Discussion Paper on the Vanuatu Offshore Sector
(By George Andrews, Commissioner, Vanuatu Financial Services Commission – 22 May 2008)

Introduction

Vanuatu was one of the first island economies to launch offshore financial services. However, it has not been as successful as most. The Vanuatu Financial Services Commission (VFSC) had already come to the conclusion that it is time to take a hard look at the options for the future. The investigation into allegations of money laundering and tax evasion of some of our businesses means that a re-evaluation of our position is even more timely.  The finance centre, the government and the VFSC should decide jointly on a strategy and take it forward together.

The Offshore Business Today

Although Vanuatu’s offshore financial services business began in the 1970s, it has not expanded in the same way as have some other offshore centres such as Liechtenstein, the British Crown Dependencies (Jersey, Guernsey and the Isle of Man), the Netherlands, Antilles, the British Overseas Territories (especially Gibraltar, Bermuda, Cayman Islands or the British Virgin Islands) or others such as Mauritius or Labuan. Each of these centres has considerably more business than Vanuatu
. There are other centres that are smaller and less successful than Vanuatu but we need to consider why we have not done better.
Many of the Vanuatu service providers have been in business since the offshore centre began. In many cases, the same principals are running the same businesses. Many of these firms have implicitly recognised the limits of offshore business in Vanuatu. Some have turned to other lines of work to supplement the declining offshore business, for example, by offering auditing services to local companies or guidance to foreign inward investors on getting the necessary permits and licences to invest directly in Vanuatu. Some firms have diversified overseas and conduct much of their business from affiliated companies in other sectors. 

The contribution of the offshore sectors to the Vanuatu GDP is modest. Estimates have put the figure at between 5% and 12% but the latter figure almost certainly includes the domestic banks, which account for half of finance centre activity and which are mostly focused on the domestic market (the Reserve Bank data shows only a quarter of commercial banks’ liabilities being to non residents).  Employment offered by the finance centre as a whole is of the order of 600, of which 320 are employed by banks (primarily focused on domestic business), 162 are in legal and accounting firms (again increasingly focused on the domestic market) and 131 are in service providers (some of whom will also be focussing on the domestic market)
.  The net contribution of true offshore business to employment is unlikely to exceed 200 and is probably closer to 100. International Companies are exempt from most taxes and fees, including Stamp Duty and the businesses pay no income or corporate tax, although employees and principals of offshore businesses who earn and spend income in Vanuatu pay VAT and excise duty on purchases.

Like the other offshore centres, Vanuatu has developed its own specialism. Offshore business in Vanuatu consists of a small number of offshore banks, some insurance companies and some company and trust service providers (service providers). The core of the offshore business is the provision of tax planning, wealth management and business advisory services to offshore clients using international companies and trusts. This core is supplemented by captive insurance, investment management and fund administration. 

Vanuatu’s specialism is wealth management services to high net worth clients around the world. Other centres have different specialisms. Guernsey and Bermuda are best known for insurance (captives for Guernsey, re-insurance for Bermuda). Guernsey is also an important mutual fund and banking centre. The Cayman Islands are home to most of the world’s hedge funds and have the largest number of offshore banks. BVI focuses on the provision of registered office services to large numbers of international companies. Jersey (like us) provides private wealth management services, using trusts and companies (although Jersey is also home to a substantial number of banks and mutual funds). Nearer to home, Samoa is primarily a company incorporation centre, registering more international companies than us but not providing the same range of services.
What is Holding Us Back?

There may be many reasons for our relatively disappointing performance. 

Firstly, there is our location. Most of the more successful offshore centres are located close to  Europe or the United States, which traditionally have been where most high net worth individuals live and from where much business has been sourced. Our natural market is Australia and New Zealand. These are smaller economies and, in the case of Australia, have sought aggressively to restrict the use of offshore tax planning by its citizens. The publicity given to the  investigations into tax evasion and money laundering makes Australia even less attractive as a market for our businesses right now and for the foreseeable future.
Secondly, it is no accident that many of the successful offshore centres have maintained a link with other countries (including Britain, the Netherlands and Malaysia). In the case of the territories with a British connection, this means that anyone engaged in legal action has the ultimate right of appeal to the British Privy Council. Putting one’s money offshore can be a risky business and a client will want to know that contracts can be enforced in an efficient and unbiased judicial system. While there is nothing wrong with our own legal system, the absence of an appeal outside the jurisdiction may have created a degree of legal uncertainty.

Thirdly, it is not easy to find sufficient high quality staff in Vanuatu to work in offshore business. We have good people coming through the schools and universities who can be trained to work in the offshore business. The evidence is already there. However, there are not yet enough. It has not always been easy to persuade enough foreigners to come to live here to supplement our local staff in this sector, even though our life style and natural environment should give us a comparative advantage in attracting people with the skills we do not yet have.
Perhaps the biggest single factor nowadays is that we have a poor reputation as an offshore centre. The Financial Stability Forum, in its 2000 report on offshore centres, placed in the bottom category of centres that had a lot to do to meet international standards. The IMF report in 2000 was critical of our regulatory regime. Anecdotal evidence shows that many regulatory authorities and financial institutions consider that our reputation is poor, even though at the level of government and regulatory authorities, we have attempted, with some success, to forge better relations.

Our reputation may be somewhat unfair, given that we have not had much experience of financial scandals. Moreover, we have recently taken action to bring our regulatory legislation up to international standards with the passage of the International Banking Act, the Financial Transactions Reporting Act (and particularly the 2006 amendment), the Insurance Act and the proposed Company and Trust Service Provider Act. Of course, these developments are relatively recent (and still not complete). 
Although the perception of Vanuatu may be unfair in part, we continue to contribute to our own low international reputation. We have maintained a reliance on strict secrecy provisions in our International Companies Act. These provisions and other measures to assure secrecy are advertised and promoted strongly on the web sites of our service providers. These advertisements tell potential clients that their names need not appear on trust deeds, that there can be nominee shareholders, directors supplied by the service providers and even nominee settlors of trusts. 
We maintain, quite rightly, that our due diligence requirements in the Financial Transactions Reporting Act meet international standards. Many of our financial institutions meet these standards. But these efforts are then undermined by web sites that apparently suggest that financial firms ignore such due diligence requirements. In some cases, web-based account opening forms for the formation of international companies ask for no information beyond identity and beneficial ownership – ignoring our requirements for information on the source of wealth, source of funds, purpose of account or predicted activity. Sometimes these web sites invite the potential client to open a bank account with the tick of a box, wrongly implying that our banks are also ignoring our due diligence requirements. Web sites like these shatter our argument that our due diligence requirements are up to date and enforced.
Any person is entitled to privacy in their financial affairs, but these provisions and these advertisements go further. They are clearly emphasising a degree of secrecy that will protect the client even from legitimate enquiry by properly constituted regulatory and law enforcement agencies in democratic countries. There will be some clients who have legitimate reasons for privacy. However, there will also be many potential clients who have illegitimate reasons for evading the attention of the authorities. 
Foreign agencies, the press, international financial institutions and, most importantly, legitimate overseas potential customers seeing these web sites, will assume that we are seeking to attract any clients and are indifferent to the legitimacy of their reasons for doing business with us. Some of the comments appearing in the local press in response to the investigations into money laundering and tax evasion appear to maintain the position that a service provider has no responsibility to ensure that services are not being used for tax evasion or other illegitimate activity abroad. Legitimate customers seeing these web sites and these arguments will conclude that they do not wish to place their business with firms that are prepared to advertise themselves in this way. Our poor reputation is probably due, at least in part, to the way we present ourselves.
We are not alone in having these secrecy provisions. However, leading offshore centres do not rely on such provisions. Moreover, even those who do adopt similar secrecy legislation have enacted new provisions that allow regulatory and law enforcement authorities to break through them. Many of these countries have negotiated tax, regulatory or law enforcement agreements to facilitate exchange of confidential information. Some countries have lagged behind and have been subject to international action. The recent action in respect of German taxpayers hiding money in Liechtenstein is but one example. We, in Vanuatu, have started to enact provisions that pierce the secrecy barrier (for example in the Financial Transactions Reporting Act) but we have yet to conclude information exchange agreements. This position reinforces the negative perceptions about us.
This reputation has hurt us. We have no international world class banks willing to do offshore business from here. Those international banks that are here for domestic business have indicated that the reputational risk of conducting offshore business from Vanuatu in their own name is too great, so they rely only on referring their customers to our local businesses. This puts us at a disadvantage compared with the Cayman Islands or the Crown Dependencies, which are home to Citibank, HSBC, UBS, Credit Suisse Deutsche Bank and other international banks – happy to conduct offshore business openly from these centres.
Our National Bank (which does not undertake offshore business) is unable to find a correspondent bank in the US for its dollar business. International companies are finding it hard to open bank accounts. A US based aid agency notes that its ability to sponsor us is challenged by Congressmen as a result of our reputation. 

Ordinary Vanuatu citizens who get no benefit from the offshore sector are therefore being hurt by a reputation to which they have not contributed.

Our offshore sector must also be hurt as many legitimate customers with business that could enhance our reputation may well be staying away from firms who appear to claim on their web sites that they ask few questions and state in the press that they do not regard the legitimacy of their customers’ business as being their responsibility. This could well be a major reason why we have failed to match the success of other centres with a more transparent approach.

A Strategy for Development
Our strategy for the future has to recognise the reality of our position, build on our strengths and address the factors that have been holding us back. Let us look first at our strengths.
Our first advantage is that we have an offshore finance centre that has the skills to offer a reasonable range of tax planning and wealth management services. Other offshore centres in the Pacific, such as Samoa, focus on the incorporation of international companies and the provision of registered office without any other services.  The British Virgin Islands is the same. The IMF reports that the BVI, seeing the limitations, in the long term, that stem from a reliance on simple company incorporation business, have sought to attract other business but they are held back by the lack of domestic skills. Vanuatu businesses already have considerable experience and skill in providing higher value added business and investment advisory services, albeit at a relatively modest level so far.
The skills possessed by the Vanuatu businesses are more conducive to the kind of offshore business that can be conducted without relying on secrecy provisions. Many countries do not impose income tax on foreign earnings that are not remitted home. For high net worth citizens of such countries, it makes sense and is quite legal to hold funds and earn interest and dividends offshore. Offshore mutual funds and captive insurance companies can be offered quite legally to residents of many countries. The companies and trusts that Vanuatu businesses can provide can be used in structured transactions where it is necessary to avoid frictional taxation (ie taxation that would be incurred and then reclaimed by special purposes vehicles in income tax paying countries but only at the expense of employing accountants to make the tax payments and reclaim the refunds). Such costs can be saved by placing the vehicles in countries like Vanuatu where there is no income tax anyway. Service providers offering tax and wealth planning services can add investment advice and other business advice so as to add additional value without requiring the secrecy provisions in our legislation. 

There can be little doubt that international pressure will increasingly put a stranglehold on centres relying primarily on secrecy for their competitive advantage. If we were to maintain our secrecy stance, this would happen to us. Indeed it is obvious that it is happening right now. However, Vanuatu’s strength is that, although it has traditionally relied on secrecy, it has the skills to provide services that do not require it.

We have other advantages as well. Although our location used to be a weakness, it may now become a strength for the offshore business. The economic centre of gravity in the world is shifting from Europe and America to Asia. This is in our part of the world and close to our time zone. There is much business to be gained in South East Asia as the number of high net worth individuals increase in China, Hong Kong, Vietnam, Malaysia, Indonesia and elsewhere. The number of high net worth individuals (assets exceeding $1 million excluding their primary residence) increased by 7.3% to 2.4 million in the year to 2005. The number of ultra HNWIs (more than $30 million) increased by even more, by 12.1% to 15,600
. The fastest growing countries were South Korea, India and Indonesia.

The existing British and Caribbean offshore centres have realised this and are seeking to tap the expanding market with visits to the region and talk of opening offices in Shanghai and elsewhere. However, their principals are a hemisphere away. We have the opportunity to make our time zone advantage count.
We also have good and close relations with some of these countries – as the recent visits to China by our senior politicians have demonstrated. We should exploit the opportunities that such visits provide.

To have a real chance of success, however, we have to address our weaknesses. The most important weakness is our poor reputation. To change this we must remove the prop of secrecy from our business. We should adopt the following stance:

Any supervisory authority should have access to all confidential information of regulated businesses, including their clients, where this is necessary for regulatory purposes;

Any law enforcement (including fiscal) authority should have access to the affairs of financial institutions and their customers where there are reasonable grounds (although not, of course, proof to a criminal standard) for suspecting that an offence or other wrongdoing may have been committed;
Any law enforcement or regulatory authority should be prohibited by law from disclosing confidential data, unless they are disclosing it to another domestic or foreign authority that requires it to fulfil their duty;

When considering requests for confidential information concerning customers of financial institutions, which are received from foreign law enforcement authorities, the Vanuatu authorities are entitled to insist that the authorities demonstrate reasonable grounds (but, again, not proof to a criminal standard) for believing that an offence or some other form of civil or criminal wrong-doing has taken place in their jurisdiction and that the information requested is relevant to the investigation;

In order to assist foreign authorities, the VFSC should enter into memorandums of understanding with foreign regulators and other Vanuatu authorities should consider comparable agreements, including for example tax information exchange agreements.

Although this would be seen as a new approach for Vanuatu, we have in fact taken some steps in this direction already.  The Financial Transactions Reporting Act (as amended in 2006) requires financial institutions to hold the information that is necessary for this approach to work. The Financial Intelligence Unit has access to such information and can, where it involves money laundering, share it with other domestic and foreign authorities. The new regulatory law covering services providers will allow the VFSC access to confidential information about customers and to share it with other authorities in certain circumstances. Although painful for some, the Attorney General’s decision to co-operate with Australian authorities in their investigations is a very positive practical step in demonstrating the kind of co-operation that other countries and offshore centres take for granted, even though we do not know the outcome of specific cases and do not prejudge them.
What is now needed is to extend such access to other authorities so that there is scope to share information with any law enforcement and fiscal authority conducting an investigation or pursuing a proper regulatory or public purpose. Moreover, the powers must be used. For investigations to be successful, information must be available. The information gathering and record keeping requirements placed on licensed persons must be enforced by the VFSC and FIU.

In addition to having this confidential information available to the authorities, there should be certain public disclosures by all Vanuatu companies. Leading offshore centres require that companies incorporated in their jurisdictions should disclose on the public register, both in initial filings and annual returns to the company registry, information on the ownership and control of the company. This information should cover:
The name and registered office of the company;

Names of shareholders (some of whom may be nominees or other companies);

Names and addresses of directors (who cannot be nominees).

It may not be necessary, given the nature of the businesses, to insist on public filings of financial statements although such statements should be kept. 

We will have our work cut out to persuade legitimate international customers that we are now adopting this approach.  In this sense, the practical action taken by the Attorney General in the context of the investigation into tax evasion and money laundering could help. This could help our reputation provided we do not undermine it by arguing, in the press, that our businesses have no responsibility to prevent their services from being used for illegitimate activities overseas.
Aside from the secrecy provisions, the International Companies Act has modern up to date provisions. It would be helpful to go ahead with our proposals to immobilise bearer shares. It would also be a good time to incorporate a proper statement of a director’s duties, so as to remove any misconception that we could accept the notion of a “nominee director”. Such a creature cannot and should not exist under our legislation.

As it happens, with these changes, the International Companies Act would have provisions that would be identical to what we are proposing for our new domestic companies’ legislation. The new domestic law will also aim to allow incorporation within a day. If this is the case, there may be no need for separate international and domestic companies’ acts. A single act will do for both. This will enable us to do away with cumbersome provisions preventing international companies from doing business in Vanuatu. It will also remove the damaging perception that we do not care about offshore customers and therefore do not require international companies to follow provisions designed to protect against abuse.

There is little we can or should do about the absence of appeal to a superior court outside the jurisdiction, although we have to recognise that this will always create some legal uncertainty. 
We can, however, hope that the lack of qualified staff hitherto will begin to be alleviated as more schoolchildren graduate. The addition of a new bank – Bred Bank – will help to increase the pool of trained and experienced staff. We should think further about how to exploit our natural advantages to persuade skilled foreign staff to come here when we need them. 
What are the Alternatives?
We can continue to argue that there are other offshore centres with similar or tougher secrecy provisions (and there will always be another country that has some provisions that are tighter than some of ours). We can continue to draw attention to the absence of discovered financial scandal in Vanuatu, provided we ignore the press reports of the discovery of funds belonging to convicted drug dealers in Vanuatu and unless something emerges from the investigations into money laundering and tax evasion. 
However, if we take a hard look at our opportunities, it is clear that we are not going to get much mileage simply by trying to hide behind whatever jurisdiction who happens to be the worse player in any part of the playing field at any one time.  Nor is it going to help us to continue to deny that a service provider has any duty to ensure that the services are not being abused. The fact is that leading offshore centres have moved on from our traditional secrecy-dependent approach and are faring better than us. If we do nothing, we face continued and accelerating decline until the present generation of offshore business closes on the retirement of their principals.
We have another alternative. The contribution of our offshore financial services business to our economy is no longer big enough to justify the harm done by the reputation it has given us. Rather than simply carry on with the current stance, which produces a declining business and a damaging reputation, we could simply call it a day and close down the offshore business altogether.

However, this would be a defeatist approach. There are opportunities to be gained by a transformation of our policy stance, with new openness and aggressive marketing in developing markets. This would seem a more positive strategy to adopt.

Transitional Arrangements

If we adopt a new, more transparent approach, there will be legacy customers who are not willing to accept the public and private scrutiny that this new approach involves. We could take the stance that any customer unable to stand reasonable scrutiny from properly constituted authorities and public scrutiny of basic company data is not welcome anyway. On the other hand, there is an argument for saying that Vanuatu has attracted such customers on the basis of the old secrecy regime and we should give them time to adjust. We could, for such customers, retain the ability to operate through existing companies incorporated under the existing International Companies Act. No new companies would be incorporated under those provisions. These old companies would continue to avoid the disclosure provisions in new legislation. Nevertheless, even they would have to be subject to exchange of confidential customer information with foreign regulatory law enforcement and fiscal authorities. The old companies, with minimal public disclosure provisions, could be retained for a transitional period of perhaps five to ten years.
We also should consider the position of exempt companies. In practice, a number of exempt companies have licences under our new legislation. As licensees, they have to provide, for the public register, details of their directors and shareholders. Any confidential information they have is available to regulatory authorities. There would seem to be no reason why they should not become ordinary companies under our proposed companies’ legislation. For other companies, which are not licensees, there may be scope for allowing them to be transformed into International companies and then benefit from any grandfathering provisions we agree to for those companies.
Even with such grandfathering provisions, we may lose some clients. However, the prospect of our existing strategy is accelerating decline in any case. We need a strategy that gives the possibility, like the more successful offshore centres, of seeing future growth.

Working Together

To make a new strategy of this kind work effectively, we have to work together. A number of key tasks must be undertaken:

1. We have to press on with the reform of our regulatory legislation and of our companies and trust legislation. We have technical assistance in place for companies and trust legislation and hope to complete the drafting of new legislation shortly. 

2. We need to review the powers of different authorities in Vanuatu and amend our legislation as necessary so as to ensure that there is at least one authority able to pierce secrecy and carry out investigations for our own purposes and also in response to requests from foreign law enforcement authorities, regulators, fiscal agencies, money laundering offices, anti corruption agencies and so on;

3. We have to continue to demonstrate our determination to use our new powers and this means mounting a determined campaign with the key authorities in Australia, the US and elsewhere as appropriate, being prepared to sign information exchange agreements, covering tax, regulation, money laundering, terrorist financing and other law enforcement matters;
4. We should seek to persuade an international bank of high repute to join our offshore centre and use it as a base for doing business in South East Asia. This would give us a tremendous boost, although it will take time to achieve; 

5. We should target the markets in South East Asia with the best potential and undertake joint marketing missions there – Hong Kong and Shanghai would be good starting points.

Some of this has been tried before. A number of businesses are targeting the South East Asian market. However, they are doing so with the baggage of our current reputation and our existing secrecy-dependent approach. With a new, transparent approach, working with domestic authorities rather than against them, we stand a better chance of success.

The Way Forward

We can only succeed if we make a determined joint effort. This initiative requires wholehearted commitment from us all. It is therefore important that we discuss this new approach and find a solution with which we can all agree.
Appendix A

Indicators of the size of offshore financial centres

Bermuda: (IMF report 2004): 
4 licensed banks; bank assets $29.7 billion; 
29 trust companies; 
1600 insurance and reinsurance companies with $162 billion in assets.

British Virgin  Islands (IMF report 2004):

 350,000 International Business Companies.
Cayman Islands (IMF report 2004): 
349 banks and trusts; assets of over $1 trillion;

660 insurance companies (of which 387 are captives);
4808 mutual funds;
77 company services providers.
Guernsey (IMF report 2003) 
6,600 employees in financial services; 
69 banks; assets £71.8 billion; 
383 captive insurance companies with £9.3 billion under management; 
530 mutual funds; assets £31.9 billion.
Gibraltar (IMF report 2007)

18 banks; bank assets $18.4 billion;
50 insurance companies; 
investment business £3.7 billion under management; 
82 trust and company service providers.

Isle of Man (IMF report 2003): 
61 banks and building societies, assets £27.1 billion; 
128 mutual funds, assets £5.2 billion; 
165 captive insurance companies, assets £6.1 billion; 
35,500 companies;
115 company service providers.
Jersey (IMF report 2003) 
62 banks, assets £172 billion;
368 funds, assets £168 billion; 
295 trust company businesses administering 200,000 client entities.

Labuan: (IMF report 2004): 

 49 banks, assets $18.7 billion;
105 Insurance companies;

18 Trust companies;

12 Fund Managers.
Liechenstein (IMF report 2003) 
17 banks, assets $23 billion; 
81 funds, assets  $3 billion, 
355 licensed trustees;

21 insurance companies, assets $1.2 billion.
Mauritius: (IMF report 2003)

14 banks, assets $4 billion;

11 captive and 4 non captive insurance companies;

221 mutual funds, assets of $6.7 billion;

19349 offshore business companies.

Monaco (IMF report 2003) 
52 banks, assets €58 billion assets; 
24 portfolio management companies, assets €5 billion; 
60 mutual funds, assets €5.2 billion;
41 company and trust services providers.
Netherlands Antilles (IMF report 2003) 
45 offshore banks, assets $35 billion; 
15 captive insurance; 
20,000 offshore companies.

Vanuatu (March 2008) 
5 domestic Banks

8 international banks

1credit union

2 domestic insurers

2 external insurers

10 international and captive insurers

12 trust companies.

12 company service providers

1400 local companies

84 exempted companies

25 overseas companies

2500 international companies

� There is no single measure of the size of the offshore centres. The assertion in this sentence is based on IMF reports which provide data on such matters as the number of employees, the assets in the banking sector and the number of regulated financial institutions. A summary of the data is at Appendix A.


� Employment from the Reserve Bank Quarterly Report


� According to Merill Lynch and Cap Gemini “Asia Pacific Wealth Report” 2006





