal activitiss”
grmerally fr nod avalable in respect of actividies ander taken ag o dealern, or invesiments:
{inchiding loang) made by a “banking, financing or similar business.™ The exempticn from
gross tacation of passive investment income of foreign govemments bas facilitsted the
tremendius investment in the U.5. by fareign goverments and soversign weshih funds.”

T e LR B8 EYIRW TN AL BRI ) BESNIWR L

¥ e RO § ITL{hE ). This suiliorisy has ot bees ssad mad, i gl of gross-up clines i deld mdennures, might
Bave wrforessen coassquences iF owrcied

" Per TR § B,

U foe it

T Cop NEW VORE ST0THBAR ARSI TIOH TAX SECTIOH, RESONT 06 THE TAX ExEmrmioe) mom Frasxm
SOAEREKTHS LINDER SECTI0NM B2 OF THE THTERN AL IRV ENUE C00E 3 (Ruse 1008), suatabls ai-

it aras gl e/ Ciomten/ Cornen il iers T Tl s Botivn TaaRepoeta'] 15 TrpLpdf.

M wd,

" foe LR § BFAEL

= HEwW VORK STATE BAR ASSGCIATHIM TAX BECTHEL xupra raste 53, o M0 (Siieg Trer, Reg § 1002-4TH 1 Kk
sag also Teeas Reg. § 1.9924T.

" The Chiner greommeant, with approxinasialy §1 il lian wvesied to U5, Tresmries, i @ legest holer of U5,
povemmen delil. See o g, Michss] Wines, Chivo'r Leadier Sqa R o *Wornbed* Over L8 Trvananies, MBS Y 0RE
TiMES {March 13, 2HAL Srvsreign wealth fmids hive isvesied bindesds of bilEoes of dellan in the U5 See, 0g.
MW YORE STATH Bap ASSOCLATICN TN SROTHIL sprosom 53, 01 27,

1%



59

. .5 -soarce portfolio dividends,

Paywents of dividends o nen-LLS. persans that an: incaied as income [rom sources
witln the Umited Stales are pererally subjiect 1o tha groes fax om FOAT income. ™ Under maost
treatics, the tax i reduced From 30% to 1 5% an portfolio dividends.™

E. Gaing from personnl propemy,

Alibooagh dividends paid by s LS. compoestion o a nom-11,5, person s subjest o
tation, the gain from the sale of securitaes in that ULS, corporation genemally i not tawed i that
gain s niot effectively eosmected with a 115, irscks o business {or deemed to ba if the stock s 2
LS, real propery intenest), UDnlike the cam with porifolio isteres, which benefits from an
wacopttion 1o the gross tax on FOATP income, gains received by & moe- L5, person from the sale of
personal property (other than LS. real propesty imerests) sre genenally sod subject w108,
federal income tecation becswse they are not treated as FIVAP incoens i the first plase,™ Thus,
capiial gains realized by forelgn persans from the sale of US, stocks and secorities that are not
effectively connscied with o 115, trde or business are not subject bo sxmion.

The decision not to tax capital gains seems 1o et leegely on comaiderutinns of
adménistrative feasibility as, absent knoededge of @ s peyers basiz, the United Saies wouhl not
ke whle 1o desermine the correct amount of galn subiec) 10 Exstion,”

F. Motlonal peincips] confrcts,

Jusl 3 the exemplion of capital gains from tremment & FOAP incame wns the prodset of

sminisirative concerns, the xation of inocome from notional peincipal eontrmeta (WPCE™,
known as “swaps® rellecis o simdlas compromise that is not necessarly relmed to the

limitaticors an LS. jurisdiction or the peed for foreign investment. Income from WPCs is not
treated na FIRAR sobject 1o tunathon hevmese MPC pryments genemlly are sourced acocrding o
the residence of the pryvee™ Therefore, 0 payment om an MPC from s LS, person o o foreign
e 18 sordidenid 10 have a [oroign-sourte.  These scercing rales do mot reflect sy cleas
policy regarding the sourcing af income, bat mther reflect s admissirae alation 1o the
dilfculty of deferminimg the matere of the mcome arking from o swap.

® See LRC. § 3TI0HI WAL There are iceplions ko hic rula. 172 UL 5. comaration recersss ai least 20% of 115
groas income from the active condian of a foeelgn tide or Busisess, o partion of dividerds paid by that corperation
will et be sbject b Bootim, S LILE. § K71 (K200

® rd 10, U5, Model icoene Tax Conventios a . - . (Mw, SH06),
* Bex Trzar. Reg. § 1.1841-1KKHT)

*! The historical jutifiznin for cochuding cpital gains from. tie definition of FOAP is based larpey on the
praatical chfTio i of wilibobdisg (i 06 @ oo baiis, sl on action of femes or squalily s our reimenes of U5
wrd non-L1S: payees, Saay, Floming & Perond, siggea note 46,61 121

= Bt Trein. Beg. § LIEA-TON 1
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111 ADMTHIETRATIOM OF BESIDERCE A0 SOURCE TANXATION OF INVESTMENT IHNODME.

A. Defending residence tnstion of invesiment ieome,

The United Staies has tvee parallel sysiems for enfioreing the payoment of tax ol the sounce
by itw realdents and non-ressdenta saming LS -soleres meome, The enforeement of tax on non-
whags intoame of U5, nesdents focosss primarily on mformstion reporting, with & Backap
withholding system designed to asssre thal the [RS obtaies a comoet TTM and therolore is able to
match information on inoome paid to 1.5 residents with their inx rebems. Conversely, the hasis
of enforcemend of tax on LS. -source income of monresidents focuses primarily on withbolding st
the somnce as o resslht of the United States” limited jurisdiction wo enforee payrent of tas by
mommesiduntz. However, the withholding sysiom for pon-resdents is strewn with exemplions (s:e
beelowd]), amd the intemplay of te teo systems in the conlexdt of irtematicnal tressactions and
bankirg has presested opportunities for -t svasion by 115, residemts. As on initisd matser, &
il summary of the fwo systema of enforcement in helplul in ghvieg contest 1o the problems:
andl propaoged solufions Bced in his arena

i dnformation reporfieg and eceep recipianty,

The purpase af the U5, indformaticn reparting regime is o pronsotes compliance with e
rules. Every parsan engaged ina trode or busisess in the LS, must file certain Infornation
peturns and payes sasements with the IRS (these encomgass both Forms 1099 and Forms W-2),"
Pajyes slatements are fialements (hal masl be given o the taxpayer by enable him 1o file his own
imcome mmmmiﬁl}'udﬁmlr.“ Most mformation retoms Bave a comesponding payee
statement, and tha deta required to be providad on eech is genemlly ienieal.

The langest exception s the infomaton repofing rapeirements e for paymests made ta
exempd recipiens. Exempt recipicnis mchade Gorporalivng, exompl erganzealions, individual
retnzment plang, the 1.5, govemment, a sabe or 1.5, possession governmend, a foreign
povemmend an isternational erganization, 2 foreign central bank of is=ese, the Bank for
Imternational Setilemests, or ay wholly-owned agency or Instrumenialicy of dee ghove,™ These
nales exclude pyments 1o conpomatkons in general, regandiess of their jurlsdiction or beneficial

7. Documentation and back-up withholding.

Im certain circumstances, payors of non-wage income muost withbold agalnst paymems o
LS. perecees under the bockosp wiihholding rales of section 3406, Congress sboptad the backup
withhaldisg sysiem largely 1o prevent domestic taupayens from Giling to pay taes o certnin
ryped af imeome, @nch as dividends and imferes.™ In conirast g0 withholding on payments to
fureign persons described abowe, section 3406 is not imed at foreigs mapavers, but bs Insesd
mazan to be a collection mechanism for domestic axpayers.

= Bew LBUC, § 6041 Treax, Reg. i 150411, 1.6041-2,

e LR, §§ $0S16350T

 Trez, Beg § 14H1-3(p).

** S Jom 0. KUWTE & ROGEET . PRR0RS, LS, [NTERRATROHAL TAXATION § C206 (199 & Sepp. 2008),

NS
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Rackup withholfsg is regused on ceriain “repomabie paymests” made io paosees for
‘wiom an information nelurn was Tifed which hsd gither o missing (nons prowided by poyee or has
invalid charscters such 2s alphas or yphens) or an incorreet axpayer identification number
{nama/mumber combinstion dnsn-uirnn.hﬂ'l MRS or S84 files). The rate for all backup
withholding Is caremly 28%.%

A payr can glimines the niod For backup withbckling by repuariag that the paye:
Turnizh the payee’s txpayer identification numbsr and, in e case nl'dml:lu.rld.! mned inlerest,
cﬂhﬁ'mnht:kupwuilo]dlngdmmiupplfbmmafprmrundm,g This is
typically achioved by obisining sn [R5 Form Wl from the payoe. Alematively, ifa payes isa
Toreign persom, the payes can peovide documentetion of forsign stutus s deseribed below,
Tmprtantdy, iF 4 payvor is subsect 1o withisokling cligation under seetion 1441 (or any Glher
prowEsion of the Code) Backap niﬁhn{ﬁudmmm."

The combimaticn of informatica reponting and backup withholding is designed 1o crsure
that 115, pesrsors pay an eppropriole anscand of tax oo imvesemend Inooane, by giving the IRS
alfl'l-cltnt irfoeremmation nesded G audit gayments of reqiisisg colleetion of the L at the time of
tﬂ_'rn'l-tlll. Adlhdigh Besignaed I:'wnlmrt laapayers, backup withholding playe a rale in
Gertain intematioeal ranssctions.” 1.5, payors and coiaim non-11.5. payos who am qualified
mtermediaries as described below must back-up withhold im circumstances where & person is
consafered o LL5. person. Howewer, beoause the information reporting and backup withdolding
regimes sre nemower in the case of transactlons Evalving forelgn financial instivatlons reaking
paymenis cagside the United Staes in nespect of foreign scoounts, cerigin LS, penomns lave
akin shantage of the divergees ol application of thess rules by using forsign accounts and
wtbver offidhore mremgements o circumyvent the 15, reporting and backup withbalding regimes.™

“ Sar LR, § 5406 (imporing n 29% wiithakding nx, caboulvisd wiih refesscsda LRC, § Hedl Purssasis he
Ervepini: Groweh and Tax Relief Romeiliatin Aot of 2001, the wiiboldiag reie declised io 555 in 1004 and
thereafier. S Mab L Mo, 10716, § VR0 10F, 115 S 318, & Ulpdes e Snicet prowisos oF el o251, the smis
;l;-'hl-l:lﬂ'l'il_ﬂ'llr-wbﬁrlﬂlul A went inin effact) in J000 . Saa Ful, L Mo, 10716, § 990, 0|15 S 39,

* S LRC. B IA0SREIAL 3R060aH 1 HD

 Tre LR § MG
' 2 TOINT CoMMITTIR 0r TANATICN, SELFCTID 1S5UES RELATIRG TO TaX CioFLIARCE WiTa REPRCT T
LIFFAHORE ACOOLRTE D Ererrmess, POK-65-08 o 1934 2000},

™ few Lyl oy Beswring, Progmeed b L8E, U85 fr Claring Secret Amesunis, MUY, TIMES, fn, B, 3005, & B,

“mmnfmrnumrmmmm?ﬂ.uME Sex alro Cyothin Blum, Shorivg Sand Deponil
Irylormadion Wil Chiser Counries Shawd Ty Cospliawoe or Privocy Chalasr Presad?, 6 Fua, Tac, Rev_ 579, 550
02 (2004 [Jemcriing lax evaaion by 115, peracma theough offchare smangemenis), Backep reporing b sot
pequied i1 Forcigh dowroe inoome i paid oumside (ke Liailsd Suated by somizoie: who o sola LS, mryer or
middiernom, Tress, Rag. § 14083-5 B8 For “heckup™ withholding, & LS, payor or mbdlomen inchides (1) &
Foreiga serperidion thal i @ conbelled liweign corporagion, (7)o forcign paricenbip i) during e fax year, akhar
L5, parsons becdid prore duas ity peecent of The bHeres! in it iscoms: or cgitl o i & cogaged ia e comdect ol a
trade or busines in the United 5 ies b0 amy sccsoni, (5} a foredgn pevson i fifiy percent of more of |1 o Sooms
Foi Thios 183 peeceding yeazs in ECL, and (€] the Undad Slales bomch of o foraga Rask or freipe insirmncs
compeny. Treas Reg. § 1LAMRS(0) IR Amanou will aod be sercidenad paid autside dhe Unioaad Staies fin thie
perpess i the Bnancial ingitution’s cuiomer hes commenicatod with s agens, offios, o branoh of the Tieansal



A montioned sbove, a soparate enlomeoment regime has Been developed fo enforce
pavment of tax on 1. S -source FIMP income of non<LLS. persons. Sections 1941 asd 1442 of
the Code contaim detniled rales for the collectsom of withkding tax s the miles deseribed b
Saotion Il abave. This intermatioralheaceepted syatem of hivimg the payor withhold a gros
bisils tas af source addreses disectly the insbilisy of the swree country 10 aollest e tax imposed
on ineame ol a nonnesadent.

i Wi i o witvmiofeg agem.

The Code adopts a broad definition of “withholding agent” for purposes of these rules. A
withholding agent iz any person, whether o Uiﬂlmmﬂtmhw,ﬂ%
oestody, disposal, or payment of on item of Income of & forsign person subject W withiokling,
The tzrm Is defined to inclode every peraon in the dain of castody of & payment, nol simphy the
Dot presrins b Bawe contaol of & pagiment befons it is paid to = foreign person. Gemeralky, o person
wit g custody or comtrol over incame and & nol scting on behalf of their own. seoooms is &
polentiel withholding agenl. This is tnee regardless of whether the person is 8 natues] or kegal
person or is within or cutsido the United Siwte.™ Thus, the |oied and several Habibgy of the
withholdieg agent for the tnx 1o be withheld esables the United States v enlisree soures laxalion
of payments to those outside its jurisdee ton,

2 Mwenrme Selbgeer i Witkboloinr med Ercepiions

T non-resident allen nﬂhhmdiqmmmlhram;manwmnumfm
persaniof LS -source FIDAF income, as defined in Section [T above.™ This generully includes
alll U5 ~sosrie income unless sn excoption spplins. Tho withholding neles exclode severad
impartand ilems realized by noncesidents from LS. investments. The excemions for cemaln
imterest and gains apply to all nom-residess regardless of thelr domicile or reshdency jursdiction,
Thass, m oreaty or bilsters] agreement is requived before s son-10, 5. pecson cn ake sdvaniape of
thezse hroad excepilons i the non-LLS. perscn is the benelicial cwmer of the income and then
establishes his of iea foreign status, However, ila particalar payee falls owtside the stabstory
exemplione, e rate of withholding may vary depending on the residency of the payee, whether
1Bz paves can lake advantage of redoced rates of withholding under & treaty, sl S cxtent of
redisction or exemplion contained im the oreaty.

mihdion from within (be Uniled Staies [nchdivg by mail, islapbose, or 2 koo commsioalisn coseermiig de
wooowr 1 meose than “Holeted e infregueal” Ciredmatices. Treas. Ry, § | 6840-5iHT)

™ Tegan Hep § L131-Yalk1 )
™ Soe BARNTY ). MICLARLS, BUTERREATHIMAL T TI0H; TeTHsoLEH T2, 00 (2009,
™ iy ad mich, 2

=t
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3 Devwweniotion.

A withholding agont genernlly withholds tax on o payment smlsa the foreipn pesson
evidences #s oligibility for reled from withholding tax.™ The docmentation meuirsd $a prowe
foreign status or io qualify for the portfodio interest for sccounts with ULS. financial mstibations.
leelid digectly by non-L1%, persans consiss of a Form W-8 completed under penalties of perjury.
For forijgn scooumnts, rogalations umder section 1441 (13 shild the banden of investigating
benaficial pwmensip from ULS. wosiodians to forvign finoncial mstitations: mll&ﬂu-ljm
Emierface, and () prowvids clear rules requiring withholding in the shsence of documentation,™
The centenpiece of these regalations is the O regime described in Section C below,

I Cwervies of custody and poymersts sysieses.

The development of imerfinked ch2arance, settlement and custodial n'slm'ull:ltlumu
complexity and imtemefationships of financizl insthutoos across netional boundaries. ™ For
cxmple, many 'ﬁ‘!-l't|g|'l Finsecial Eenicmicns wtilize Incal custodians to hald seourities in
partivular jurisdiction,™ Many istittions will alsy aggregate clint aceounts by region, utilizing
un- omnikus accoand with a single :unn-ﬁmwimlhnmnu'l:uwih Il custcadisns: Tor sach
jurisdiction or regics of the seoarities held in the omsibus scoount.™ It is because of the system
of nmnikes aocowmis, teped custadinl refationshipa, and need for intenmediary hanics o ewome
croas-bonder iransfers of nassts, that the need for the Q1 regime sose,

™ S LRC B 184100); Trean Regg. § 14411000

™ S Trees. Beg. 5 1. 141-1(aH3). Before the 1957 witboing regifarions were Tianlleed, th porifolo imerast
rukes reguired dhai a Form WK be peovided fmm e banaficinl ownar of e iscome. Ser Treas. Heg. § 15 0.5
{1957,
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Chairman NEAL. Thank you. In fact, during the questioning pe-
riod, I'll have an opportunity to raise that with you.
Professor.
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STATEMENT OF REUVEN S. AVI-YONAH, IRWIN 1. COHN
PROFESSOR OF LAW, UNIVERSITY OF MICHIGAN LAW SCHOOL

Mr. AVI-YONAH. Chairman Neal, Ranking Member Tiberi, and
honored Members of the Committee and the staff, thank you very
much for inviting me today to testify before you again on this issue.

I think the UBS method shows that there are serious problems
with the QI initiative as it is currently drafted. Basically, though,
as we all know, UBS enabled American citizens to hide behind
sham corporations in various other secrecy jurisdictions other than
Switzerland, and thereby for a while escape the notice of the IRS.

And to some extent still, because they claim that under Swiss
bank secrecy law, they can’t disclose the identity of the other new
American accountholders, even when specifically requested by the
IRS to do so.

Now stepping back for a moment, what is the basic problem with
the QI program from my perspective? The QI program was set up
in order to enable foreigners to invest in the U.S. through the QI,
without the U.S. withholding agent knowing the identity of those
foreigners.

If a foreign person invests directly into United States, then the—
in principle, the U.S. withholding agent has the ability to collect in-
formation about that foreign person. The U.S.—in the end the pay-
ments come from the United States.

There is a U.S. withholding agent, and when the U.S. with-
holding agent makes a payment, even a payment that is exempt,
let’s say, under the portfolio interest exemption, there is the poten-
tial of collecting information about—and the Form W-8BEN, from
that person to know the identity of that person, whether or not
there is a treaty.

And then—if there is a treaty, then there is the potential for the
IRS to get that information from the American financial institu-
tion, in exchanging under the treaty information exchange.

Now the QI program was essentially set up so that this would
not happen. Under regulations proposed by the Clinton Adminis-
tration, but not yet finalized, American banks were supposed to col-
lect information about payments that are exempt under the port-
folio interest exemption.

And under the version proposed by the Bush Administration,
that would still apply, but only to 16 designated countries. I think
it should apply to every country and that these regulations should
be finalized.

But under the QI agreement, once you go with the QI—once a
foreigner goes with the QI, then the QI only reports to the Amer-
ican withholding agents, essentially summary or pooled informa-
tion about all the beneficiaries that it knows are eligible for let’s
say, the reduced withholding tax and dividends.

And the American withholding agent knows only that, only the
pooled information, and therefore there’s no information available
for treaty information exchange.

And I think that this is a problem, and what it enables, is essen-
tially for Americans to pretend that they are foreigners, submit
Form W-8BEN to the QI.
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Now here’s—they should—Mr. Shay identifies the QI is not sup-
posed to look behind this corporation to see whether there’s an
American behind it.

Now there’s some debate in the background material about
when—if the QI has actual knowledge that the corporation is
owned by an American, whether they should be—my view is that
if a QI has actual knowledge that there’s an American, then it
should treat it as an American and do back-up withholding and in-
formation reporting.

But it’s not entirely clear that under the current regulations and
the modern QI agreement, they have the obligation to do that.
Maybe they can just accept the corporate form as hiding the Amer-
ican sufficiently. And I think to that extent, that should be
changed.

Now the fundamental issue, though, is that I think that we are
doing this wrong, in the sense that—the reason that we’re doing it
the way we’re doing it, is that we want to essentially enable resi-
dents of other countries to evade those countries’ taxes.

And that’s how the QI agreement is set up. And the idea is they
will not invest in the United States if they are subject to residence
based taxation.

And I think that the solution to this, and in general to the issue
of source based withholding, is that we will prevent people—capital
from flying away from the United States, if we are willing to co-
operate with other residence countries and they are willing to co-
operate with us.

We should have under the G-20, let’s say, full information ex-
change with other countries. We should not try to cooperate with
tax evasion by residents of other countries. We should expect other
countries that have income taxes to cooperate with the information
exchange with us.

Fundamentally the whole tax haven and secrecy jurisdiction
issues is about cooperation by the rich countries in the world. It’s
not really about the tax havens themselves.

Thank you very much.

[The prepared statement of Mr. Avi-Yonah follows:]

Statement of Reuven S. Avi-Yonah, Irwin I. Cohn Professor of Law,
University of Michigan Law School

My name is Reuven S. Avi-Yonah. I am the Irwin I. Cohn Professor of Law and
Director of the International Tax Master of Law Program at the University of Michi-
gan Law School. I hold a JD (magna cum laude) from Harvard Law School and a
PhD in History from Harvard University. I have twenty years of full and part time
experience in the tax area, and have been associated with or consultant to leading
law firms like Wachtell, Lipton, Rosen & Katz and Cravath, Swaine & Moore. I
have also served as consultant to the U.S. Treasury Office of Tax Policy and as
member of the executive committee of the NY State Bar Tax Section. I am currently
Chair of the ABA Tax Section Committee on VAT, a member of the Steering Group
of the OECD International Network for Tax Research, and a Nonresident Fellow of
the Oxford University Center on Business Taxation. I have published thirteen books
and over 80 articles on various aspects of U.S. domestic and international taxation,
and have fifteen years of teaching experience in the tax area (including basic tax,
corporate tax, international tax and tax treaties) at Harvard, Michigan, NYU and
Penn Law Schools.

I would like to thank Representatives Neal and Tiberi and the Subcommittee staff
for inviting me to testify today on the issues underlying the recent dispute involving
Swiss banking secrecy and American taxpayers. Some of the following testimony is
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based on an article I co-authored with Joe Guttentag, but I remain solely respon-
sible for what follows.!

1. The UBS Case.

On June 19, 2008, Bradley Birkenfeld, a senior banker in UBS’s private banking
division, pled guilty in U.S. District Court, Southern District of Florida, to con-
spiracy to evade U.S. taxes. Mr. Birkenfeld, a U.S. citizen who worked at Zurich-
based UBS’s private banking unit from 2001 to 2006, told a judge he helped real
estate developer Igor Olenicoff dodge $7.2 million in U.S. Federal income taxes on
$200 million in assets hidden in Liechtenstein and Switzerland.

The Press Release by the IRS stated that:

According to statements and documents filed with the court, Birkenfeld’s services
to American clients violated a 2001 agreement that the Swiss bank entered into
with the United States. Under the terms of the agreement, the bank would identify
and document any customers who received reportable U.S. source income or would
withhold and anonymously pay a 28 percent withholding tax. This agreement was
a major departure from historical Swiss bank secrecy laws under which Swiss banks
concealed bank information for U.S. clients from the IRS.

When the bank notified its U.S. clients of the requirements of this agreement,
many of the bank’s wealthy U.S. clients refused to be identified, to have taxes with-
held from the income earned on their offshore assets or to sell their U.S. invest-
ments. These accounts were known at the Swiss bank as the United States
undeclared business.

In evidence provided by Birkenfeld to the court, managers and bankers at the
firm, including Birkenfeld, assisted the U.S. clients in concealing their ownership
of the assets held offshore by helping these wealthy customers create nominee and
sham entities. This was done to prevent the risk of losing the approximately $20
billion of assets under management in the United States undeclared business, which
earned the bank approximately $200 million per year in revenues. To this end,
Birkenfeld, managers and bankers at the Swiss bank, and U.S. clients prepared
false and misleading IRS forms that claimed that the owners of the accounts were
sham off-shore entities and failed to prepare and file IRS forms that should have
identified the true U.S. owner of the accounts.2

Subsequently, On February 18, 2009, UBS entered into a deferred prosecution
agreement on charges of conspiring to defraud the United States by impeding the
IRS. UBS agreed to pay $780 million and to provide the IRS with the identities and
account information of 250 U.S. residents. However, UBS refused to provide any in-
formation about the identity of an estimated 52,000 other U.S. clients holding bank
accounts with $14.8 billion in assets in Switzerland, citing Swiss bank secrecy law.
It claimed that the terms of its 2001 “Qualified Intermediary” (QI) agreement with
the IRS protected it from having to reveal the identity of its U.S. clients. The IRS
is currently in litigation with UBS over this matter.

The Extent to Which U.S. Residents Move Assets Offshore.

UBS’s U.S. clients relied on four simple realities: First, in today’s world, anyone
can open a bank account in Switzerland for a minimal fee over the internet, without
leaving the comfort of their home. Second, the account can be opened in the name
of a Caymans corporation, which can likewise be set up long-distance for minimal
transaction costs (as evident from any perusal of the back pages of the Economist
magazine, where law firms advertising such services abound). Third, money can be
transferred into the account electronically from the U.S. or from abroad, and in most
cases there would not be any reporting of such transactions to tax authorities. Fi-
nally, the funds in the Swiss account can then be used for investments in the U.S.
and in other high tax jurisdictions, and there would generally be no withholding
taxes on the resulting investment income, no Swiss taxes, and no information on
the true identity of the holder available to the IRS or any other tax authority. Sig-
nificantly, other than the use of Switzerland, both the underlying funds that were
deposited in the UBS accounts, and the investment income, were generally purely
domestic transactions, and the tax evaded was U.S. income tax on U.S. source in-
come beneficially owned by U.S. residents.

1See Joseph Guttentag and Reuven Avi-Yonah, Closing the International Tax Gap, in Max
B. Sawicky (ed.), Bridging the Tax Gap: Addressing the Crisis in Federal Tax Administration
(EPI, 2005), 99.

2BANKER PLEADS GUILTY TO HELPING AMERICAN REAL ESTATE DEVELOPER
EVADE INCOME TAX ON $200 MILLION, http:/www.usdoj.gov/usao/fls/PressReleases/080619-
01.html.
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The ability to use offshore tax havens to evade income taxes is a relatively recent
phenomenon. Since about 1980 there has been a dramatic lowering of both legal and
technological barriers to the movement of capital, goods and services, as countries
have relaxed their tariffs and capital controls, much of the world economy has shift-
ed from goods to services, and electronic means of delivering services and transfer-
ring funds have developed. At the same time, the tools used by tax administrations
to combat tax evasion have not changed significantly: Most tax administrations are
limited to enforcing taxes within their jurisdiction, and for international trans-
actions, can only rely on outdated mechanisms like exchange of information under
tax treaties with other high-tax countries, which are unavailing for income earned
through tax haven corporations. Simply put, we have the technology which enables
people to conduct their affairs without regard to national borders and without trans-
parency, while restricting tax collectors to geographic borders, meaningless in to-
day’s world.

The U.S. legitimately boasts one on the world’s higher compliance rates for tax
collections. However, most of the taxes collected by the IRS are from income that
is subject either to withholding at source (e.g., wages) or to automatic information
reporting to the IRS by financial institutions (e.g., interest or dividends from U.S.
payors). The IRS has recently estimated that in 2001 there was a total “tax gap”
(i.e., a difference between the taxes it collected and the taxes it should have col-
lected under existing law) of between $312 and $345 billion, or about 16 percent of
total taxes owed.? A large portion of this gap results from income that is subject
to neither withholding nor information reporting, such as most income of small busi-
nesses and income earned from foreign payors. For these types of income, the com-
pliance rate falls from over 90 percent to under 50 percent.*

No one, including the IRS, has a good estimate of the size of the international
tax gap.? This is not surprising given that the activities involved are illegal, but one
can make an educated guess based on a few publicly available numbers. In 2003,
the Boston Consulting Group estimated that the total holdings of cash deposits and
listed securities by high net worth individuals in the world were $38 trillion, and
that of these, $16.2 trillion were held by residents of North America. Out of these
$16.2 trillion, “less than” 10 percent was held offshore (as compared with, for exam-
ple, 20-30 percent offshore for Europe and 50-70 percent offshore for Latin America
and the Middle East).®

If one translates this estimate into approximately $1.5 trillion held offshore by
U.S. residents, and if one assumes that the amount held offshore earns 10 percent
annually, the international component of the tax gap would be the tax on $150 bil-
lion a year, or about $50 billion. This figure is in the mid range of estimates of the
international tax gap in 2002 by former IRS Commissioner Charles O. Rossotti ($40
billion) and by IRS consultant Jack Blum ($70 billion).”

3. The Potential for Offshore Entities to Serve as a Vehicle for Circum-
venting U.S. Tax Laws.

U.S. Tax Law currently includes several provisions designed to prevent U.S. resi-
dents from using offshore entities to circumvent U.S. tax law. In particular, the
anti-deferral rules (primarily Subpart F, IRC secs. 951-964, and the PFIC rules,
IRC secs. 1291-1298) provide for current taxation of U.S. shareholders on certain
types of income (primarily passive income) earned through foreign corporations.
However, it is unclear to what extent the IRS is successful in enforcing these rules.
In particular, the PFIC rules apply to any U.S. share ownership in a foreign cor-
poration that earns primarily passive income. Since the U.S. shareholder does not
have to control the foreign corporation, it is difficult for the IRS to adequately mon-
itor how many U.S. citizens or residents own shares in a PFIC, especially in situa-
tions in which treaty information exchange is not available (e.g., when the PFIC is
located in a tax haven and bank secrecy provisions apply).

3 Internal Revenue Service, The Tax Gap, www.irs.gov/pub/irs-utl/tax_gap_facts-figures (2005).

4Testimony of Treasury Assistant Secretary for Tax Policy Eric Solomon before Senate Fi-
nance Committee on Ways to Reduce the Tax Gap (April 18, 2007); Henry J. Aaron and Joel
Slemrod (eds.), The Crisis in Tax Administration. Washington, DC: The Brookings Institution
(2004).

5S;ee TIGTA, IRS Lacks Estimate for International Tax Gap, 2009 WTD 28-25 (Feb. 12,
2009).

6Boston Consulting Group, Global Wealth Report, www.bcg.com/publications/PUBID=899
(2004). For consistent figures see also Merrill Lynch, World Wealth Report, www.ml.com/media/
18252.pdf (2004).

7Martin A. Sullivan, U.S. Citizens Hide Hundreds of Billions in Cayman Accounts, 103 Tax
Notes 956 (2004).
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4. The Effect of Foreign Jurisdiction Secrecy Rules on the Efficacy of Tax
Law.

Foreign tax haven jurisdictions typically have strict bank secrecy laws that pro-
hibit release of depositor information. The U.S. currently has bilateral information
exchange agreements with several tax haven jurisdictions. However, most of the ex-
isting agreements are restricted only to criminal matters. Criminal matters are a
very small part of overall tax collections, and pose very difficult evidentiary issues
in the international context. Moreover, the agreements sometimes require the sub-
ject matter to be criminal in both the U.S. and the tax haven, which would never
be the case for pure tax evasion. In addition, they typically require the U.S. to make
a specific request relating to particular individuals, and they also typically do not
override bank secrecy provisions in tax haven laws. These limitations mean that ex-
isting tax information exchange agreements, while helpful and important in some
cases, are of limited value in closing the overall international tax gap.

5. The Adequacy of Reporting and Withholding Rules.

Under current U.S. rules, withholding is required (under IRC secs. 1441-1442) if
the U.S. payor knows (or has reason to know) that the payment is subject to with-
holding. Similar rules apply to information reporting. However, if a U.S. payor re-
ceives a Form W-8BEN from a payee certifying that it is a foreign corporation, it
may not withhold or submit Form 1099 (information report) to the IRS, even if it
knows that the foreign corporation is a shell that is de facto controlled by a U.S.
person.

The problem is exacerbated by the “Qualified Intermediary” (QI) program, set up
by the IRS in 2000. This program is described by Shay, Fleming and Peroni as fol-
lows:

Generally, a U.S. withholding agent that makes payment of income subject to
withholding to a foreign person reports the amount of the payment and the identity
of the payee to the Service on a Form 1042-S attached to the withholding agent’s
own return on Form 1042. The information from Form 1042-S is one of the most
important elements of information provided to certain treaty partners under the
Service’s program for routine exchange of information under income tax treaties.

Under the current QI regime, the QI does not pass on to the withholding agent
the identity of beneficial owners claiming treaty relief but does retain the informa-
tion. Assuming, as is the case most of the time, that the QI has not assumed with-
holding responsibility, the withholding agent makes payments to accounts grouped
according to withholding pools and files a single Form 1042-S for the pool without
identifying the individual payee. Thus, for example, the withholding agent files a
single Form 1042-S for the pool of accounts eligible for the 15 percent treaty divi-
dend rate. In this case, the identity of the payee remains unknown unless
the Service makes a specific request for the identity of payees. The pooling
approach, which is central to the efficiency and attractiveness of the QI regime to
a foreign financial institution, cuts off the potential practical utility of pooled infor-
mation for exchange under income tax treaties. This is because the information is
not broken down by taxpayer and therefore is unsuitable for exchange with a treaty
partner. Similarly, the United States for years limited its information exchange of
bank deposit interest to accounts held by Canadians and, after strong lobbying by
banks, recently proposed only a limited extension of collection of this information
from foreign persons resident in a limited number of selected treaty countries. Why
is this significant? Domestically, the United States relies on comprehensive informa-
tion reporting for payments of interest, dividends, and gross proceeds from the sale
of securities to individuals and other nonexempt recipients. If a taxpayer does not
supply a correct taxpayer identification number, the threat of a back-up withholding
tax on the payment, currently at a rate of 30 percent, provides a significant back-
stop to the information reporting rules. The final withholding tax regulations inte-
grate the domestic information reporting and back-up withholding rules with the
Chapter 3 withholding rules so that payments to foreign intermediaries acting for
U.S. persons are covered by the domestic information reporting system. There are
limits on the reach of these rules, however. Generally, U.S. persons, controlled for-
eign corporations, and foreign corporations more than 50 percent of whose income
is effectively connected with a U.S. trade of business must apply the information
reporting and back-up withholding rules. The QI regime also preserves Form 1099
reporting with respect to U.S. persons that are not exempt from information report-
ing under domestic rules. As a practical matter, however, the comprehensive
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U.S. regime for enforcement of tax on income from capital stops at the wa-
ter’s edge.8

Fundamentally, the QI regime represents a bargain: The QI agrees to verify the
identities and residency status of the beneficial owners of its accounts. In exchange,
the U.S. agrees to trust the QI and as a result neither the U.S. withholding agent
nor the IRS (unless it specifically requests) gets any information that can be trans-
mitted to our treaty partners under the exchange of information provisions of our
tax treaties.?

Essentially, the U.S. was telling foreign investors that instead of putting their
money into the U.S. directly, in which case it might be subject to exchange of infor-
mation and revealed to their country of residence, they could use the QI program
to ensure that neither the U.S. withholding agent nor the IRS has the information.
Thus, the IRS could tell the treaty partner with a straight face that it did not have
the information the treaty partner needed to enforce its tax laws on its own resi-
dents, even though it was the IRS itself that entered into the agreement that pre-
vented it from having the requisite information.

As the UBS case shows, however, the QI program can easily be abused. Since the
IRS does not have the information on beneficial ownership from the QI, it has to
trust the QI to either report accounts held by U.S. residents on Form 1099 or per-
form backup withholding. Not surprisingly, a QI like UBS is tempted to accept
funds from U.S. residents and not comply with information reporting or backup
withholding, since it knows the IRS will in all likelihood not audit it (since an audit
may give the IRS the information on foreign residents that the QI program was de-
signed for it not to have).

In my opinion, a better way to deal with our treaty partners is to help them en-
force their tax laws on their own residents, and expect them to help the U.S. enforce
its laws on its residents. Cooperation, not competition, is the solution to the offshore
tax abuse problem.

6. Recommendations to Address Offshore Tax Abuses.1?
a. Increased IRS enforcement.

It is well known that the IRS has in recent years faced an increased workload
with diminished resources. From 1992 to 2001, IRS “full time equivalent” staff de-
creased by about 20,000 positions. This trend has been reversed more recently, but
as former Commissioner Rossotti has written, the increase is not enough to keep
up with the increase in complexity of the tax system and the size of the economy.!!
Congress has repeatedly in recent years increased the complexity of our tax law
without adding funding to the IRS. Bipartisan groups like the Committee for Eco-
nomic Development have called for more resources and political support to be given
to the IRS.12

I believe the IRS should dedicate more resources to attempting to close the inter-
national tax gap. In particular, the IRS should give more priority, and be given
more resources, to audit compliance with existing laws requiring U.S. taxpayers to
report ownership of foreign bank accounts and stock in foreign corporations. If the
UBS case is any indication, such increased attention may generate many dollars in
tax revenue for every dollar spent on enforcement.

b. Bilateral information exchange.

The Organization for Economic Cooperation and Development (OECD) has re-
cently modified Article 26 (Exchange of Information) in its model income tax treaty,
and has adopted a model Tax Information Exchange Agreement (TIEA), both of
which are intended address the problems with current exchange of information
agreements discussed above. Under the new Article 26 and model TIEA, exchange

8 Stephen E. Shay, J. Clifton Fleming Jr. and Robert J. Peroni, The David R. Tillinghast Lec-
ture, “What’s Source Got to Do With It?” Source Rules and U.S. International Taxation, in The
Tillinghast Lectures 1996-2005, 301-302 (2001) (emphases added).

9The U.S. currently has one of the most extensive tax treaty networks in the world, com-
prising of 67 full fledged treaties and 23 Tax Information Exchange Agreements. John Venuti
et al., Current Status of U.S. Treaties and International Tax Agreements, 38 Tax Management
Int’l J. 174 (March 2009).

10Tn addition to these recommendations, Congress should enact and the President should sign
S. 506/H.R. 1265, the Stop Tax Havens Abuse Act, introduced on March 2, 2009 by Sen. Carl
Levin, D-Mich., Sen. Sheldon Whitehouse, D-RI, Sen. Claire McCaskill, D-Mo. and Sen. Bill
Nelson, D-Fla. in the Senate and by over 40 Members led by Rep. Lloyd Doggett, D-Tex. and
Rep. Rosa DeLauro, D-Conn in the House.

11 Charles O. Rossotti, Letter to Senators Charles Grassley and Max Baucus (March 22, 2004).

12 Committee for Economic Development, A New Tax Framework: A Blueprint for Averting a
Fiscal Crisis (2005).
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of information relates to civil as well as criminal tax liabilities, does not require
“dual criminality” or suspicion of a crime other than tax evasion, and overrides bank
secrecy provisions in domestic laws. These are the principles that underlie the vast
majority of U.S. TIEAs, and where they fall short, the U.S. should renegotiate the
TIEAs to incorporate these principles.

I will discuss below the steps I believe are needed to induce tax haven jurisdic-
tions to negotiate such agreements with the US. For other jurisdictions that are not
tax havens, the inducement is the information they can obtain from the U.S. on
their own residents. To ensure such information is available, the Treasury should
finalize regulations proposed by the Clinton Administration that require U.S. banks
and financial institutions to collect information on interest payments made to over-
seas jurisdictions when the interest itself is exempt from withholding under the
portfolio interest exemption.'3 The Treasury has proposed to limit such regulations
to 16 designated countries, but as Blum writes, there is no legitimate privacy or
other reason to impose such limitations. The banks should collect all the informa-
tion, and the Treasury should use its existing authority not to exchange it in situa-
tions in which it might be misused by non-democratic foreign governments (e.g.,
when freedom fighters use U.S. bank accounts).

c. Cooperation with OECD and the G20.

Current Treasury policy is to focus on bilateral agreements to obtain needed infor-
mation exchange cooperation. However, the OECD has been at the forefront of per-
suading tax haven jurisdictions to cooperate with information exchange, and is an
organization that the U.S. had traditionally played a leading role in and whose work
benefits both governments and the private sector. The U.S. should cooperate with
the OECD and other appropriate international and regional organizations, such as
the G20, in their efforts to improve information exchange and in particular to per-
suade the tax havens of the world to enter into bilateral information exchange
agreements based on the OECD model. The OECD has made significant progress
since it began focusing on this issue in 1998, but more needs to be done, both on
persuading laggard jurisdictions to cooperate and on increasing the level of informa-
tion exchange available from cooperating jurisdictions.4

d. Incentives to tax havens.

The U.S. should adopt a carrot and stick approach to tax havens in order to pro-
vide incentives to cooperate with information exchange. In particular, the U.S. and
other donor countries, multilateral and regional organizations should increase aid
of a type which would enable those countries to shift their economies from reliance
on the offshore sector to other sources of income.

It should be noted that the common perception that the benefits of being a tax
haven flow primarily to residents of the tax haven is misguided. The financial bene-
fits of tax haven operations, while funding a minimal level of government services,
often flow primarily to professionals providing banking and legal services, many of
whom live in rich countries, rather than to the often needy residents of the tax ha-
vens. Thus, with some transitional support, it is likely that most of the tax havens
would see the welfare of their own residents improve as they wean themselves from
dependence on the offshore sector.

3. Sanctions on non-cooperating tax havens.

In the case of non-cooperating tax havens, I support the U.S. Treasury using its
existing authority to prospectively deny the benefits of the portfolio interest exemp-
tion to countries that do not provide adequate exchange of information.'> This step
is necessary, in my opinion, to prevent non-cooperating tax havens from aiding U.S.
residents to evade U.S. income tax.

A principal problem of dealing with tax havens is that if even a few of them do
not cooperate with information exchange, tax evaders are likely to shift their funds
there from cooperating jurisdictions, thereby rewarding the non-cooperating ones
and deterring others from cooperation. Thus, some jurisdictions have advertised
their refusal to cooperate with the OECD efforts.

13 Cynthia Blum, Sharing Bank Deposit Information with Other Countries: Should Tax Com-
pliance or Privacy Claims Prevail, 6 Fl. Tax Rev. 579 (2005).

14See Reuven S. Avi-Yonah, The OECD Harmful Tax Competition Report: A Tenth Anniver-
sary Retrospective, forthcoming in Brooklyn J. Int’l L. (2009)

15See IRC section 871(h)(6). If this step is taken, Treasury should adopt Limitation on Bene-
fits regulations to ensure against abuse of the portfolio interest exemption by nonresidents in
cases that it does apply. For a model, see Treas. Reg. 1.881-3 (the conduit financing regula-
tions).
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However, if the political will existed, the tax haven problem could easily be re-
solved by the rich countries through their own action. The key observation here is
that funds cannot remain in tax havens and be productive; they must be reinvested
into the rich and stable economies in the world (which is why some laundered funds
that need to remain in the havens earn a negative interest rate). If the rich coun-
tries could agree, they could eliminate the tax havens’ harmful activities overnight
by, for example, refusing to allow deductions for payments to designated non-cooper-
ating tax havens or restricting the ability of financial institutions to provide services
with respect to tax haven operations.

The EU and Japan have both committed themselves to tax their residents on for-
eign source interest income. The EU Savings Directive, in particular, requires all
EU members to cooperate in automatic and comprehensive exchange of information
or impose a withholding tax on interest paid to EU residents.1® Both the EU and
Japan would like to extend this treatment to income from the US. Thus, this would
seem an appropriate moment to cooperate with other OECD and G20 member coun-
tries by imposing a withholding tax on payments to tax havens that cannot be in-
duced to cooperate in exchange of information, without triggering a flow of capital
out of the US.

f. Withholding and Information Reporting.

The IRS should revise its regulations (under IRC secs. 1441-1442) to provide that
U.S. payors may not accept W8—BEN as evidence of foreign status, and must issue
Form 1099s, when they know (or have reason to know) that payments to foreign
corporations in fact inure to the benefit of U.S. persons. In addition, the QI program
should be revised to require QIs to automatically provide information on actual ben-
eficial ownership of all accounts to the IRS.

7. 7. Conclusion.

The UBS saga indicates that the international tax gap is a significant component
of the overall tax gap. In order to maintain any kind of tax system, the U.S. public
needs to be confident that current law can be enforced and that tax evasion will
be caught and prosecuted. Thus, I hope that bipartisan support can be found for
taking the steps identified above to close the international tax gap. These steps offer
the potential of raising additional revenue without raising taxes, and of leveling the
playing field between ordinary Americans who pay their fair share of taxes and oth-
ers who do not.

Chairman NEAL. Mr. Blessing.

STATEMENT OF PETER H. BLESSING, PARTNER, SHEARMAN
AND STERLING

Mr. BLESSING. Chairman Neal, Ranking Member Tiberi, and
M(eimbers of the Subcommittee, thank you for asking me to testify
today.

I will focus on two issues in respect to detecting unreported in-
vestment income in overseas accounts, in particular tax treaty in-
fogmation exchange agreements and the qualified intermediary pro-
cedures.

There are two principal types of bilateral agreements that are
chiefly used by the tax authorities for information exchange. These
are the comprehensive income tax treaties and secondly, the tax in-
formation exchange agreements, which are stand alone agree-
ments.

However, under each of these, typically the information that’s re-
quired to be exchanged is limited to what’s available in the normal
course of the tax administration of the requested country as a mat-
ter of sovereignty and domestic law, but this can include bank se-
crecy provisions.

16 EU Directive 2003/48/EC on Taxation of Savings (2003).
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Very recently, in response to the pending G—20 blacklist of unco-
operative countries and pressure from particular countries, includ-
ing the United States and France and Germany, a number of coun-
tries that previously had relied on their bank secrecy provisions
have announced they’ll override their domestic limitations, and not
claim bank secrecy as preventing production, subject to imple-
menting this in new agreements.

This experience shows that used carefully, multilateral action by
countries, including blacklists or threatened blacklists, can be an
effective tool to convince certain countries that information ex-
change in is their best interest.

I'm not suggesting that every blacklist necessarily is helpful. The
Stop Tax Haven Abuse Act contains a proposed unilateral blacklist
of 34 countries for a very different purpose. One concern is that the
safeguards be there for designating countries.

Furthermore, the Act would be—the Act would represent a sub-
stantial shift in enforcement burden onto financial institutions,
which would be required to report voluminous information covering
virtually all financial transactions involving an offshore secrecy ju-
risdiction. The benefits of the provision must be weighed against
the compliance cost.

Turning now to the QI program, of great interest is a report on
withholding procedures released in January of this year, which was
prepared by the informal consultative group established by the
OECD Committee on fiscal affairs.

Notably, the group’s report recommends a system that looks very
much like the U.S. QI system. In that system, a foreign financial
institution enters into an agreement with the IRS, pursuant to
which it may accept primary withholding and documentation obli-
gations subject to external audit, in exchange for a simplified
pooled reporting and non-disclosure of client identities to the IRS,
and to—most importantly, to its competitors down—upstream in
the chain of information.

A significant difference from the QI system is that the identities
of beneficial owners of payments would be disclosed to the source
countries, something Professor Avi-Yonah was just suggesting
would be a good thing.

This would address the flip side of information exchange, namely
the needs of a country to obtain information about its residents.
The United States would benefit from another country affirma-
tively apprising the U.S. tax authorities of accounts beneficially
owned by U.S. residents and citizens.

The United States in turn would be expected to do the converse.
However, there’s a problem here. For example, the IRS W-8BEN
is not currently required to be filed with the IRS under the QI pro-
gram, so the IRS has no—or otherwise, for that matter, so the IRS
has no record of the identity of payees of the QI system.

For non-QI payments, there is reporting to the IRS in 1042-S,
but as the GAO report noted, the IRS is not currently able to proc-
ess that effectively for use.

The U.S. Government Accounting Office reported in the QI pro-
gram in December of 2007. While it concluded that the QI program
contains features that give the IRS some assurance that QIs are
more likely to properly withhold and report tax on U.S. source in-
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come than other withholding agents, it suggested that the audit
standards be enhanced by requiring the external auditor to report
any indications of fraud or illegal activity that could significantly
affect the results of the review.

In response, the IRS issued proposed changes to the model QI
agreement and the audit procedures in November of 2008, as Com-
missioner Shulman noted, to broaden the requirement and the re-
quired self-reporting by the QI and increase the procedures re-
quired to be performed, and documentation required to be exam-
ined by the auditor.

The IRS has received comments on the proposal from certain
audit firms and QIs. Clearly, a balance will be needed to be struck
between the interests of a viable review and audit procedures, and
the increased costs associated with the proposed procedures, which
may be beyond the ability of smaller QIs to meet.

In conclusion, I believe that the QI program overall is well con-
ceived, plays a key role in the U.S. withholding tax system, and
should be supported, including with adequate funding. Attention is
appropriately being paid to strengthening the external review proc-
ess.

A particular limiting factor is that external “audits” are required
only to be in accordance with the agreed upon procedure standard,
which means that they do not constitute an audit or review, and
therefore are not an expression of an opinion by the auditor.

I would be happy to take any questions. Thank you very much.

[The prepared statement of Mr. Blessing follows:]
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Btk reutine and spenionecus infonmation exchanges normally sro done on a reciprodal
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thres: 1ypes of infnmalion exchange, lnving the groundwork for beoad infomeation exchenge
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are limited in scope to ecchanpe of mfiermeation on reguest

E. FBARS
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poricd, the maximmem Fine goes up b 5000000 ar |0-year im|:l|.'ii:|.‘a-m'.lnI-":'T Then: ang &lso
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markets, The eriteria teal shisdd be used 1o evaluase these shor-term propossls include an

4 e TDF L2321, Repont ol Pareign Biak ind Firensial Acceunts (20681
¥ e bl

5 Sew 11 LA § 5323 {H0E6)

= Ser b

% FOAMT CORMTTTRE G TAXATION, xupera noie 70, o 19-311

LA, Y T ACCOUWTARILITY OFFICE, Tax CobPLEARTE: CTFScRE FINAHCIAL ACTITY CREATES
ERFORCTENT [ERiEs Hom RS, GAD-M-1TAT 3 {20871
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evnlumion whether the proposal: (i) will meanirgfully affieot complinnge 1oon eend thet
Justifies dee pddithosal burdes for the Government and mxpaver or reponting entity, {i) ke
capable of mglementation omn o ool elfactive higis; and (i) allow the affected merkes to work in
& reasomablby mismer without disraption? 1 have not considened whether lepistation |5 regueied

[ tiwoss propecea s and recommeend allowing wse of regalatory anthorily whens it alreudy ciss.

The shori-term proposals discussed below fooss primarily on initEtives that will md the
[R5 ini enforcement of existing lroes and egpansiors of the QI progrem o shat down existing
apportunities for explodiation.

1. Expand obligations of (i to provide feforsation reports amd Mot L5
rsany,

By expasding the O meponsibilities o cncompss & brodder informational reporling
respansihility with respect to U3, panmns, there would e fewor opportumitics for LS. taxpayers
1o evade their respansibilities. The first proposal is to require that Ofs engage in imformation
reporiing o all sccounts over & reasonohle threshold where & LS. person is the beneficial owner
and dhe G has moee than a tereshald number of szeoums Sor US. persons. The second, relaed
progeezall i3 That (2 inchabe 1,5, persons holding meore thas 105 of & som-1,5, corporate entity
ar forsign tres in e new nloamalion ceporting regime,

z} Requiro (s 1o kentify U5, Account Holders. and Submit Information
Reponts With Respect to Such Interests.

Expanding (5" responsibilities to incbade information reperiing bas been saggested in
the past, and concems have gensrally Tocused o feasibiliny of such & system, sad worrles that
addstional responsibilicies would discournpe pamicipation in the 1 program.'™ However, the
gaperienee ol the peenl 10 vers suppests thal the benelis of becoming o QI likely sutweigh the
burdin of ressomably calibrated additional responsibilities.""" Furthermece, the experience of
dome=tic institmtions with 1099 reponting hes showm that sconoamics of scale can grestly reduce
{or ot Iuﬂmﬂﬂﬂrnnﬂnl}ﬁr:hrdunfrtpﬂ'ﬂg."r For these reasens, the [R5 should be
outhorized to require information reposting from Cls wheo Fave @ certaln mésdmum pesiher of
U5, secoimi-hoklers wilh resper) e secounts above o certain vahes threshald,

¥ pvoral propousls feree bess s In recentl mpnhs o epnd Qls° resparsfilities. See GAD OF BER®T, g
ke 16, nt 35; FREMANEST SUBCOMMITTER O BFSTIGATION, 1 5. SENATE, TAX Ha¥id BANEA AMD LS, TAX
Comarranres §e Chaly 17, W) (hercinaber PE] Tax Haves REMIET), avallalile o

hip:Ategac. senain.gov/'peblic’ HlesfIT| PSR epom pdf. Siop Tax Haven Abine A 5. 508, | 11th Cong, (3],
Addisimally, Bewven 3. Avi-Yosh, my co-panclist lodry, soggess thai sn ccpassion of O reaponaibilities in
Inchde FRFF repopting aad ik op withlokling when a0 beless oF b reson 16 bl eve paymcels i besSng
maxds in w L5, parsan,

""I'hi:l.l:lMﬁnhhu‘dﬂnufhﬂpﬁﬁﬂiﬁhhﬂlhﬂnmmmmnwril
place. Nae Dhoughes: Shd losan, fagea more 10 6l 6.

"2 e I Gov™ Apcouaiability Odfice, Reper io she Cormmities on Finarce, 115, Sesaie, Tox Complince: Cosh
arud Used of Thisd-Farty Informutin Retums 3§ Moy HEIT), madishle o
Mmm-.ppﬂmmmww[
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The peed for 6 minimem threshold is necessary not cady 1o preserve participation in the
1 program, b also 10 prevent discrlminetion sgalest LS. peraons lving sheoad with [egitimase
meeds For a bank aceosst in & pos-115, jurisdiction. Instinting sm aceoimt vales theeshold, in
addition b setting a myinimum rambor of sccounts, will erabls banks 1o offor aczounis o smaller
hoklers, mach as students and working expatrinles, without triggesing additional burdens.

The type mnd navere of infomeation reporting should be determined theough consultaticn
with ihe IRS w ensure the ability 1o have elecironis wransmission and processing, Inlormation
gathered i pev-cleetann: Form, ar walbail TR, aenproeniscs the shility ol the TRS o
adequately stilize such imformativn. '™

by Information Repoting LLS Persons Hodding More Than 10% of a
mon-LL%, Corporate Entity or Foreign T

Im adddivicn 1o divect account Bokdess, consideration should ke given, 1 mguiring Qs w0
identily and provide the IRS with identifving information with respect so ULS. persoms it has
reason B0 know own more than 10%% of o non=LLS. conporate entity or benedicial interest ina
foredgn trast holding an secount wich the instemlen. Sesting o mbsdmum canceship leved ar 1995
witll slliaw the TRS o cosndingss the mlommataom with Fomm M7 1 meporing with nospedt fo
Toreagn corporations.

2 ey procediral measires
n) Exiesd sintuie of Hmitations

Recent progesals for reform, such 5 a recemly clrewtated discussion drafl of & bill in the
Senate,'"! have included an extension of the period of limitations on msessment of tax when
taxpayer Gailbed to moport a foreipn bank account or underneporied income from sech an aoooust.
These proposals showld be exiended to include taxpayers failing 10 report weomes o Interests
hedd through non=U15, corporste entitics aed tets,

The ariginal punpess of an exienson of the normal throe-yoar stalute of limitalions to six
wears was hased on a priciphe of RS notice."® Typically, where a tmopayer has sobsizninlly
understated or omitied mcome, on extension of the saboie of Hmitatons 1o six vears s
approprinte, becmme the RS would require additional time to Idestify such an cmission'™ This
is supgported by the defiense gramed fo taxpayers whise sulficient inlfamalion and disclosure was
riusde 06 9 reburn (o gt the TRS on notice of the omitted mcome.”"”

W e mugwep Sacthon 111D,

" See Discumion D, A Bl to Amesd the Inseral Reveres Code off 1980 in Imgrose Tax Compliasce Witk
Feespect s Olhor: Transctions, aad s Othes Purpiics, 8, L1 1th Cong, § 3 (3= circubsted Mar. 74, 27009

™ few Colany v, Come's, 357 115, 28, 36 {1938} (revicwiag e predevesior i section 6501 asd firding L
“Congnain waa mrimanly concerzed wits providing for w lenger poriod of limhasons whese perims comainsd

¥ Naw LR, § §30008); Tress. Reg. § 3065016k
' Sor Trewe Hog. § 306401 () 10 1K) Crdooe, 357 U5, a0 35-40,

=XE.
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The principles jeatblying on extended stanate of limitstions clearly apply in the context of
[orvign bamk acosts held by (15, persins, where the [RS mes rely om even less information
then with respect 1o purely domestic income and asssts. To the extent thet 2 U5, person has
Thiled to dischose income from a foreign hamik accownt, repgandless of the matemlaty of the
amlssion, the slx-vear extension should apply o allow the [RS sufficient time to utilize
imgrratiseal infemation resources, including requens for informanion mader tremties ond TIEAS
Az moted above, information fram TIEAS, trestics and Ols s cuminily mel submmed
electromically, and genemlly does not mclode any sort off idengifying numdbser. Allowing the TRS
addisional tteves would allow i o use unmatched infoemaiion.

b Ineresss TRS asmbil resousees; Elesirmic Submisshon of O Information

Ary efTort muds 1o mérias; TRE enforcement ressurces devoled 1) enses-Eoadicr
enforcement, would betier ennble the IRS 10 trck down individuals circemventing the LS,
doanestic information reporting sysiem. [nchsded among any such initiatives would be cresting
1RS resoarces and svstems 1o enabde s 1o subenlt isformation electronically os well 25
initEtives for elecironic infomraton gathering from treaty parners discissed below,""™ This
shonld be conssdersd in comjunction with any imereased informalsceal reparing respeesibilnies
placed on s

A Prospechively ediminate fgfer 200 @) the forelen-targeded bearer obfigation
exceptian v benefiotal oweer docmesstanag or (8 reportieg.

Consaderation showdd be piven 1 progpectively reating all foreipn tmrgeted obligaions
that pay 1.5 —asiace miesedl &3 or m the sane emnier a8 registensd obhgations, This would at
requine DI:I|[I:'|.1.II:I'I1 of the same beneficial ovwner withholding documeniastion as waold bo mequinsd
fora Q1"

4 Kepand Treary and TTEA Mfarsaation Eookangs

Tha: United Stascs shonld continue 1o negoliste additiona] treatics ad TIEAE &3 & méans
of expanding the scope of hilateal information sxckange with other couniries. In this regard, the
mmulduhmm]mmnmﬁgmmmdmwmmhymmﬂ
courries in sddition to Canada."™ This was proposed in the Climion Admibsdstrazion, but wes not
pursied dardng the Bush Admisisiration,™

04, sienilar propocall wish iatrodisosd i the GADHQ RIFORT. Sec A0 Q1 Repail, nupea nole 16, 41 35,
1 g WA, T EB.“I'III'I mm]ﬂ B IT-38 [l:l:-m'ﬂ.ﬁnl[lmp-:lllwn:pll s o thes chalindthon

of regidered Fored may be problematic n carbvin purisdicions whes i i
lﬁuiuﬂmw-h MﬂmlhdwﬂdﬂlﬂhﬂmhiMMNlﬂm
U Trees. Rag. § 1 6045-8

W 136100-00, 66 Frd Rg. 1925 Tan. 17, 2001

300



83

I Longer teom scarce fasalicn issucs

A seoond set of options shoakd be ponsidered s part of o beosder 1o reform.  These
opticas would explare the opperunities o increase the scope of somres xathon of retunns o
capiral in eoordination with other countries in & masser that more closely sppronimstes el
of met inéoms tan has bien possible hiswrically, The following options should be considered in
relaliom o their scanomic offects, mmifications for capital markets and forcign relations, and
feasibility for incorporation into the existing intkematicnal financial system.

i Infermarional Stovdards For Elecrrome nbrmation Evchaege.

The Treassry Dieparimeni shoald strongly suppoert initiatives ai the OBECTY and bilaterally
i pemmit intsrnmtional infarmsation exchange clestronically Thiat is coded in a mmnner that permifs
informazion recipient countries 10 maeh information with that in il raer information files,™
This wiruld cfectively enable the United States 1o institute matching programs for pon-L0L. 5
income eamed by its residenis. Maiching information o tax rebamns is critical 1o the IRS's
successful enforcement of existieg e ows pnd shutiing down evasion fechnigees utilized by
(15, persons.

A with e develapment ol mereased infoemaiion reporting by Oz, canelul cormsultnion
with the [R5 meganding hooe fo maost effectively stare imHrmstion should be considoned. Withaout
a mambering system %o fully integrats the exchange with ils existing, masching system, the
efficavy of information cxchange is Bmited. However, de use of other maiohing systems, such
a5 passport numkers of other koeal fomms of Identification may be able 1o be imegrated with the
RS coment Informetion grsbeme, 10 alas will be essential to protest the confidentialing of
teapayeer mmlvemation et is exchanped.

L Expemson of Sowrce Tavation of Imvestment facome

Consideration coald be given expanding the sowrce taxation of capital imcome, excepl as
relieved by treaties, in coordination with major trading paniners. This woudd he o dramaric
chesge im LS. policy snd woald have io satiafy o high burden of 10 justify pursail. The
fundamenead insight i that it should be poeible with new rechnalogies e move away from the
exismve prods basis tusalion and schieve a more roasonable net basis taxation. This is
particulardy tnee of gaims, with the anticipated sdvent of basis reporiing.

Comeemns reganding the fiow of capital to the Unieed Saates would have so be
nddressed, ™ Cilven the current cconamic realitics thess eontems sy real, An inbermational s

'™ Kes, ¢, Pres Rroleass, U5 Smare Cofemilles on Finater, (e’ Bawur Coll for Baevier OF 185 Law af
FWMWMIW T, 2008 ) samiahis &

bitpodifinanes scesie i s ekl 81700 lf, The OIS ke has bgan e pating wayps 1o
hﬂ'ﬂlﬂﬂﬂﬂu’lﬂwnr-ﬁr—ﬂﬁ.ﬂmrﬁ-ﬂm Sev Rerrarks by Aagel
Crorrin, Secretary-Choneral, OBCTY, Romarks pi the G7 Flaarcs Miskssers Dineer (Febraary 13, 2809}, arailde of
BOporwe pnl rgfdociren VS, S8 en 1648 IA4ET AZIREEI0 0 | 1 Bkl

¥ Ag oy co-awibors and 1 noled [s 2002

The excmptions: for bark depogl snd porfollo imieres bave tredidonally e
Justifiad By ke argument el the impasiion of & 1 on ke grosi ascemi of
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refomm in 6 country that continses io tox income, howover, should consider the ramiflcations for
wix evasion amd avosdince af bl unalstera| exsmplions l!lr'l'i'lth]H'i.nE #l =aarce without
ilemification of the income”s benelicial owner.

- " "

D wepild be plesssd wossawer sy questices the Comenittes might have.

Inersit ocme i a liqusl capilal markei with ey aliemaites ireesimens
wrraldl resaiH i thee Busden of e s being bome by 115, burmwes (inchuding
the U5, povernment) frough Mgher fmees pes. Whellss smich v effec)
wrnild aring with pespect 80 non- U5 penmms redidenl in weety couniTies who e
already cotiled W eeduced rmies of lax gu el paymesis wihoul sy
FIMIDNY exceptne 8 polelean. Mevenbeess, this oecem reilects o witdespresd
intematicnal relciasce b 1w Imieresi Irom uincliaied Soreigh payons.

Shay, Pleming & Forond, sene aote 85 o 122233

-31-



85

Stephen B. Shay
HKaopes & Gy

Thie [etemetinnel Flacs
Bewition, hlA 021 110-2624
(617 951-TI0 it Jial}
(617 951-T050 {facsmilo}

Email: gshmgiropesery com
Mdir. Shay is nod appesniag on behalf of oy olient ar ceganization.

Biagraphy

Stophen E. Skay is a lax pariner with Kopes & Jray in Boston, Masadtasetts. Stephen has
exiensive sxperiznos in the imemational tax area, ndvising clients that inclode karge and

e lussized multnational companies, fnamcinl Instiuthons, and glohal investors om lssues suck
as foreign tax credits, defierral of LS, txation, forcign curneney gains amd losses, withholding
taxes and finsncil product jsses, Sephen regrabarly sdvises chients on transfer priving issecs
and hes secoesfully resolved numerces transfer pricing controversies with the [RE. Stophen
nlse works with Bopes & Gray's Private Client Group ndvisisg high net worh clienis on oross-
border Incame tax planndng. Stephen baz been recognized 42 o leading practhioner In Clamiders
Cilirl: The World s Lawiieg Lavwpers, Chambers D8A! dmerica s Lendimg Lavgaies, Thee Bt
Loavwiary dn Arvrics, Fursimsdesy"s Cluidy do e Worfa!'s Lepeimg Tas Aavivers sl
Eurcmuney s, Givcle o The Feal of the et

Enephen hes been & Lecturer in Law o the Harveed Law Schood in 2005 mod in 2005 through
2H8 teaching a course on intereational aspects of U5, income taxmtion Stephen wis the
Jucquin 13, Blerman Visicing Lecturer In Tosatkon & Yale Law School in 24, Stephen has
served i Azsciale Reporter o the Amerean Law bratinane's Faleral Tnsoeme Tax Projeet on
Imcims: Tax Treatics with Reporicrs David B, Tilimghast and Profossor Hugh Auh. He alsoe i a
Coumeil Dirvctor of the American Bar Azsociation Tax Seciion and has served as Cheimean of
tho Tax Section”s Cosmittes om Forekgn Activities of IS, Taxpayers.

Befiore joining Ropes & Gray in 1987, Stephen was the Intemnsilboen) Tax Counsel for the Unised
Staies Depanmesd of the Treasury, Prioe 1o jodning the Tressury Dupartmant as an Atomey
Adhviisar in 1962, Soephin was msocialed with Feaviz & McGrath and Condert Brothers in Mew
Work City. Scephen received 1.0, and MA.A. degrees fram Colambis Universicy in 1976 and
his B.A. from 'Wesleyvan University im 1972

Stephen has sehored o co-gathoned numserous artselis amd bas testifed before Congress on
inbernalional 1ax policy issus, Stephen’s princpal publicatioss and testimony are set out below.,

Testimony, Commésies en Flance, 115, Sensie, Hearing on The Foundation of
Iritermartional Tax Reform: Worldwide, Termtarial, and Something in Between (June 26,
ZHIE)
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Testimony, Commmtes on Ways amd Means, U5, House of Representatives, Hearing on
Falr and Bguitable Tax Policy for America’s Working Familbes (Seprember 6, 2007)

American Bar Associston Tax Scction, Task Force on Inbernational Tax Refoem,
“Beport of the Task Porce on Inematbonal Tax Reform,™ 50 Laveyer 648 (2006)
(principal draftamanj

Testimony, Subconmities on Szlect Reverme Mexsures of the Ways and heans
Committes, [15, Howse of Representatives, Hearing on LS, Internatbonal
Campetitiveness (hane 23, 2(HG)

Testimony, President’s Advisoey Panel an Federal Tax Reform, Pare] on Intemstianal
Income Toxation (May 13, 2HE)

“Exploring Alternatives to Subpart F.™ B TAXES 29 (Mas. 2004),

“The David K. Tilinghast Lechore: “Whet"s Source Got to Da With 18?" Source Fules
and ULE. Intermational Taxation,” 56 Tax Lew Eev. B1 {200%) (co-nputhored with Robert 1.
Feromi and J. Clifton Fleming Jr.)

Testinsany, Finance Committes, United Siates Senate, Hearing on Inbernaticnal
Competitivensas (July 16, 7H03)

“Keform and Simplification of the US. Fareign Tax Credit Rubes,” 31 Tax Motes Int’|
1145 (September 29, 2003 and 100 Tax Notes 103 {October 6, 2003) (co-authon:d with
Robert 1 Perond and J, Clifton Fleming Ir.)

Uit MHHE-41 Guidance for Withhalding Foreign Parmienships,” 31 Tax Mgmt Int'l ).
340 (Movember &, 2002} {co-authared with Elaine B. Murphy)

Testimony, Ways & Means Commines, U5, House of Representatives, Hearing on W0
Extroterritorial Income Decision (Febouary 28, B002)

"Faimess in Intermational Taxnation: The Ability-to-Pay Case for Taxing Worldwide
Encome," 5 Fla. Tax Rev, 29% (3001) {co-authored with ). Clifton Fleming, Jr, and Bobert
1. Peroni}

“hn Altermative View of Deferml: Considering n Proposal to Curtail, Mot Expand,
Dieferral,” 20 Tax Motes Int'] 387 aneary 30, 2000 {co-guthored with J, Clifton
Fleming, Jr. and Kobent 1. Perani)

“Defamal: Corsider Ending It, Instead of Expanding I, §6 Tax Motes £37 {Feh, 7,
2000} {eo-authored with ), Clifton Fleming, Jr. and Bobest J. Peroni)
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“Taking Territerial Taxation to Task,” 20 Tax Modes Int'] 1178 (hpril 17, 20000 [eo-
suthored with Robert 1. Perond amd 1, Clifton Flemdng, Ie.)

“rualified Iniermesdiary Status, At 11l: Rev. Proc, 2000-12% Fmal Qualified
Intermediary Apresiment and Amendments w Final Withholding Rules," 39 Tax BAgmu,
Tmt*] 1. 403 (Fuby 14, 2000 {co-suthoned with Susan C. Morse and Christopher J. Peiers)

“Prualified Infermediary Status, Act Il: Motice 98-8 and The Role of A Quwalified

Intermediary,™ 28 Tax Mgmi. Int'l 1. 259 (May 14, 1999 {co-suthored with Susan C,
Morse)

“lBetting Sericus About Curtailing Deferral of 1.5, Tax on Forelgn Souwnes Income,™ 52
EMU Law Rev, 453 (Spring 1999} (co-authored Robet 1. Peroni and J. Clifion Flemning,
Ir}

“Crualified Intermediary Stalus: A Mew ‘Witkhakding Rale for Foreign Financinl
Irstitatiors Under Final 1.5, Withhedding Regulations,™ 27 Tax Mgmt Int'l J, 3 (1995
(co-authared with Sesan £, Morse)

“Sebected Intermational Aspects of Tax Reform Proposals,” 51 U, MEsmi L. Rev. 1029
(19597], reprinted in American Bar Associstion Section of Taxstlon, T Svabems Tax
Force, A Compirehensive Apalysis of Current Consumption Tax Prapasals™ (19597)
(co-authored with Yictoria P, Summers)

"Revisiting 115, Anti-Deferral Budes,” TAXES (December, 1 596}
“Chapiter &, Taxathon Paliey,” co-authored with Elinare 1. Richandson, Esg,, in Pritehard,

ed., Economic Develogment, Foreign Investment and the Law: Ismes of Private Sector
Involvensat Forsign Investrpent and the Bule of Law in a New Era, (Kluwer 1996)

“IRS Makes Flip Transactions Taxable,” 5 Int'l Tax Bev. 17 (luly/August 19943

“Re-cxamining Choper 3 income tax withholding and the role of the withhalding
egent,” Alpert and van Raad, eds., Easavs on Intermational Taxation (Khewer 15893)

“Final Szction 367¢) Regs. linprove on Temp. Regs., Dot Policy Concems Remaln,” 4
X Indt™l Tax'n 244 (Juns, 1993)

“Final Dual Corsolidated Loss Regs. 56l Have Some High Hurdlea," 4 1. Int'l Tax™n 52
(February, 1993) (co-ambared with Rom P, Watsan)

“Dhspute Resplution Faces Mumerous Olbstaches,” 3 Int'] Tax Rev. 15 {April, 195)
The American Law Instieuse, Federal Income Tax Project - United States Income T

Treaties {American Liw Irstitute 1992) (Associate Beporter to Beporiers Dovid R
Tillinghast, Faq, arsd Professor Hagh 1. Aulth
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“Report on Legislaive Propozal w Repeal Seciion 1491, American Bar Association
Tz Beclion Commbties on Farsign Activities of 1.8, Taxpavers, Subcommilies on
Hection 367 and 1491 Transctions {prncipal drafisman with Frank B. Coiclani, Jr)

“Comments on Proposed Regulations Under Section 36Te),™ American Bar Association
Tax Section Committes an Foreign Activities of 115, Taxpayers, Subcommittes on
Section 367 and 1491 Transactions (principal drafismon with Jay H. Zimbler)

"Section B64(e) and the Allocation of Experses Under the Temporary Regulstions,” 18
Tax hpmt, na’l J, 23% (1585}

“The Post-TAMERA Trearment of LS. Sharekolders af PFICs: Part 1" 70 1. Tax'n 296
{Jans, 1955

“The Posl-TAMEA Treatmenl of US. Sharehaolders of PFICs: Panl 1,770 ). Tow'm 374
{Jume, 1959}

“Section Bfd{) and the Allocation and Apportsanment of Interest Expense Under the
Proposed Regulations,” 17 Tax bgmd, 1ol 1. 51 (February, 198%)

“The Controveraial CFC Inberest Metting Bule in the Propossd Interest Allocation
Regubathons,” 17 Tax Mg, Iot°L ) 25 {lansery, 1988)
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Chairman NEAL. Thank the panelists.
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Mr. Shay, you and others have suggested that QIs need to know
more about the beneficial owners of foreign corporations than is
currently required, which results in QIs basically accepting it at
face value.

What exactly would you require of QIs in order to be in compli-
ance with this additional mandate?

Mr. SHAY. I think, Mr. Chairman, that in fact QIs often do know
a fair amount about beneficial owners of corporations, because of
the know-your-customer rules when they’re closely held.

But for purposes of this discussion, I think what I would rec-
ommend is, subject to working through with the IRS fairly care-
fully, is consideration of requiring a QI to provide information
about thresholds U.S. owners of foreign corporations. In my testi-
mony we said 10 percent or more owners of U.S. corporations—for
a couple of reasons.

If that information is provided to the IRS, then it can then cross
check and be sure that those U.S. persons have complied with their
income tax obligations with respect to those corporations.

If those corporations were either closely controlled or hold pri-
marily passive assets, under our existing U.S. rules, they should
have included income currently in their U.S. taxable income, so
this would be an effective check. There may be circumstances
where it would make sense to go beyond that.

One other comment I would make. In my testimony, I have high-
lighted the important role that QIs play in the withholding system.
This would be an additional burden for a foreign corporation that’s
participating.

It is a judgement call, but my judgement is that being a qualified
intermediary now is sufficiently important for foreign banks in the
international capital markets, that they would be willing to take on
some additional burden.

I urge the Committee to give the IRS flexibility to work out the
detail, so that the system doesn’t cause QIs to leave the system.

Chairman NEAL. Thank you, Mr. Shay.

Mr. Blessing, you nuanced part of this—in your testimony, you
nuanced part of this question that I'm about to raise. I'm interested
in the EU Savings Directive that is explained in your testimony,
and you did speak to this issue.

Do you think that the U.S. could participate in such an auto-
matic reporting regime, or would it overwhelm our banks and fi-
nancial institutions, so that it would be deemed overburdensome?

Mr. BLESSING. The EU Savings Directive is a very different
type of system, which requires the reporting of interest to EU—by
EU participants to external parties, to non-EU parties.

In the U.S. reporting system, I don’t think that there’s anything
quite comparable. We do require reporting of most payments. We
have declined to require reporting of bank payments by domestic
banks. That was not—at the time, there was some concern that
that would be a burden on the systems.

But the primary concern, I believe, was that there would be a im-
pact on the capital flow to banks. In other words, U.S. domestic
banks lobbied against that provision, because they were concerned
that they would not receive the same deposits if they were required
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to report the interest. I don’t think the systems is a problem any-
more, my own view.

Chairman NEAL. And Professor Avi-Yonah, you seem to be the
lone voice against the QI system today. We’ve heard your testimony
that the dark secret before the QI system was implemented was
that no one had any idea where the payments were going, and at
least with QI they have some idea.

Would you support this system with modifications that were out-
lined by the Commissioner today?

Mr. AVI-YONAH. Yes. I didn’t mean to imply that I think the
QI system is worthless. I think there is a world imaginable in
which we would not need the QI system, and I think that would
be a preferable world, in which we in fact withhold on all payments
that are not, for example, to treaty countries, that is we would re-
peal the portfolio interest exemption, or at least the Treasury Sec-
retary applies his ability to suspend it to all payments to countries
that don’t participate in full exchange of information.

But that—I appreciate following Mr. Blessing’s testimony just
now, we can’t really under current circumstances, do that unilater-
ally without triggering a capital outflow for the United States.

I think that can only be done in cooperation with the Europeans,
with other Members of the G-20, because they are already on
record, because of the Savings Directive and other initiatives,
OECD initiatives, that they would be interested in extending such
a regime to fundamentally deal with the tax haven problem.

But as long as that is not done, I think we need something like
the QI program, but I think that the issue with the QI was always
about, to some extent, sharing information—not sharing informa-
tion from the QI to the foreign—to the U.S. withholding agent, who
may be a competitor.

And that I accept. But when we had the previous hearing where
the GAO presented the QI report, the QI representatives all said,
“We are fully willing to share information with the IRS. That is,
this is not about not sharing information with the IRS.”

Well, lo and behold, UBS is not willing to share information with
the IRS, even when asked—even when given a John Doe summons.
And the other QIs also, I don’t think they're really willing to share
information with the IRS.

I think we could live with the QI program if the QIs have to
share all the Forms W-8BEN with the IRS, and if they provide in-
formation about U.S. people that they know about, and provide—
and also share the information about foreign people, in which case
it’s available under the shared information, and that I don’t think
will kill the QI program.

Chairman NEAL. Thank you, Professor. Mr. Tiberi.

Mr. TIBERI. Thank you, Chairman. Mr. Blessing, in your testi-
mony the tax information exchange agreements, and if we look at
those and other agreements that we have with other foreign enti-
ties, whether they be foreign governments or financial institutions,
would you predict any backlash if we pursued a policy of black-
listing specific countries, rather than maybe strengthening those
agreements and adding folks to those agreements?

Mr. BLESSING. I think that a unilateral blacklist is a very dif-
ferent concept than a multilateral——
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Mr. TIBERI. And that’s what——

Mr. BLESSING [continuing]. Blacklist.

Mr. TIBERI [continuing]. I'm talking about. Yes, that’s what I
mean.

Mr. BLESSING. I think what I'd comment on was that the G—
20 approach, which was a multilateral approach, was very effective.
It represents 80 percent of the economies of the world in terms of
trade.

Mr. TIBERI. Right.

Mr. BLESSING. And together, countries can do a lot. Together,
the pressure was enormous, and the facts speak for themselves. A
number of countries that previously had relied on their banks—EU
Chrissy—dropped their objections, under that pressure.

A unilateral blacklist could—well, the first thing is it’s not going
to raise revenue. It may have some other benefits, for example, the
benefit of changing the burden of proof and so forth, but it’s not
going to raise revenue, because obviously the deposits will go to an-
other country.

And it’s very hard to administer. It’'s one thing to threaten. It’s
another thing to actually select the countries in a fair way, have
a system that permits them to be added and taken off.

And it’s a very onerous process, and much of a sledgehammer.
So I'd be very cautious about blacklists.

Mr. TIBERI. Thank you. And to just extend that a little bit. We
had heard earlier about the number of countries that don’t apply—
that aren’t involved in the Ql—the QI program. I keep saying Q1,
the name of a band back home—the QI program, and the number
of foreign banks that aren’t involved.

How do we get them engaged more, either through these agree-
ments, or other mechanisms? Because obviously, very easy for
someone who wants to break the law, to try to go outside one of
these participating countries, or participating financial institutions.
How do we expand the scope?

Mr. BLESSING. It is a bit of a Catch-22, because on the one
hand, we're trying to tighten—we as a country are trying to tighten
the reporting, rightfully so, and the audit procedures, and so forth,
which imposes additional expense—will impose additional expense.
And I do fear that, at least for smaller QIs, at least what I have
heard, is that they may not be able or willing to continue to partici-
pate.

For the larger QIs, I think it’s still beneficial. Certainly, Steve
Shay has just testified to that effect as well. I think it’s—what we
can do to encourage more? It’'s—I think the process that’s taking
place in the OECD generally, may lead in that direction.

I referred to this OECD report by the informal consultative
group. Now that’s a number of years away from any real action,
but it is very, very, telling and interesting that they have selected
the type of program that we have—is our QI program—as the
model going forward that countries would optimally implement.

Right now it’s just a discussion draft, but it was put together by
Members of a number of OECD countries and, most importantly,
the financial community as well.

Mr. TIBERI. Can you comment on that, sir?
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Mr. SHAY. It is—as a number of us said in testimony, the QI
is an opt-in system. Let me take a slightly different approach to
your question.

I think it’s fair to say that until recently, efforts to make coordi-
nated international attack on cross-border evasion have been frus-
trated by lack of interest by countries, politics, and basically a gen-
eral lack of urgency.

Today, after what has been happening in the last several
months, if a bank, even if it’s not a QI, is found to have a U.S. tax
evader, I think there’s a sense of obloquy that is attached to that,
that may not have been as true not long ago. And I think that’s
a very positive development.

So I think part of—and this goes to Commissioner Shulman’s
multi-strategy approach—part of this is simple shaming. What
happened in a major bank did not pass what we in the practitioner
community call the Wall Street Journal test. It showed up on the
front page of the Wall Street Journal, and it was extremely——

Chairman NEAL. You should know I have failed that test many
times.

Mr. SHAY. Well, we can also call it the Boston Globe test. Thank
you, sir.

Mr. TIBERI. Thank you. Thank you, Mr. Chairman. I yield back.

Chairman NEAL. Thank you, Mr. Tiberi. The gentleman from
Nevada, Mr. Heller.

Mr. HELLER. Thank you very much, Mr. Chairman, and I want
to thank the gentlemen for being here this morning.

Questions were asked specifically, and you can tell, the four out
of five questions that have been asked, at least on this side, have
dealt with specifically the blacklisting.

You heard the Commissioner’s response to Mr. Davis’ question as
to whether tax information exchange agreements with several com-
panies are included in the Levin-Doggett blacklist, and I think I
can confirm that there are.

Also, I think I can confirm for the record that there are actually
full-fledged tax treaties with at least three countries, that are on
the Levin-Doggett blacklist.

So I guess my point is, and Mr. Blessing, you did answer that
question, but I share the concern that the blacklisting approach
could invite retaliation from listed countries that could do signifi-
cant harm to our struggling economies’ capital markets, given that
the U.S. itself sometimes is described as a tax haven, with respect
to its treatments of non-residents, especially considering the fact
that the U.S. does not impose tax on U.S. Treasury Bond interest
paid to foreign investors.

Do you think that there could be potential backlash from other
countries that could disrupt our capital markets at this delicate
time for our economy? And I'd like the Professor and Mr. Shay to
answer this question.

Mr. Blessing, thank you for answering the question earlier.

Mr. AVI-YONAH. Well, I mean, let me say a couple of things
about blacklists in general. First of all, we are not the inventor of
blacklists, not even of unilateral blacklists.

Lists in general are employed by most other countries in the
world, for example, in the context of their so called CFC regimes,
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stuff like that. Most countries, unlike us, designate countries that
are eligible to be exempted from their anti-deferral regimes, and
other countries that are specifically included, that is that income
from those countries will be subject to the anti-deferral measures,
because of their judgement that these countries are “tax havens.”

So we haven’t invented this at all. In addition, of course the his-
tory of this goes back to the OECD list from 1998, 1999, and that
list was remarkably effective. It started with, I think, 42 countries,
and ended up with four countries, and that is because the other
countries all agreed to participate in the OECD standards about
sharing information.

The problem is that they said they would, and then they didn’t.
And this is why the G-20 now proposes to put a lot of these coun-
tries back on the list. And I think that those efforts are all to the
good, and this the only tool that would really make countries co-
operate, is listing them. I mean, not the only tool, but this is a
pretty effective tool, as has been shown historically.

Now frankly, I don’t think that that’s where they show the cap-
ital market comes from at all. The capital—investors cannot leave
their money in tax havens. That’s the basic point. The money has
to go to the rich countries, the big countries, because that’s where
the investment opportunities are.

If you leave your money in the tax havens because you are a
money launderer or a drug lord, it earns a negative interest rate,
because you have to pay the bank interest in order to keep the
money there, and not have it disclosed.

If the money goes into one of the rich countries, the rich coun-
tries, the G—20, you know, 85 percent of the world economy are all
in agreement about this. And I don’t see that making further
progress on this, even unilaterally, would have any negative impact
on the United States at all.

Mr. HELLER. So Professor, can I interpret from your answer
that you support blacklisting?

Mr. AVI-YONAH. I support the Levin-Doggett bill, and I think
it should be enacted tomorrow and signed by the President.

Mr. HELLER. Mr. Shay.

Mr. SHAY. I would note, as a matter of history, that tax informa-
tion exchange agreements first were authorized in the Caribbean
Basin Initiative in the early eighties. A carrot approach was used.

Countries that entered in to a tax information exchange agree-
ment were given a more favorable treatment of deductions by
Americans who attended conventions in those countries.

There was second carrot, which has since gone away, which was
an advantage under the foreign sales corporation legislation. And
that did encourage a number of Caribbean countries to enter into
tax information exchange agreements.

More recently, the efforts of the OECD, in the harmful tax com-
petition exercise in the late ‘nineties also encouraged countries both
to become parties to tax information exchange agreements, and to
provide information under them.

So I think both those have brought about a lot of progress.

I also would just note that real progress in this area will call for
international cooperation, and not just at the level of exchange
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agreements, at the level of collecting information, including by the
United States.

I endorse the proposals, I think of both my colleagues here,to ex-
pand the collection of information on non-resident bank accounts,
so that it can be exchanged with treaty partners, so that we can
get them to give us information.

But all of that will only work effectively if we create a system
that will allow us to do it electronically, and to bring it into the
IRS electronic matching systems.

This is difficult stuff. It’'s going to take real work. It’s not going
to happen in the short term, but directionally, I can see a lot of—
particularly in Peter’s testimony, things that he is highlighting
that are very favorable, and I encourage this Committee to support
it.

Mr. HELLER. Thank you, Mr. Chairman.

Chairman NEAL. Thank the gentleman.

Mr. Doggett is recognized to inquire.

Mr. DOGGETT. Mr. Chairman, thank you. And thank you. I
think the testimony that each of you offered is important as we
craft this legislation. Since the most ringing endorsement for my
proposal was Senator Levin joining Secretary Geithner and Senator
Obama endorsing that proposal was from you, Professor Avi-Yonah,
I want to direct most of my questions to you.

One thing we haven’t really explored fully yet in the hearing that
I think is important, the immense dimensions of the problem we're
dealing with. And you address this in your written testimony, but
do I understand that the best estimates are that about one and a
half trillion dollars is kept offshore by U.S. residents?

Mr. AVI-YONAH. That is an estimate that was done by the Bos-
ton consulting group and Merrill Lynch some six years ago, so it’s
not up to date.

Mr. DOGGETT. So it’s a very conservative estimate. Six years
ago, Merrill Lynch estimates one and a half trillion dollars offshore
by U.S. residents. Is that individuals only, or corporations as well?

Mr. AVI-YONAH. This is high net worth individuals.

Mr. DOGGETT. All right.

Mr. AVI-YONAH. So it’s not corporations.

Mr. DOGGETT. And your conservative analysis using that data
and other studies, is that what we’re talking about for individuals
only, not corporations, is $50 billion of tax evasion every year?

Mr. AVI-YONAH. Yes. I mean, this is conservative because what
I did was simply take the one and a half trillion, assume 10 per-
cent, you know, income on that, which seems reasonable, so that’s
150 billion, and then apply the U.S. tax rate, so that’s about 50 bil-
lion.

But that assumes that the one and a half trillion are all aftertax
income

Mr. DOGGETT. Right.

Mr. AVI-YONAH |[continuing]. That has been subject to tax al-
ready. If it was some earned overseas, transferred, you know, to
Switzerland or the Caymans, and never disclosed, then part of the
one and a half trillion principal is also

Mr. DOGGETT. Exactly. And I think that is why Senator Levin,
Senator Carl Levin, has estimated that when you add in the cor-
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porations to these individuals, and recognize that data is—that
we're using is 6 years old, that the amount may be a 100 to 150
billion dollars every year that is lost in tax evasion.

Mr. AVI-YONAH. The truth is that nobody knows. I mean,
there’s a whole range of estimates.

Mr. DOGGETT. It’s hard to get a precise number.

Mr. AVI-YONAH. Right.

Mr. DOGGETT. But what we do know is that it’s big. It’s very
big. And my reaction, and I think the reaction of that firefighter
or that police officer, or that small business on main street in
Bastrop, Texas, is that if there’s that much tax evasion, we don’t
just need a sledgehammer, we need something bigger than that, be-
cause it’s very unfair. It does strike to fundamental fairness, as the
Commissioner of the Internal Revenue Service said.

Now let me ask you as well, while your testimony has focused
on individuals, we know that with the click of a mouse, an indi-
vidual can become a corporation. And that’s one of the ways, as
several of you mentioned, through hiding behind corporations, that
individuals can dodge their tax liability.

It is also particularly galling, I think, that some of the biggest
recipients of taxpayer money in the bailout that has occurred over
the last few months—Morgan Stanley, 158 of these subsidiaries,
Citigroup, 90 of these offshore tax-dodging entities, Bank of Amer-
ica, 59. Now that doesn’t compete with the over 300 that Enron
had before it failed, but it’s a very significant amount of use of
these international tax subsidiaries to dodge taxes.

Let me ask you if you agree that there is a serious problem, not
just for individuals, but for corporations using foreign subsidiaries
to dodge their tax responsibilities, which my business on main
street in Bastrop or Lockhart or Smithville cannot do?

Mr. AVI-YONAH. Well, there is a difference that I do want to
draw between things that are clearly illegal tax evasion, and things
that are tax avoidance using legal loopholes.

I think what most corporations, certainly the ones that you've
mentioned do, is not illegally hide their taxes. I mean, as was men-
tioned before, there are rules on the—in the codes that say that
any foreign corporation that’s owned by an American over certain
thresholds subjects that American to taxes in one way or another.

Mr. DOGGETT. Well, I couldn’t agree with you more. It’'s not
only what’s illegal, but what’s legal that should not be legal be-
cause it’s inequitable to businesses here in the United States.

While most of the questions that you have received this morning
have been about the blacklist portion as it is termed of the Stop
Tax Haven bill, I want to ask you about another very important
part of it that relates to corporations.

One of the provisions of the bill is to treat a corporation that is
incorporated abroad as a domestic United States corporation, if
substantially all the executive officers and senior management are
located primarily here in the United States.

I think this is an important provision to restore tax fairness, by
recognizing that if you have a shell corporation abroad, and it’s
really a United States company, that just having a paper certificate
and a sunny tax haven, is not enough to make you foreign.
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Do you agree that this type of provision is needed to restore tax
equity, by not letting corporations play these type of illegitimate
games to avoid taxes?

Mr. AVI-YONAH. Yes, I personally think that this is a very good
improvement on existing law. I first made this suggestion back in
2001 in response to the so-called inversion transaction, when Amer-
ican corporations set up shell parent corporations in Bermuda,
without changing anything in terms of the actual place of man-
aging control of the corporation. And this was done in joint—en-
dorsed by the Joint Committee on taxation as one of their options
of reforming the law.

Most countries in the world have some kind of management con-
trol standard. And I think under the limitations that are in the
bill, this is a very sensible provision that will add greatly to the
enforcement of our tax laws.

Mr. DOGGETT. Thank you, Mr. Chairman.

Chairman NEAL. I thank the gentleman. I want to also thank
our witnesses today for their commentary, it was very thoughtful.
There may be some written questions, and we would hope that you
would be able to answer promptly if requested. And if there are no
other comments? Hearing none, then the hearing stands adjourned.
Thank you.

[Whereupon, at 11:44 a.m., the Subcommittee was adjourned.]

[Submissions for the Record follow:]

Statement of Brian G. Dooley & Associates

As a certified public accountant assisting the small business owner and legal im-
migrants located in Orange County, California, I am concern that the large tax pen-
alties for late filing foreign trust information returns and late filing of the FBAR
causes non-compliance.

In California, literally million of legal residents and citizens have family in foreign
countries. Often their inheritance is held in a foreign trust, which has a foreign
bank account.

Most of these legal immigrants are unaware of the reporting requirement. They
often prepare their own returns using computer software or have a general
practioners without knowledge of the reporting requirements.

Many tax compliant taxpayers discover that they failed to file a FBAR, a Form
3520 or a Form 3520-A. Voluntary disclosure does abate disproportionately harsh
tax penalties. A thirty-five percent to fifty percent penalty of principle far exceeds
the tax liability.

Abatement of penalties requires both “reasonable basis” and lack of “willfulness.”

The courts have held that lack of knowledge of a tax law is not a “reasonable
basis.”

Thus, the other wise compliant taxpayer remains non-tax compliant in future
years fearing discovery of a past year tort.

I am writing to respectfully request that the IRC be amended to allow abatement
of the penalties if the taxpayer can show lack of willfulness with no requirement
for reasonable basis.

Economic Substance Statue

The Stop Tax Haven Abuse Bill prevents the preparation of complete and accurate
tax returns by not allowing taxpayers and their tax preparers to apply the statue.

Further, the Bill may avoid such activities as an IRA, which are only formed and
funded for tax reasons. Most tax election has no purpose other than the tax benefit.

The change is important to allow taxpayers that discover that they are in a tax
shelter to not report an abusive transaction; and instead to report the transaction
under the economic substance doctrine.
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Imposing a penalty after forcing a taxpayer to improperly report a transaction ap-
pears to be an abuse by the government.
Respectfully submitted,
Brian Dooley
Brian G. Dooley, CPA, MBT

——

Statement of Isle of Man Government

Chairman Neal, Ranking Member Tiberi and Members of the Subcommittee,
thank you for the opportunity to share with you information about the Isle of Man.
The Isle of Man is pleased to provide facts about the regulation of its financial serv-
ices industry and its practices regarding transparency and international co-oper-
ation in tax matters to guide the Subcommittee in its review of offshore U.S. tax
evasion.

I. Summary of Statement

The Isle of Man is a well-regulated, co-operative and transparent jurisdiction. It
is not a “tax haven” or an “offshore secrecy jurisdiction” and does not condone, en-
courage or facilitate tax evasion by U.S. citizens or any other foreign or domestic
taxpayers. The Isle of Man has been evaluated by international organizations in-
cluding the International Monetary Fund (“IMF”), Financial Action Task Force
(“FATF”) and the Organisation for Economic Co-operation and Development
(“OECD”) and commended for being compliant on all matters of financial regulation
and international co-operation to prevent evasion of taxes. In fact, on April 2, 2009,
the G20 noted the OECD list of countries assessed by the OECD Global Forum
against the international standard for the exchange of tax information. This listed
the Isle of Man alongside the United States as having substantially implemented
the internationally agreed tax standard, which requires the exchange of information
on request in all tax matters for the administration and enforcement of domestic
tax law without regard to a domestic tax interest requirement or bank secrecy for
tax purposes.! The Isle of Man respectfully requests that if the Subcommittee does
proceed with legislation that includes any blacklist of tax havens or offshore secrecy
jurisdictions, such a list should not include those jurisdictions, such as the Isle of
Man, that the OECD has determined have substantially implemented the inter-
nationally agreed tax standard.

II. About the Isle of Man

Located in the middle of the Irish Sea at the centre of the British Isles, the Isle
of Man has a total land area of 227 square miles. The resident population is just
over 80,000 (2006 interim census).

Constitutionally, the Isle of Man is a self-governing British Crown Dependency
with its own ancient parliament (Tynwald), government and laws. The United King-
dom, on behalf of the Crown, is ultimately responsible for the Isle of Man’s inter-
national relations, although in recent years, reflecting significant differences in UK
and Manx law and policies, the Isle of Man has—in agreement with the United
Kingdom and its international partners2—represented its own interests internation-
ally, notably by concluding a significant number of bilateral tax agreements. The
Isle of Man is financially autonomous and receives no financial assistance either
from the United Kingdom or the European Union (“EU”). The Isle of Man is not
represented in the United Kingdom or European Parliaments.

The Isle of Man’s relationship with the EU is set out in Protocol 3 to the United
Kingdom’s Act of Accession (1972). In essence, in accordance with Article 299(6)(c)
of the treaty establishing the European Community, the Isle of Man is outside the
EU except for EU law and policy on the customs union and the free movement of
goods. In all other matters, including tax and financial services, the Isle of Man is
in the position of a “third country” or non-Member State with respect to the EU.

III. The Isle of Man Is Well-Regulated, Co-operative and Transparent

The Isle of Man takes seriously its role as a world-class location for financial serv-
ices and investment.

* A. Isle of Man Regulation of Financial Services

1This list is posted at: http://www.oecd.org/document/57/0,3343,en_2649 34487 42496569 _1_1
_1_1,00.html

2The Isle of Man has, for example, signed agreements giving effect to the European Commis-
sion’s Taxation of Savings Interest Directive with all 27 Member States. Likewise, it has so far
negotiated and signed 14 TIEAs with partner countries inside and outside the EU.
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Business is attracted to the Isle of Man by local expertise in professional services,
a supportive government, a world-class telecommunications infrastructure, sound fi-
nancial regulation and a competitive tax system. New growth areas include e-com-
merce, the film industry, international shipping, aviation, and space and satellite
businesses, whilst traditional sectors, like tourism (including the famous Tourist
Trophy motorcycle races) remain important.

The Isle of Man has enacted legislation covering all financial services sectors, as
well as related areas such as audit, accounting, company law and anti-money laun-
dering. The Isle of Man’s legislation in these fields is modern and based on the high-
est international standards. Although the Isle of Man is outside the EU for financial
services and related fields, its legislation in all these areas is based broadly on cor-
responding EU secondary legislation.

The Isle of Man’s Financial Supervision Commission (“FSC”) was established in
1983 as an independent statutory body to license and regulate financial activities
in the Isle of Man. The FSC regulates and supervises all deposit-taking, investment
business, services to collective investments, trust services, company services, fidu-
ciary services and money transmission services in or from the Isle of Man. These
powers include the maintenance and development of the regulatory regime for regu-
lated activities, the oversight of directors and persons responsible for the manage-
ment, administration or affairs of commercial entities, and the operation of the
Companies Registry.

A number of international organisations have assessed the Isle of Man’s regu-
latory practices against global standards and have determined that the Isle of Man
is well regulated, co-operates fully in the pursuit of international financial crime
and that its money laundering legislation complies with the highest global stand-
ards, including those applied by the EU and its Member States.

» B. Isle of Man Co-operation in Tax Matters and Financial Crime

The Isle of Man’s co-operative approach is based on openness and “constructive
engagement” with its partners around the world. As a non-sovereign Crown Depend-
ency of the United Kingdom, an important G20, OECD and EU Member State, the
Isle of Man cannot represent its own interests on a basis of sovereign equality, ei-
ther with G20, OECD or EU Member States. Formally, therefore, the Isle of Man
must rely on the United Kingdom to represent and defend its interests and reputa-
tion in these organisations of sovereign states.

Increasingly, however, by agreement with the United Kingdom under a “frame-
work for developing the international identity of the Isle of Man” signed in May
2007, the Isle of Man is “entrusted” to represent and defend its own laws and poli-
cies internationally, in full consultation and co-operation with the United Kingdom.3
It is in this context that the Isle of Man has adopted a policy of constructive engage-
Isnent with all its major international partners, including the EU and the United

tates.

Within the context of the OECD’s work on transparency and effective exchange
of information, the Isle of Man is at the forefront of the development of a com-
prehensive network of Tax Information Exchange Agreements (“TIEAs”), based on
mutual economic benefit.

To date, the Isle of Man has 14 TIEAs, based on the OECD’s Model Agreement
on exchange of information on tax matters, 12 of which are with OECD members,
including the United States. These agreements are ratified by Tynwald, the Isle of
Man’s parliament. The Isle of Man is in TIEA negotiations with a number of other
%(i%rgries, including members of the OECD and the G20, in respect of further

S.

The Isle of Man believes its consistent and long-standing actions in respect of tax
agreements and its commitment to adhering to internationally accepted standards
of financial regulation provide tangible evidence of its co-operation with the inter-
national community. This is supported by the statement of Jeffrey Owens, Director
of the OECD’s Centre for Tax Policy and Administration, who welcomed the Isle of
Man’s TIEA with Germany (March 2009) as a further step in efforts to bring greater
transparency and fairness to cross-border financial transactions. “The time has now
come for all jurisdictions that have made commitments to the international stand-
ards of transparency and exchange of information to follow the Isle of Man’s lead
in implementing them,” Owens said. “I am particularly pleased with the excellent
progress the Isle of Man has made in extending its network of these agreements.”

» C. Isle of Man Transparency

3http:/www.gov.im/lib/docs/cso/iominternationalidentityframework.pdf
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The Isle of Man has no bank secrecy laws, customs or practices that impede the
ability of the United States or other TIEA partners to request and receive tax infor-
mation. The Isle of Man has access to the beneficial ownership information that
makes tax information exchange an effective tool for other countries to enforce their
domestic tax laws. The Isle of Man has successfully responded to all requests for
information by the United States under the TIEA between the Isle of Man and the
United States.

As noted earlier, all company and trust service providers are licensed and regu-
lated pro-actively to ensure that high levels of due diligence are applied in all areas
of the business. The Isle of Man’s customer due diligence (“CDD”) regulations as set
forth in its Anti-Money Laundering and Countering the Financing of Terrorism
Handbook require both identification and relationship information. Licenceholders
must collect relevant CDD information to identify: (1) the customer; (ii) the bene-
ficial ownership and control of the customer; (iii) the nature of the customer’s busi-
ness and the customer’s economic circumstances; (iv) the anticipated relationship
with the licenceholder; (v) and the source of funds. Licenceholders must, in all cases,
know the identity of underlying principals and/or beneficial owners at the outset of
a business relationship. This is irrespective of the geographical origin of the client,
or of any introducer or fiduciary, or of the complexity of a legal structure.

When requested, regulated intermediaries must provide relevant information to
the regulators and law enforcement authorities who have appropriate powers to as-
sist in domestic and cross-border investigations. Access to this beneficial ownership
information ensures that the Isle of Man can provide the United States with accu-
rate and usable information under the TIEA.

The regulation of corporate and trust service providers is also a clear example of
the Isle of Man’s proactive effort to identify a potential threat to its reputation and
enact pioneering legislation to prevent financial fraud. In so doing, and in regulating
business that still remains unsupervised in most major jurisdictions, the Isle of Man
has acted to ensure that its reputation as a well-regulated and transparent jurisdic-
tion is protected.

IV. International Assessments and Recognition of the Isle of Man

A number of international organisations have assessed the Isle of Man’s regu-
latory practices against global standards and have determined that the Isle of Man
is well regulated, co-operates fully in combating international tax evasion and finan-
cial crime, and that its anti-money laundering legislation complies with the highest
global standards, including those applied by the EU and its Member States.

On April 2, 2009, the OECD issued a detailed progress report on jurisdictions’ ef-
forts to implement the OECD’s internationally agreed standard requiring the ex-
change of information on request in all tax matters for the administration and en-
forcement of domestic tax law without regard to a domestic tax interest requirement
or bank secrecy for tax purposes. In this report, the Isle of Man was listed alongside
the United States as having “substantially implemented the internationally agreed
tax standard.”

Just prior to the publication of this new OECD report, Jeffrey Owens, Director
of the OECD’s Centre for Tax Policy and Administration, issued a statement on
March 27, 2009 further commending the Isle of Man’s co-operative efforts. “At a
time when many countries have been promising change, Guernsey, Jersey and the
Isle of Man have been delivering,” Owens said. “I am particularly pleased that the
Isle of Man now has 12 TIEAs with OECD countries in accordance with the OECD
standard. This is an important milestone in implementing its commitment to inter-
national co-operation.”

In 2003, the IMF conducted a full assessment of the Isle of Man’s compliance with
all of the international standards referred to above. The Isle of Man was found to
have a “high level of compliance.” The IMF report commended the Isle of Man for
its attention given to: “upgrading the financial regulatory and supervisory system
to meet international supervisory and regulation standards in banking, insurance,
securities, and anti-money laundering and combating the financing of terrorism.”

A further review by the IMF was undertaken in September 2008 as part of its
ongoing programme of assessment. The results are to be published shortly, and the
Isle of Man is confident that the IMF will again confirm positive findings.

Under the auspices of the FATF, the Isle of Man has been assessed on two occa-
sions in respect of anti-money laundering measures and has been found to be co-
operative and in compliance with all key FATF recommendations. The Isle of Man
has never been listed as non co-operative by the FATF. All anti-money laundering
actions on the Isle of Man are co-ordinated through an industry-wide Joint Anti-
Money Laundering Advisory Group.
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The Financial Stability Forum (“FSF”) has considered the effect that offshore cen-
tres generally can have on global financial stability. The Isle of Man was placed in
the top group of centres reviewed based on responses from FSF members (Group
1 Category of offshore jurisdictions).

The Isle of Man Financial Supervision Commission is a member of the Inter-
national Organisation of Securities Commissions (“IOSCO”) and is a full signatory
to the benchmark IOSCO Multilateral Memorandum of Understanding. As such, the
Isle of Man has been judged fully competent in having the legislative ability to pro-
vide full co-operation in dealing with market manipulation and abuse, insider deal-
ing and other securities malpractices. The Isle of Man Financial Supervision Com-
mission has established a strong track record of co-operation in this area.

The Isle Man Financial Supervision Commission is a member of the Enlarged
Contact Group, which is a discussion forum for global regulators of collective invest-
ments that considers policy developments and market issues and is a member of the
Offsho)re Group of Banking Supervisors (of the Basel Committee on Banking Super-
vision).

The Isle of Man Insurance and Pensions Authority is a member of the Inter-
national Association of Insurance Supervisors (“IAIS”) and the Offshore Group of In-
surance Supervisors. Its regulation has been assessed against the IAIS Insurance
Core Principles, as part of the IMF’s assessment. In addition, the Isle of Man has
made contributions to the development of TAIS guidance papers.*

The Isle of Man’s regulators have also exchanged individual memoranda of under-
standing (“MOUs”) with international regulators in a number of international juris-
dictions which underpin its ability to co-operate on supervisory, regulatory and en-
forcement matters, including in the cross-border supervision of international finan-
cial services groups.

The Financial Supervision Commission, which regulates financial services activi-
ties in and from the Isle of Man (with the exception of insurance and pensions) has
entered into MOUs with equivalent regulators in Bahrain, Bermuda, Cayman Is-
lands, Cyprus, Czech Republic, Dubai, Gibraltar, Guernsey, Iceland, Ireland, Jersey,
Malta, Mauritius, Qatar, South Africa, United Arab Emirates, United Kingdom and
the United States.

The IPA has entered into MOUs with regulators in Bahrain, Dubai, Hong Kong,
Malta, Qatar, and the United Kingdom. In addition, the IPA will, in due course, also
become a signatory to the IAIS Multilateral Memorandum of Understanding, which
is currently in the early stages of implementation.

In addition, the Isle of Man’s financial services legislation includes extensive pow-
ers for its regulators to exchange information with other regulators’ relevant
organisations. These powers ensure that information can be exchanged whether or
not specific MOUs are in place.

The UK Treasury has granted the Isle of Man “designated territory” status, which
provides the legal basis for the marketing and sale of Isle of Man investment funds
in the United Kingdom. This status is subject to regular review by the UK Financial
Services Authority (“FSA”) on behalf of the UK Treasury.

The Isle of Man has been placed on a list of jurisdictions approved by the U.S.
Internal Revenue Service under its Qualified Intermediary (“QI”) program. Broadly
speaking, the legislation requires local financial institutions to apply for QI status
if they wish to invest in U.S. securities and claim exemption from U.S. withholding
tax for their clients.

The Isle of Man operates compensation programs for depositors, investors and pol-
icyholders, as well as a financial services ombudsman program within the Isle of
Man’s Office of Fair Trading.

V. Legislative Solutions

The United States is rightly concerned that it collects the taxes owed by its citi-
zens. The Isle of Man shares this concern and does not seek to impede legislative
efforts to improve compliance and enforcement of U.S. tax law.

As a TIEA partner with the United States, the Isle of Man is, however, concerned
that some proposals under discussion in Congress would incorrectly “blacklist” the
Isle of Man as an “offshore secrecy jurisdiction” or a “tax haven.” In particular, the
“Stop Tax Haven Abuse Act,” introduced by Representative Lloyd Doggett and co-
sponsored by several members of the Ways and Means Committee, was discussed
at several points during the Subcommittee’s hearing on March 31, 2009. This bill,
enrolled as H.R. 1265 in the House and S. 506 in the Senate, uses a list of jurisdic-

4 Particularly the IAIS Guidance Paper on the Regulation and Supervision of Captive Insur-
ers.  http:/www.iaisweb.org/_temp/17_Guidance_paper_No_3_6_on_regulation_and_supervision
_of_captive_insurers.pdf
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tions in a 2005 IRS “John Doe” summons, which includes the Isle of Man, to identify
jurisdictions that are treated as “offshore secrecy jurisdictions.” Such a provision ig-
nores the previously stated facts about the Isle of Man and runs counter to the re-
cent OECD determination.

It is important to note that Internal Revenue Service Commissioner Douglas
Shulman, the Administration’s chief tax enforcer, declined to endorse the black-
listing approach in the Stop Tax Haven Abuse Act when asked at the hearing. He
instead expressed a preference for identifying the characteristics of jurisdictions
that could help facilitate evasion. Commissioner Shulman identified these character-
istics as bank secrecy, lack of information exchange, non-transparent laws, and
nonco-operation with the United States. The Isle of Man strongly endorses this ap-
proach, which takes into account current facts and would properly target U.S. com-
pliance and enforcement efforts, ensuring that co-operative partners like the Isle of
Man are not mislabeled as rogue jurisdictions. Placement on a blacklist, however
temporary, would harm the rightfully earned reputation of the Isle of Man without
justification.

Commissioner Shulman also criticized the source of the list in the Stop Tax
Haven Abuse Act, stating that the “John Doe” summons list was never intended to
say these countries have problems. Rather, the summons list was intended for a
very specific credit card initiative where the Internal Revenue Service had evidence
there were credit cards being issued from those jurisdictions.

The Isle of Man would again respectfully request that if the Subcommittee does
proceed with legislation that includes any blacklist of tax havens or offshore secrecy
jurisdictions, such a list should not include those jurisdictions, such as the Isle of
Man, that the OECD has determined have substantially implemented the inter-
nationally agreed tax standard.

Respectfully submitted by:
James Anthony Brown
Chief Minister

Isle of Man Government
Government Office

Bucks Road

Douglas

Isle of Man

IM1 3PG

April 14, 2009

——

Statement of Lyndon S. Trott

1.1 Guernsey is a well-regulated financial centre committed to maintaining inter-
national financial stability and transparency. Guernsey has consistently dem-
o}rllstrated this commitment through international co-operation and information ex-
change.

1.2 As a general principle, Guernsey does not support the use of “blacklists” and
endorses the views of the U.S. Department of the Treasury that the use of such lists
“to simplify what is a complex area—can lead to misunderstanding and mistakes.”!
Guernsey has consistently argued that each jurisdiction should be considered on its
own merits as assessed against internationally recognised standards. Guernsey is
not a “tax haven” or an “offshore secrecy jurisdiction.” In any event, there is no
internationally agreed definition of either.

1.3 By any objective measure, Guernsey is not a “tax haven” or an “offshore se-
crecy jurisdiction” for the following reasons:

* Guernsey has never had any form of banking secrecy legislation;

¢ Guernsey has entered into 13 Tax Information Exchange Agreements (“TIEAs”)
so far, including one with the United States, and is committed to continuing to
be a leader in this field;

¢ Guernsey has well-developed powers to investigate financial crime and tax eva-
sion and regularly assists other jurisdictions in such investigations;

¢ Guernsey has had mutual legal assistance legislation in force since 1998 and
regularly exchanges information under that legislation;

1Letter from Deputy Assistant Treasury Secretary (International Tax Affairs) Michael
Mundaca to General Accountability Office (“GAO”) Director (Tax Issues) James R. White, com-
menting on GAO report: Large U.S. Corporations and Federal Contractors with Subsidiaries in
Jurisdictions Listed as Tax Havens or Financial Privacy Jurisdictions, December 18, 2008.
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¢ Guernsey provides assistance to jurisdictions so that requests for information
comply with Guernsey law and does not attempt to obstruct investigations; and

¢ Guernsey has a well-developed regulatory regime which complies with all
recognised international standards.

1.4 Guernsey is a participant in the Global Tax Forum, an initiative of the
Organisation for Economic Co-operation and Development (the “OECD”). The OECD
recognises that Guernsey has substantially implemented the OECD standard on in-
formation exchange in tax matters by entering into 13 TIEAs. Further agreements
are under negotiation and Guernsey intends to continue to conclude such agree-
ments in the near future. The OECD published a list of co-operative jurisdictions
on 2 April 2009, which places Guernsey alongside jurisdictions such as the United
States, France, Germany, and the United Kingdom in having effective tax informa-
tion exchange.?2 Guernsey is delivering on its international commitments to trans-
parency and co-operation.

1.5 In the event that the Subcommittee on Select Revenue Measures decides to
develop anti-tax haven abuse legislation that uses a list of “tax havens” or “offshore
secrecy jurisdictions,” then Guernsey respectfully suggests that the only appropriate
list to follow is the list most recently issued by the OECD, the leading global author-
ity on international tax practices, of jurisdictions that have not substantially imple-
mented the OECD standard for effective exchange of tax information.

1.6 Guernsey’s reputation as a premier provider of international financial services
has been built on a number of foundations, including:

« an effective regulatory regime that meets or exceeds all international standards
on financial regulation, anti-money laundering and combating the financing of
terrorism;

« international co-operation on regulation and the investigation of financial crime;

¢ regular, external, and independent reviews—in the majority of cases at Guern-
sey’s express invitation and in all cases with Guernsey’s full co-operation and
assistance;

¢ a highly skilled and educated workforce; and

e proximity to the European mainland.

1.7 The authorities in Guernsey have substantial investigatory powers. They work
closely with their counterparts in other jurisdictions in investigating regulatory, tax-
ation, and criminal matters and assisting in freezing and recovering the proceeds
of crime. Guernsey has consistently provided assistance to the United States in in-
vestigating crime, freezing assets, and recovering the proceeds of crime.

Lyndon S. Trott
Chief Minister
States of Guernsey
14 April 2009

BACKGROUND INFORMATION

A. Guernsey’s Status and International Relationships

1. The Government of Guernsey

1.1 Guernsey is the principal island of the Bailiwick of Guernsey, a British Crown
Dependency.3 It has never been a colony or a British dependent or overseas terri-
tory. Its status constitutionally is, and always has been, distinctly different from
that of the British Overseas Territories. Guernsey has its own directly-elected legis-
lative assembly, the States of Deliberation, comprising 47 independent members,
and its own administrative, fiscal and legal systems. Its government, the States of
Guernsey, is principally conducted through 10 Government Departments overseen
by the Policy Council, constituted by the Chief Minister and the 10 Ministers.
Guernsey’s right to raise its own taxes is a long-established constitutional principle.

2. Guernsey’s Relationship with the United Kingdom

2.1 Guernsey is not, and never has been, represented in the UK Parliament,
which therefore does not legislate on behalf of Guernsey without first obtaining the
consent of Guernsey’s administration. The extension to Guernsey of an Act of Par-
liament by Order in Council is occasionally requested. However, the usual practice
is for the States of Deliberation, which always has been legislatively independent
from the United Kingdom regarding insular affairs, to enact its own legislation. Pri-

2This list is posted at: www.oecd.org/document/57/0,3343,en_2649 34487 42496569 1_
1_1_1,00.html.
“3This section is drawn from Ogier, D, The Government and the Law of Guernsey, 2005. Fur-
ther information on Guernsey is available at: www.gov.gg/aboutguernsey.
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mary legislation (“Laws”) requires Royal Sanction from Her Majesty in Council (“the
Privy Council”).

2.2 The British Crown acts on behalf of Guernsey through the Privy Council on
the recommendations of Ministers of the UK Government in their capacity as Privy
Counsellors. For example, the UK Ministry of Justice acts as the point of contact
between Guernsey and the British Crown for the purpose of obtaining Royal Sanc-
tion for Laws, but is not otherwise involved in Guernsey’s internal affairs. The Judi-
cial Committee of the Privy Council is Guernsey’s final appellate court.

3. Guernsey’s International Affairs

3.1 The United Kingdom is responsible for Guernsey’s external relations and
defence. In recent years, Guernsey has increasingly acted internationally on its own
behalf, particularly in relation to matters for which it has complete autonomy.4 The
UK Government has recognised the appropriateness of Guernsey further developing
its international identity.

B. Guernsey’s Taxation System

1.1 Guernsey has a well-developed taxation system. Taxes in Guernsey are set on
the basis of the need to fund public services and the need to ensure that Guernsey’s
economy remains strong. Taxation in Guernsey is managed by the Director of In-
come Tax who is responsible for administering legislation relating to Income Tax
and Foreign Retention Tax in support of the European Union (“EU”) Directive on
the Taxation of Savings Income (2003/48/EC). There is no capital gains or any other
taxes on capital in Guernsey. Guernsey’s personal income tax is set at 20 percent,
a rate which has remained unchanged for over 40 years. Guernsey does not have
a Value Added Tax but does have a range of indirect taxes and duties. As part of
its commitment to eliminating harmful tax competition, Guernsey has complied
fully with the EU Code of Conduct on Business Taxation. Guernsey’s tax system is
relatively uncomplicated and effective, which minimises the compliance costs on
business.

C. Guernsey’s Economy and the Financial Services Sector

1. Development of the Finance Sector

1.1 Guernsey’s financial services sector began to grow in the 1960s with the estab-
lishment of operations in Guernsey by UK merchant banks and the establishment
of investment funds which they sponsored. By 1987, the banking, insurance and col-
lective investment fund sectors had developed to such an extent that the States of
Guernsey acted to establish an independent regulatory body staffed by dedicated
professionals. This was in accordance with internationally accepted best practices at
the time. The Guernsey Financial Services Commission (the “Commission”) was es-
tablished in 1988. During the 1990s, Guernsey emerged as one of the world’s largest
captive insurance centres. Today, Guernsey is Europe’s largest captive insurance
centre, and the fifth largest in the world. The Channel Islands Stock Exchange
(“CISX”), which is based in Guernsey and is the only stock exchange in the Channel
Islands, commenced operations in 1998. The CISX has been recognised by the U.S.
Securities and Exchange Commission, the Financial Services Authority (“FSA”) and
Her Majesty’s Revenue and Customs (“HMRC”). As the sector continues to develop,
an increasing number of professional firms exist to service the finance industry, par-
ticularly in the accounting, legal and actuarial professions. There are presently more
than 8,000 people employed in financial services in Guernsey.

1.2 Financial services account for approximately 35 percent of Guernsey’s Gross
Domestic Product. Guernsey also has well-developed industries in business services,
electronic commerce, information technology and light manufacturing.

1.3 Guernsey’s financial services industry is diverse and includes banking, collec-
tive investment funds, insurance and fiduciary services. The workforce in Guernsey
is highly skilled and provides a full range of services, including administration of
funds, corporate administration, public listing of companies on European stock ex-
changes, investment advice, and insurance brokerage services. In many respects,
Guernsey’s success as a financial service centre exists because many of Guernsey’s
professionals are recognised as world leaders in their particular fields with a high
level of skills and expertise.

1.4 Due to its long-established financial services industry, Guernsey has developed
considerable expertise in administering collective investment funds, captive insur-
ance, and trust and company structures. In addition, Guernsey operates a “full-serv-
icle” ﬁ}rllance centre. It does not merely provide a domicile for activities undertaken
elsewhere.

4For example, co-operation agreements with the 27 EU Member States (in relation to Direc-
tive 2003/48/EC on taxation of savings income) and agreements for the exchange of information
relating to tax matters.
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1.5 Guernsey has been ranked 12th in the latest Global Financial Centres Index
(“GFCI”), released in March 2009. Since the previous survey published in September
2008 the Island has moved up four places. The report is produced by the Z/Yen
Group for the City of London and ranks financial centres based on external
benchmarking data and current perceptions of competitiveness and resilience in the
face of the global financial downturn.

2. Regulation of Financial Services in Guernsey

2.1 The Commission was one of the world’s first unitary regulatory bodies, and
is responsible for the regulation of banks, insurers and insurance intermediaries, in-
vestment firms, trust companies, company administrators and professional company
directors providing directorship services by way of business in Guernsey. It has been
given wide-ranging powers to supervise and investigate regulated entities under a
variety of regulatory laws. It also takes appropriate enforcement action when nec-
essary. The Commission considers that the prevention of financial instability is a
key function of effective regulation.

2.2 Guernsey is one of the few jurisdictions in the world to regulate trust and
company service providers in a manner consistent with the prudential regulation of
banks, investment firms and insurance companies. It has regulated trust and com-
pany service providers in this way since 2001.

2.3 In performing its regulatory and supervisory work according to international
standards, the Laws and Regulations administered by the Commission comply with
those established by:

The Basel Committee on Banking Supervision;

The International Association of Insurance Supervisors (“IAIS”);

The International Organization of Securities Commissions (“IOSCO”);
The Offshore Group of Insurance Supervisors (“OGIS”);

The Offshore Group of Banking Supervisors (“OGBS”); and

The Financial Action Task Force (“FATF”).

2.4 The International Monetary Fund (“IMF”) conducts a regular independent and
external review of Guernsey’s compliance with those international standards. The
next IMF review is likely to occur later this year.

2.5 The Commission is actively involved with international regulatory and super-
visory organisations. Guernsey was a founding member of IAIS, OGIS, and OGBS.
The Commission is also a full member of IOSCO and a member of the enlarged con-
tact group on the Supervision of Collective Investment Funds.

D. Co-operation on Taxation, Regulation, Financial Intelligence and Anti-Money
Laundering

1. Information Exchange 1.1 On 21 February 2002, Guernsey publicly committed
to complying with the OECD’s principles of effective exchange of tax information.5
Guernsey signed its first TIEA, with the United States, on 19 September 2002. It
has been fully operative since 2006. Guernsey has subsequently concluded TIEAs
with the Netherlands (25 April 2008), the seven Nordic Council countries (Denmark,
the Faroe Islands, Finland, Greenland, Iceland, Norway and Sweden) (28 October
2008), the United Kingdom (20 January 2009), France (24 March 2009), Germany
(26 March 2009) and Ireland (26 March 2009). Guernsey is actively pursuing TIEA
negotiations with other countries with a view to finalising agreements as soon as
practicable.

1.2 Guernsey’s commitment to transparency and international co-operation has
been recognised by the OECD and the European Commission. The OECD published
a progress report listing co-operative jurisdictions on 2 April 2009, which places
Guernsey alongside jurisdictions such as the United States, France, Germany, and
the United Kingdom in having effective tax information exchange. At a press con-
ference held on 7 April 2009 the OECD recognised:

“Guernsey . [has] made a real commitment, not just before the G20, but years
ago and they have implemented those commitments.”

1.3 Guernsey currently has two double tax arrangements, one with the United
Kingdom, signed in 1952, and the other with Jersey, signed in 1955. The agree-
ments provide for the exchange of information in order to prevent fiscal evasion or
avoidance. For many years, Guernsey has been able to provide information from its
tax files to the UK tax authorities, and has done so on a regular basis, both sponta-
neously and as requested by the United Kingdom. Exchange of information under
the double tax arrangement with the United Kingdom has led to the opening of in-
vestigations or advancement of existing investigations by HMRC.

5See letter at www.oecd.org/dataoecd/61/13/2067884.pdf.
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2. Mutual Legal Assistance

2.1 The European Convention on Mutual Legal Assistance (1959) and the Council
of Europe Convention on Laundering, Search, Seizure and Confiscation of the Pro-
ceeds of Crime (1990) have both been extended to Guernsey.

2.2 Mutual legal assistance is provided by the Law Officers of the British Crown
under a range of Guernsey Laws. Between 1999 and 2007, over 90 requests for in-
formation specifically related to taxation matters were received, of which 46 were
from the United Kingdom, 28 from other EU Member States, 7 from the United
States and 9 from other foreign jurisdictions. In 2008, there were 34 requests of all
types. Guernsey does not approach requests to see if they can be rejected but rather
offers assistance to other jurisdictions to enable them to perfect their requests so
they comply with the form required by the relevant Guernsey Laws.

3. Banking Secrecy and Transparency

3.1 Guernsey has never had banking secrecy laws and does not perpetuate a re-
gime of banking secrecy. As in the United Kingdom, general principles of Guernsey
law preserve the confidentiality of information properly regarded as private. Against
such due respect for privacy, however, must be balanced compliance with domestic
law provisions requiring persons to divulge information to relevant authorities (e.g.,
the Director of Income Tax has extensive information-gathering powers and the
Commission has wide-ranging powers of supervision and investigation).® Relevant
authorities in Guernsey then share appropriate information with partners inter-
nationally.

3.2 Guernsey’s company law has introduced a new requirement that all private
companies in Guernsey appoint a local resident agent who is under an ongoing duty
to identify the beneficial owner of that company. That information must be made
available to law enforcement and regulatory bodies upon request. Guernsey believes
that it is the first jurisdiction in the world to introduce such a regime. This further
strengthens the pre-existing Anti-Money Laundering and Combating the Financing
of Terrorism (“AML/CFT”) regime which requires corporate service providers to
identify the beneficial owner of the companies they administer as part of the anti-
money laundering regime.

3.3 Guernsey has a long-standing commitment to transparency and international
co-operation. This was recognised by U.S. Treasury Secretary Paul O’Neill at the
signing of the TIEA between Guernsey and the United States in 2002. Treasury Sec-
retary O’Neill said:

The United States and Guernsey already have a close and cooperative relation-
ship on law enforcement matters, including criminal tax matters. We are well aware
of Guernsey’s commitment to cooperation in targeting criminal abuse of the world’s
financial systems.

This new agreement will formalize and streamline our current cooperation in
criminal tax matters and will allow exchange of information on specific request in
civil tax matters as well. This agreement is an important development, and further
demonstrates Guernsey’s long standing commitment to cooperating with the United
States on law enforcement matters and to upholding international standards in this
area.

Today’s agreement with an important financial centre of Europe demonstrates our
commitment to securing the cooperation of all our neighbours, not just those near
our shores but those more distant too. I hope that Guernsey’s cooperation with the
United States in negotiating this tax information exchange agreement will serve as
an example to other financial centres in its region and around the world.

4. Regulatory Transparency and Information Exchange

4.1 The Commission has the legal authority to disclose information to other super-
visory authorities. It can also disclose information to other authorities for the pur-
poses of preventing, detecting, investigating and prosecuting financial crime. In ad-
dition, the Commission may obtain information from licensees on behalf of foreign
supervisory bodies. The Commission shares information with supervisory authorities
and other bodies spontaneously, as well as on request. Although it has 15 Memo-
randa of Understanding (“MoUs”) with international partners (including the U.S.
Commodity Futures Trading Commission, U.S. Federal Deposit Insurance Corpora-
tion and the FSA), an MoU is not required to allow information exchange. In light
of the links between UK financial services businesses and Guernsey, it is common
for the Commission to co-operate and exchange information with the FSA.

6See Income Tax (Guernsey) Law, 1975, Part VIA (inserted by the Income Tax (Guernsey)
(Amendment) Law, 2005).
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4.2 Regarding transparency of transactions, the AML/CFT legislation and rules
made by the Commission require financial services businesses to undertake cus-
tomer due diligence on their potential customers and to look through legal persons,
such as companies, legal arrangements and trusts to undertake customer due dili-
gence on beneficial owners, settlors, beneficiaries and other underlying principals,
and to maintain both customer due diligence and transaction records. In addition,
rules made under the Protection of Investors Law require investor transaction
records to be maintained (for example, contract notes). The Attorney General (HM
Procureur) and the Commission have powers under the legislation they administer
to obtain that information on behalf of foreign authorities and to disclose it to those
authorities.

5. Guernsey’s Financial Intelligence Service

5.1 The Financial Intelligence Service (“FIS”) is responsible for the collation and
dissemination of intelligence relating to financial crime in Guernsey.” Formed in
2001, the FIS is operationally independent, although it is staffed and funded by the
law enforcement agencies of the Guernsey Police and the Customs and Excise, Im-
migration and Nationality Service (“Customs”). The strategic aims of the FIS are:

¢ The provision of quality intelligence with regard to all financial crime, with a
special emphasis on combating money laundering and countering the financing
of terrorism;

¢ The provision of full international co-operation, within the law, to competent
and relevant overseas authorities; and

¢ The provision of services to enhance the co-ordination and the development of
criminal intelligence to combat financial crime.

5.2 The staff of law enforcement (the FIS, the Fraud and International Team, and
the Commercial Fraud and International Affairs Team) are highly skilled specialists
and experienced in the investigation of financial crime. The FIS also is the point
of contact for those seeking assistance in relation to financial crime and receives re-
quests for assistance from both local law enforcement and overseas agencies. Since
1997, Guernsey’s law enforcement team has been a member of the Egmont Group
of Financial Intelligence Units. Where the FIS receives intelligence enquiries of a
criminal nature that are proportionate and justified, the FIS does not require an
MoU in order to exchange information. However, where an authority in another ju-
risdiction does require an MoU to allow information exchange, the FIS will enter
into such an agreement if there is an operational need. At present, the FIS is party
to 13 MoUs with international partners, including the UK Serious Organised Crime
Agency (“SOCA”).

5.3 The FIS is the designated authority to receive suspicious transaction reports
(“STRs”) in Guernsey. The FIS investigates all STRs with most being disseminated
to relevant local and overseas agencies. In 2008, there were 519 disclosures and 465
requests for assistance received, of which 63 percent came from outside Guernsey.
STRs largely relate to suspicions of tax evasion, large cash transactions, and unex-
plained lifestyles. STRs relating to suspected terrorism are relatively rare and com-
prise only a small portion of reports received. The high number of reports dem-
onstrates the high level of awareness of AML/CFT obligations in the finance indus-
try in Guernsey. Over 75 percent of STRs do not relate to local Guernsey residents.
Where there is evidence of tax evasion, it is Guernsey policy to disseminate all STRs
to the appropriate jurisdiction as it would any other STR relating to any other
criminal activity. Recent legislation allows intelligence to be disseminated to the
SOCA to assist civil investigations in the United Kingdom (and elsewhere). The FIS
also regularly provides STRs to EU Member States and OECD countries.

5.4 To counter the significant threat posed by sophisticated international money
laundering, Guernsey has introduced new legislation to give law enforcement even
greater powers to freeze and recover the proceeds of crime through both criminal
and civil action. The laws also make it easier for law enforcement to prosecute
money laundering offences. Guernsey regularly assists other jurisdictions that re-
quest assistance in obtaining evidence, tracing and freezing assets, and recovering
assets related to criminal proceedings. Guernsey has had considerable success in
freezing and recovering assets on behalf of many other jurisdictions, including the

7See the FIS website available at: www.guernseyfis.org. Also available at that website are the
FIS annual reports which provide data on the FIS’ activities in each year.
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United Kingdom,® other EU Member States® and the United States. In many cases,
substantial sums were involved and repatriated to the requesting nation. A signifi-
cant portion of matters in which Guernsey provides assistance relate to taxation.

6. AML/CFT Framework

6.1 Guernsey’s AML/CFT regime complies with the FATF standards. The Guern-
sey authorities are committed to ensuring that money launderers, terrorists, those
financing terrorism and other criminals, including those seeking to evade tax, can-
not launder those criminal proceeds through Guernsey, or otherwise abuse Guern-
sey’s finance sector. The AML/CFT authorities in Guernsey endorse the FATF’s 40
Recommendations on Money Laundering and the FATF’s Nine Special Rec-
ommendations on Terrorist Financing. Guernsey has introduced new legislation,
amended existing legislation, and the Commission has introduced rules and guid-
ance in order to continually keep compliant with the FATF’s developing standards.

6.2 All businesses and individuals are required by the AML/CFT legislation to re-
port possible money laundering when they suspect or have reasonable grounds to
suspect that funds are the proceeds of criminal activity. This includes tax evasion.
The same obligation to report suspicion applies to assets where there are reasonable
grounds to suspect or they are suspected to be linked or related to, or to be used
for terrorism, terrorist acts or by terrorist organisations or those who finance ter-
rorism. Businesses and individuals reporting suspicion are protected by law from
any breach of confidentiality.

6.3 Extensive AML/CFT countermeasures apply to all financial service businesses
operating in Guernsey, plus trust and company service providers, all of which are
subject to regular on-site inspections by the Commission. The international stand-
ards set by the FATF did not apply to trust and company service providers until
June 2003. However, the revised AML/CFT framework that entered into force in
Guernsey on 1 January 2000 subjected trust and company service providers to AML/
CFT regulation well before the FATF requirements. As a result, since 2000 trust
and company service providers have been required to identify the beneficial owners
of companies, the identity of settlors and beneficiaries of trusts and the identity of
any other underlying principals.

7. Stolen Asset Recovery Initiative

7.1 In March 2008, the World Bank and the United Nations Office on Drugs and
Crime invited Guernsey to participate in the Stolen Asset Recovery Initiative (“StAR
Initiative”), a project endorsed at the G20 meeting in Washington in November
2008. The StAR Initiative is an integral part of the World Bank’s anti-corruption
strategy and will enhance co-operation, build relationships and help developing
counties recover stolen assets. Guernsey has a continuing involvement in the project
and has been asked, and agreed, to participate in two further projects under this
initiative.

———

Statement of Michael J. McIntyre and Robert S. McIntyre

We thank the subcommittee for the opportunity to present our views on how the
United States can reduce international tax evasion by wealthy Americans. One of
us, Michael J. McIntyre, is a professor of law at Wayne State University in Detroit.
He has written extensively on international tax matters. The other of us, Robert S.
Meclntyre, is the Director of Citizens for Tax Justice.

The recent revelations of aggressive facilitation of tax evasion by the Swiss bank-
ing titan, UBS, has given a public face to the longstanding suspicion that a major
segment of the international banking community is fundamentally corrupt. Of
course, no knows for sure how many banks have engaged in the types of practices
for which UBS has been called to account. The widespread tax fraud by Liech-
tenstein banks, widely reported in the press, makes clear, nevertheless, that UBS
is not just a special case. We believe that the United States and its major trading
palrtners have a major systemic problem of bank fraud that requires major systemic
solutions.

We will discuss here three important ways that wealthy Americans evade taxes
on their investment income. The first is by transferring assets to offshore tax ha-
vens that maintain secrecy to avoid IRS detection. The second is by fraudulently

8The number of requests from the United Kingdom amount to 49 percent of the total number
requests for assistance.

9The number of requests from other EU Member States amount to 30 percent of the total
number of requests for assistance.
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taking advantage of the exemption provided under Internal Revenue Code Section
871(h)(1) for portfolio interest paid to foreign persons. The third is by posing as for-
eign persons and taking advantage of U.S. income tax treaties, typically treaties
with countries that maintain bank secrecy rules. After our discussion of each prob-
lemharea, we offer solutions that the Congress could pursue to reduce tax evasion
in that area.

1. Transfer of Assets to Offshore Tax Havens

A. Statement of the Problem

Abusive tax avoidance typically involves complex transactions. In contrast, tax-
evasion transactions are unambiguously illegal. Under U.S. tax laws, American citi-
zens and residents are required to report all of their income from whatever source
derived, including income earned through deposits in banks located in offshore tax
havens. There is no ambiguity or confusion about the applicable law. Yet it is widely
suspected that hundreds of thousands of wealthy Americans are moving assets oft-
shore and are failing to report the income earned on those assets. They are not rely-
ing on some obscure or ambiguous provision of the law to justify their conduct. They
simply are hoping not to get caught.

The Internal Revenue Service has significant powers to ferret out tax evasion that
is accomplished by holding assets within the United States. It is understaffed, and
its ability to cope even with domestic tax evasion has been compromised over the
past decade. Still, the tools for combating domestic evasion are in place and work
reasonably well when they are applied. Those tools include withholding at source,
information reporting by third parties, and easy assess to records of banks and
other financial institutions.

None of these tools is available to catch tax cheats who move their assets to off-
shore tax havens. These tax havens have strict bank secrecy laws that shelter their
financial institutions from any effective reporting requirements. There is no obliga-
tion of these banks or other investment agents to withhold taxes due to the United
States or to provide the United States with periodical information reports on income
paid to American taxpayers. In some cases, the Internal Revenue Service (IRS),
through tips or otherwise, may discover that certain American taxpayers appear to
be engaging in tax fraud. In some such cases, the IRS may be able to get some lim-
ited assistance from the government of an offshore tax haven. In general, neverthe-
less, the Internal Revenue Service is being asked to locate the proverbial needle in
the haystack.

In 1998, the OECD, with support from the United States, sought to pressure off-
shore tax havens into offering cooperation to OECD member states seeking to com-
bat international tax evasion and abusive avoidance. This initiative had some suc-
cess. For example, as a result of the initiative, the Cayman Islands negotiated a Tax
Information Exchange Agreement (TIEA) in 2001 with the United States, which
went into force in 2006. The OECD initiative slowed considerably after 2001, due
in part to lack of support from the United States. It has recently been revived, and
the revised initiative has already borne fruit. Several tax havens that are infamous
for their collusion with tax cheats have signed TIEAs or have promised to do so.
Even Switzerland had signaled a willingness to depart from its strict bank secrecy
rules in special cases, although it apparently expects the process of agreeing to the
terms of any TIEAs to be drawn out over a lengthy period.

The U.S. experience with TIEAs is highly secret. No reports on the use of those
agreements are provided to the public. Our general impression, nevertheless, is that
the TIEAs have been ineffective in curtailing tax evasion. Some commentators have
suggested that they may have a negative value in some cases by giving the appear-
ance of propriety to a government that is fully engaged in the business of attracting
and protecting tax cheats. That claim was made, for example, with respect to the
executive agreement between the United States and Liechtenstein. The Liech-
tenstein banks have been in the news of late, due to the discovery that they were
facilitating tax evasion by German citizens and, it was soon learned, by citizens of
many other countries, including the United States.

TIEAs are not useless. They are a useful first step in encouraging offshore tax
havens to cooperate with organized efforts to curtail international tax evasion, and
even without further progress can be helpful in a few isolated cases. However, they
have not provided a systemic solution to international tax evasion and cannot be
expected to do so. As illustrated by the agreement with the Cayman Islands, an ex-
change of information is limited to cases in which the U.S. tax authorities have al-
ready targeted an individual for tax evasion and can “demonstrate the relevance of
the information sought” by providing the Cayman tax authorities with the name of
the suspected taxpayer, the reason for believing the information requested is within
the possession of a person under the jurisdiction of the Cayman government, and
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so forth. That is, the Cayman government has agreed to be of assistance when the
U.S. government has already fingered the tax cheat. It is unwilling to be helpful
in identifying U.S. tax cheats in the first instance.

B. Suggested Solutions

i. Provide IRS with the resources and legal protections it needs to detect and pros-

ecute tax evaders

Virtually all independent observers agree that the IRS does not have the re-
sources needed to fight international tax evasion effectively. It is underfunded in
this area by several orders of magnitude. We do not offer advice on what the revised
budget should be, since budget recommendations ought to be based on specific pro-
posals for how the requested funding would be used. We simply join those who say
that the current level of funding is ridiculously low. One data point suggesting inad-
equate resources is that the IRS, when it does uncover widespread tax fraud, is led
to offer some form of amnesty from fines and criminal prosecution to the offenders
who admit their guilt without the need for a trial. Amnesty for tax cheats obviously
undercuts the penalties that were devised by Congress to discourage tax evasion.
The IRS should be given the resources it needs to make decisions to prosecute tax-
evasion cases on the merits.

Congress also needs to make sure that IRS agents working in the field are not
subject to personal suit for legitimate actions taken to combat international tax eva-
sion. Stopping tax evasion is a rough and tumble business. Agents often act on tips,
and tips sometimes are wrong. Many taxpayers engaged in evasion are belligerent
and litigious. There is little doubt that morale at the IRS has been low in recent
years, partly due to fears that they would be subject to prosecution and litigation
just for doing their job. That fear is due in significant part to a few noxious provi-
sions in the Internal Revenue Service Restructuring and Reform Act of 1998 (H.R.
2676), enacted after the infamous Senate Finance Committee hearings in late 1997.
Congress needs to revisit those provisions in an atmosphere less hostile to enforce-
ment of the nation’s tax laws.

1i. Broaden TIEAs to include automatic information exchanges

What makes U.S. banks a poor choice for the American tax cheat is that banks
regularly provide the IRS with information reports about the income earned by their
depositors. It is that kind of regular information flows that the United States needs
to receive from the financial institutions in the offshore tax havens. Getting agree-
ment from these countries will not be easy. The United States will need to work
with the OECD and other groups to fashion a policy that rewards governments that
cooperate and imposes penalties on governments that continue to facilitate inter-
national tax evasion. The OECD, by extracting TIEAs from some of the world’s
greatest scofflaw countries, has demonstrated the value of the stick. Practical expe-
rience in other areas suggests that the carrot can be even more effective.

iii. Impose greater reporting requirements on U.S. financial institutions, account-

ing firms, and law firms

Many Americans engaging in offshore tax evasion are assisted by U.S. financial
institutions, international accounting firms and law firms. These facilitators of eva-
sion should be required to provide the U.S. tax authorities with information reports
on transfers to any jurisdiction that is not cooperating with international efforts at
curtailing international tax evasion and abusive tax avoidance.

iv. Endorse the United Nations Code of Conduct on Cooperation in Combating

International Tax Evasion

At its meeting in October of 2008, the United Nations Expert Committee on Inter-
national Cooperation on Tax Matters endorsed in principle a code of conduct that
would charge participating governments with a moral obligation to take various
steps to curtail international tax evasion and abusive tax avoidance. The code, as
revised, is expected to be ratified by the committee by June of this year. The code
codifies an emerging international standard on transparency and cooperation. One
objective of the code is to put moral pressure on rogue governments that refuse to
provide information exchange or that actively promote tax evasion by allowing the
owners of legal entities to remain anonymous.!

2. The Exemption for Portfolio Interest

A. Statement of the Problem

The exemption for portfolio interest was added to the Code by the 1984 tax act.
Under that exemption, nonresident alien individuals and foreign corporations receiv-
ing interest paid on qualifying bonds issued by U.S. persons are not subject to the

1In the interests of full disclosure, it may be noted that one of us (Michael McIntyre) prepared
the initial draft of the UN Code of Conduct when he served as interim chair of the Committee’s
subcommittee on information exchange.
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30-percent tax under Code section 871(a). The bonds may be in bearer form or in
registered form. A qualifying bond must be issued in a fashion that reduces the risk
that it will to be held by U.S. persons. The issuer does not need to have actual
knowledge, however, of the identity or even the nationality of the holder for the ex-
emption to apply.?

Congress enacted the exemption for portfolio interest to expand access of U.S. bor-
rowers to the Eurobond market and other international capital markets. Interest
rates on bonds traded in the Eurobond market have tended to be lower than U.S.
interest rates. The Treasury Department was particularly keen to gain access to the
Eurobond market in order to reduce the cost of financing the large Federal deficits
that were incurred during the 1980s. The reason for the lower interest rates was
quite simple—those lending money in that market were not reporting the income
on their investments to their home country. Whether by design or otherwise, the
Eurobond market has provided an ideal investment environment for tax evaders.

Congress and the Treasury Department were aware that many of the purchasers
of portfolio-interest bonds sold on the Eurobond market would be tax cheats. Indeed,
the portfolio-interest rules were designed to facilitate tax evasion by investors in
portfolio-interest bonds. As noted above, the beneficial owners of the bonds were not
required to identify themselves to the bond issuers.

In addition, the beneficial owners of portfolio-interest bonds were allowed to in-
vest in those bonds through so-called “qualified intermediaries.” A qualified inter-
mediary typically was a bank or other financial intermediary that consolidated the
investments of various tax cheats and purchased the portfolio-interest bonds on
their behalf. The rules were designed to make it difficult for the U.S. government
to learn who the tax cheats were. Such ignorance was important because the United
States is obligated to provide information about the investment income of residents
of countries having a tax treaty with the United States under the treaty’s exchange-
of-information article.

Code section 871(h) provides some weak rules intended to prevent American tax-
payers from holding portfolio-interest bonds. As the UBS case illustrates, these
rules are not effective in preventing Americans from acquiring such bonds. We
warned Congress of that danger when the portfolio-interest exemption was first
adopted.3 In brief, the rules designed to make the portfolio-interest bonds attractive
to foreign tax cheats by making their invests anonymously make it difficult to pre-
vent Americans from using the cloak of anonymity to become the beneficial owner
of portfolio-interest bonds.

In adopting the portfolio-interest rules, the United States actively recruited finan-
cial institutions to help foreigners evade the taxes imposed by their government on
interest income derived from the United States. This evasion was intended to ben-
efit U.S. borrowers by allowing them to borrow from the tax cheats at a reduced
interest rate. The United States also adopted rules intended to prevent these same
financial institutions from extending their fraudulent behavior to assist Americans
in evading U.S. taxes. The legal rules applicable to these financial institutions were
clear. The moral underpinning of those rules was not.

The Treasury Department was given the authority in the 1984 legislation to im-
pose rules that might limit the opportunities for qualified intermediaries to assist
Americans in evading U.S. taxes. It waited, however, over a decade to issue regula-
tions governing the withholding obligations of qualified intermediaries. The result-
ing regulations seemed to assume that the financial institutions that were facili-
tating foreign tax evasion would act in good faith to prevent evasion by Americans
of U.S. taxes. The regulations did not accomplish their goal, as the UBS fraud has
illustrated.

The bank secrecy rules of countries such as Switzerland, Belgium, and Luxem-
bourg complicate the problem of determining whether Americans have been invest-
ing illegally in portfolio-interest bonds. These countries might provide information
to U.S. tax authorities under their tax treaty with the United States if the U.S. tax
authorities are able to produce compelling evidence that one or more identified
Americans had engaged in tax fraud. As a practical matter, however, it seems high-

2Regulations have been issued that specify the requirements that U.S. issuers must meet in
order for interest on their bonds to be deductible. Reg. §1.163-5(c)(2) (1997). These regulations
are effective January 1, 2001. For tax years before 2001, see Temp. Reg. §35a.9999-5 (1990)
(questions and answers) and Reg. §1.163-5T (1990)

3See “Statement of Robert S. McIntyre and Michael J. McIntyre,” Hearings Before the Sub-
committee on Savings, Pensions and Investment Policy And the Subcommittee on Taxation and
Debt Management of the Senate Committee on Finance Concerning S. 1557, a Bill to Exempt
Foreign Individuals and Corporations from the 30 Percent Withholding Tax on Interest Income,”
September 19, 1983
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ly unlikely that the U.S. tax authorities have obtained any useful information from
treaty partners that have strong bank secrecy rules.

B. Suggested Solutions

i. Eliminate the portfolio-interest exemption

The world have changed a lot since the portfolio-interest exemption was adopted
in 1984. Today, most tax professionals recognize that a country cannot solve its
problems of international tax evasion and abusive avoidance without some rather
high level of cooperation with its major trading partners. It is unrealistic for the
United States to expect other countries to help it police its tax system when it is
actively encouraging the residents of those countries to invest “tax free” in the
United States. The United States must end is sordid deal with foreign tax cheats
by limiting the exemption for portfolio interest to foreign persons who are complying
with the laws of their home country.

The easy way, from a technical perspective, for the United States to get out of
the tax evasion business would be for Congress to simply repeal the portfolio-inter-
est exemption. That way is also the best way in our view.

ii. Limit the portfolio-interest exemption to complying taxpayers

Although the portfolio-interest exemption was designed to attract investment by
tax cheats, it also may attract investments from taxpayers who are not subject to
tax on foreign income in their country of residence. For example, residents of oil-
rich countries, such as Qatar and Saudi Arabia, do not impose an income tax on
their residents. Congress may decide to revise the portfolio-interest exemption so
that it is unattractive to tax cheats but remains attractive to complying taxpayers.

To make the portfolio-interest exempt unattractive to tax evaders, Congress
should take two steps. First, it should require withholding agents, including finan-
cial intermediaries, to verify the true residence of taxpayers claiming the exemption.
If the withholding agents cannot do so, they would be required to withhold tax at
a rate of 10 percent. That money would be held in escrow by the U.S. Treasury De-
partment for a reasonable period and would be paid out to claimants able to sub-
stantiate their residence claim.

Second, the Internal Revenue Service should establish procedures for the auto-
matic exchange of information about payments of portfolio interest to residents of
countries with which the United States has an tax treaty with an exchange of infor-
mation article. As noted above, the United States seems to have structured the
“qualified intermediary” rules to reduce the likelihood that it would be able to pro-
vide treaty partners with information about the tax evasion of their residents. The
qualified-intermediary regulations need to be modified substantially, perhaps with
a new congressional mandate.

3. Treaty Shopping by American Investors

A. Statement of the Problem

The United States has entered into over 60 bilateral income tax treaties, almost
all of which significantly reduce the 30 percent withholding rate otherwise imposed
by Code section 871 (individuals) and 881 (corporations) on investment income de-
rived from the United States. The typical tax treaty reduces the withholding tax on
interest and royalties to zero.

In principal, the reduced treaty rate applies only to persons who are not U.S. per-
sons and who are bonafide residents of the U.S. treaty partner. In practice, the
United States has difficulty verifying that those claiming treaty benefits are entitled
to those benefits. When the treaty partner has adopted strict bank secrecy rules,
it typically offers the United States little help in ascertaining the true residence sta-
tus of those claiming treaty benefits from the United States. A significant number
of these so-called foreign investors are thought to be American citizens.

Treaty shopping is often engaged in by foreign persons who are actually resident
in a country that does not have a treaty with the United States. In addition, resi-
dents of a country having a tax treaty with the United States may engage in treaty
shopping if the treaty entered into with the United States by their country of resi-
dence is less favorable than the treaty of some third country. American citizens and
residents may engage in treaty shopping by posing as foreign persons entitled to
treaty benefits under a tax treaty between the United States and the country in
which they are claiming residence. In all of these cases, the U.S. Treasury loses tax
revenues to which it is entitled.

The United States has attempted since the late 1970s to curtail treaty shopping
by including a “Limitation on Benefits” article (typically Article 22) in its tax trea-
ties. In some cases (e.g., the U.S.-Netherlands treaty), that article is long and com-
plex. How effective the anti-treaty shopping articles have been is unclear. As best
we can determine, the Internal Revenue Service has not litigated a single case in
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which it sought to prevent a taxpayer from obtaining treaty benefits under the
“Limitation on Benefits” article.

What is clear is that the United States cannot enforce its anti-treaty shopping
rules without obtaining rather detailed information about the status and financial
affairs of the persons claiming treaty benefits. Such information is generally difficult
to obtain. It may be nearly impossible to obtain when the treaty partner at issue
is enforcing strict bank secrecy rules.

The United States has been nearly alone in its efforts to combat treaty shopping,
which began in earnest during the Carter Administration. Countries have agreed to
include a limitation-on-benefits article in their treaties with the United States, but
they rarely do so in their treaties with other countries. The OECD has taken some
action, primarily at the urging of the United States, to deal with treaty shopping
through its Commentary on its Model Tax Convention. The tax guides available
worldwide make clear, nevertheless, that treaty shopping is widespread and implic-
itly condoned by many governments.

Governments seem willing to condone treaty shopping for two reasons. First, they
may be indifferent to tax evasion that does not diminish the tax revenues of their
country. Second, they may believe that they may obtain some investments in their
own country from tax cheats engaging in treaty shopping. They are either unaware
or unconcerned that their own residents may be engaging in treaty shopping to earn
income tax free in their own country.

B. Suggested Solutions

i. Tentative withholding tax on payments to uncooperative states.

We recommend that Congress adopt legislation that would impose a tentative
withholding tax of 2 percent on all interest, dividends and royalties paid to persons
claiming treaty benefits under a treaty with a country that does not engage in an
effective exchange of information. An effective exchange would entail not only the
provision of information on specific request but also automatic exchanges of informa-
tion. To avoid abrogating U.S. treaty obligations in violation of international law,
the legislation should make clear that the 2-percent withholding tax is refundable
in full, with interest, if the taxpayer claiming the treaty benefit proves that it is
actually entitled to a zero rate of withholding.

In response to widespread pressures to curtail international tax evasion by banks
and other financial institutions, a number of countries, including Switzerland, Lux-
embourg, and Singapore, very recently have agreed to provide for an exchange of
information, notwithstanding their bank secrecy rules. Switzerland, however, has
indicated that it will not break with its bank secrecy regime unless the requesting
state provides solid evidence that tax evasion may have occurred by a named indi-
vidual or entity. Other states may impose similar or additional limitations on their
willingness to cooperate with foreign taxing jurisdictions.

A withholding tax, even at a rate as low as two percent, will raise some revenue
and, more importantly, will trigger a record-keeping obligation on the persons re-
sponsible for withholding. In addition, by watching which taxpayers seek to claim
the proffered refund, the U.S. tax authorities will get some clues as to the extent
of tax evasion that is occurring.

it. Eliminate zero rate in new and revised treaties

The United States has been a leader in encouraging countries to agree to impose
a zero rate on interest and royalties and even on certain related-person dividends.
This policy was thought to increase U.S. tax revenues because the tax forgone in
the foreign source countries would reduce the amount of the foreign tax credit that
the U.S. would need to give to its residents investing abroad. That policy was never
effective in augmenting U.S. tax revenues. Now that the U.S. is a net importer of
capital, it clearly is a revenue loser. It is also bad policy. The source country ought
to be given a fair share of the income derived from investment within its borders,
as the League of Nations acknowledged nearly 90 years ago.

The rules on withholding rates are central to any treaty negotiation, so the United
States cannot unilaterally change its treaty rules on withholding rates without vio-
lating international law. But it can decline to continue the failed policy of offering
zero rates at the negotiating table.

iii. Terminate bad treaties

The United States has a few treaties that are widely viewed as bad treaties that
do not serve the interest of the United States. The Treasury Department from time
to time has tried to revise these treaties without success. The proper action now is
simply to give proper notice of termination. It is possible that such a notice will
prompt negotiations that would result in a treaty beneficial to the United States.
If so, all to the good. The more likely result, however, is that the United States
would have one additional country with which it does not have a tax treaty. That
result is clearly better than the status quo.
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4. Conclusion

The ability of Americans to tax themselves and fund government programs has
declined over the past two decades—and precipitously in the past eight years. To
regain the lost power to tax, the government needs to take action to fix its inter-
national tax rules and procedures. In particular, it needs to strengthen its system
for taxing American citizens and residents on income stashed in tax havens.*

Effective action against tax evasion and abusive avoidance schemes requires coun-
tries with conflicting economic interests to cooperate in fairly sophisticated ways. In
the past, countries have made a show of stopping tax evasion and abusive avoidance
only to settle for formal arrangements with little practical effect. Fortunately, the
prospects for international tax reform have never been better. This opportunity is
the result of several factors, most significantly the major decline in the traditional
power of the international financial community and the discrediting of the market
as the appropriate mechanism for regulating banks and other financial institutions.
Also, the reputation of the big accounting firms has never been worse.

The movement to curtail international tax evasion will not occur without leader-
ship in high places. The Obama Administration will need to lead the way in negotia-
tions with its OECD partners and with the many developing countries that are ex-
cluded from the OECD.

Congress also has a major role to play in combating international tax evasion. It
must repeal beggar-thy-neighbor policies intended to attract investment in the
United States by foreign tax cheats. It needs to provide funds and legal protection
to the IRS so that the IRS can ferret out the tax cheats and bring them to justice.
It needs to encourage the Administration to revise tax-treaty policies that currently
facilitate international tax avoidance and evasion. Finally, it needs to take the
moral high road by promoting transparency and cooperation in the struggle to con-
tain international tax evasion. One step in that direction would be to endorse the
UN’s forthcoming code of conduct on that topic.

——

Statement of Raymond Baker, Director of Global Financial Integrity

The U.S. is at a critical juncture. Recent events have underscored the severity of
the problem of offshore financial centers, banking secrecy, and loopholes in current
U.S. laws as well as how these enable illicit financial practices such as tax evasion
and fraud.

Abusive offshore schemes are depriving the U.S. of approximately $100 billion a
year at a time when the economy 1s in a recession and the resources are strained.

President Barack Obama has stated that he firmly supports action to crackdown
on tax havens and illicit financial practices and has endorsed the Stop Tax Haven
Abuse Act sponsored by Senator Carl Levin (S. 506) and Congressman Lloyd
Doggett (H.R 1265) introduced March 2, 2009.

Calls to confront tax havens have come from several quarters, including the IMF,
the Vatican, and leaders from Germany, France, and the UK. The G—20 has also
issued strong words of intent to address the economic crisis when it convenes April
2nd in London.

This presents the U.S. with the dual task of working as part of a global coalition
to address a global economic crisis, while also attending to legislative and regulatory
reform at home. President Obama’s announcement of a new Task Force to review
and offer recommendations for changes to the U.S. tax code which would reduce tax
evasion and substantially close the estimated $300 billion per-year tax gap signals
that this second task is indeed a priority for the new Administration. GFI applauds
those efforts.

In considering measures to improve compliance by U.S. taxpayers and improve
the overall system of tax collection, Global Financial Integrity recommends the fol-
lowing provisions be included in legislation being considered by Congress aimed at
curtailing tax haven abuse. The following measures are crucial to achieving success
in improving tax assessment and collection and in curtailing fraud.

Automatic Information Exchange

1) Section 101 of the Stop Tax Haven Abuse Act states, “a jurisdiction shall be
deemed to have ineffective information exchange practices unless the Secretary de-
termines, on an annual basis, that—‘(i) such jurisdiction has in effect a treaty or
other information exchange agreement with the United States that provides for the
prompt, obligatory, and automatic exchange of such information as is forseeably rel-

4See Michael J. McIntyre, “A Program for International Tax Reform,” 122 Tax Notes 1021
(Feb. 23, 2009).
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evant for carrying out the provisions of the treaty or agreement or the administra-
tion or enforcement of this title.” (emphasis added).

Beneficial Ownership Requirement

2) The Incorporation Transparency Act (S. 659) would require States to obtain a
list of the beneficial owners of each corporation or limited liability company (LLC)
formed under its laws, conduct annual updates of beneficial ownership information,
and provide this information to civil or criminal law enforcement upon receipt of a
subpoena or summons.

Close Loopholes in the Existing Tax Code

3) Section 108 of the Stop tax Haven Abuse Act would ensure that non-U.S. per-
sons pay U.S. stock dividends by ending the practice of using complex financial
transactions to recast taxable dividend payments as allegedly tax free dividend
equivalent or substitute dividend payments.

Deterrence

4) Section 102 of the Stop Tax Haven Abuse Act would expand Treasury Depart-
ment authority under section 311 of the Patriot Act (31 U.S.C. 5318 (a) to impose
sanctions on foreign jurisdictions, financial institutions or transactions found to be
“impeding tax collection.”

5) Section 301-302 of the Stop Tax Haven Abuse Act would strengthen penalties
for promoting abusive tax shelters and knowingly aiding or abetting a taxpayer in
understating tax liability by specifically:

1. Increasing fines for promotion of abusive tax shelters from 50 percent of the
promoter’s gross income from the activity to an amount “not to exceed” 150 percent
of the promoter’s gross income from the prohibited activity.

2. Increasing the maximum fine of $1,000 ($10,000 for a corporation) to an
amount “not to exceed” 150 percent of the aider-abettor’s gross income from the pro-
hibited activity.

O
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