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REVIEW OF FINANCIAL REGULATION IN THE

CROWN DEPENDENCIES
PART |
By AndrewEdwards

SUMMARY AND MAIN RECOMMENDATIONS

| Introduction

The Home Secretary commissioned me in January ttO88&iew with the authorities in Jersey, Guernsey
the Isle of Man the regulation of their internatbfinance centres, the pursuit of financial criamel co-
operation with other Jurisdictions. The accompagyReport presents the outcome of the review.

Part | presents my assessment. This reflects axéedscussion with the authorities and otherdianlslands,
in London and in other financial centres. It alsavés on professional advice from Mr Richard Chabner
Professor David Hayton, Mr Guy Sears and Mr Munuth8rland. To all of these | am most grateful.

Parts Il, Il and IV, prepared by the Island autties in consultation with me, are professionalgprectuses for
the international finance centres of each Islamdpe that the Island authorities will update thesch year
and that other offshore centres may be willingrepare similar prospectuses.

2 The Islands’ finance centres

The development of the Islands’ international ficeucentres in recent decades has been a remaskeiskess
story. Their businesses include banking, investmestirance, company and Trust business. Custaners
now truly international.

The Islands’ success has depended importantlytemal self-government. This has enabled them,dtker
offshore centres, to offer customers tax and atdeantages that the large centres cannot readilja¢en

Compared with other offshore centres, they haveldged reputations for stability, integrity, prasemalism,
competence and good regulation. Their links withlth and Europe have enabled them to be seen as
“Offshore UK” or “Offshore Europe”.

The finance centres have brought prosperity tddlamds. In Jersey and Guernsey, GDP per
head is now well above that in the UK. The Islaresinomies now depend heavily on them.

Offshore centres generally are sometimes criticisedhaintaining tax regimes that induce
businesses to desert onshore jurisdictions andweeibrem of tax revenues. These issues lie
outside the scope of this Report

The critics also sometimes object to secrecy, pegulation and poor co-operation in
offshore centres. Such criticisms, if applied te @rown Dependencies, would mostly in my
opinion be quite wide of the mark.

3 The Islands’ reputations

The professional people | consulted mostly putishends in the top division of offshore centres.nylaf

them commended their standards of regulation, biserece of corruption, and their co-operation witieo

Jurisdictions, especially in the pursuit of drugfficking.

Some raised concerns as well. So too did someedfstands’ people and customers who wrote to me, in



response to my general invitation, about the Review

The main concerns related to conflicts of interesstomer disputes, and the activities of certamganies,
company Directors and professional firms in tharsls. There were fears that Island activities were
facilitating tax evasion and other forms of finaaarime. Officials outside the Islands, while mpst
complimentary, felt that the authorities could simes have co-operated better in the pursuit oheri

Similar concerns would, | suspect, have been raabedt any other finance centre. But | have comsitle
them carefully. The Report’s conclusions take aotof them.

4 Objectives

The Islands have a firm objective to be, or to nemtie best governed, best regulated and mosbnsgpe
of offshore centres as well as the most successfalclearly in the best interests of the Islanitie UK and
the international community that the Islands shaéd and deliver, high standards in this way.

5 Some aspects of government

The Islands score highly on political stability.rffoany centuries, they have been
dependencies of the British Crown, without evengegiart of the UK. Their political
systems have been maintained, with limited charmes, many centuries. When the UK
joined the European Union in 1973, the Islandsakxtio remain outside.

In Jersey and Guernsey, the legislature and theuéxe are closely intertwineth my
opinion, this has not been a problem for the ind#ional finance centres.

The Islands have impressive arsenals of financtathpany and criminal legislation, mostly
similar to, but not identical with, UK statute lalhe common law systems resemble English
common law, precedents from which are consideresljpsive.

The Islands’ judicial and prosecution systems hetvievn themselves well able to deal with intermegtio
finance centre busines#n all the Islands, the First Court of Appeal caitsiof the Chief Island Judge and QCs
from the UK. The final Court of Appeal is the JudlcCommittee of the Privy Council in London.

In Jersey and Guernsey, the Chief Justices ser8peakers of the Parliaments and as first citizasils
spokesmen for the Islands. Some correspondentsdfguseparating these roles so as to put beyouabtd
in the perception as well as the reality, the ireence of the judiciary from the legislaturais is beyond
the scope of my Report.

The Attorney Generals act as public prosecutorsaagridgal advisers to the Island’s parliamentsyThe
oversee or advise on law drafting as welie Islands need to ensure that they have enowsglurees for
these tasks.

The Islands have well-developed rules, [?writtewrl@nd publicly available], to combat corruptiordan
conflicts of interest (a serious problem in manfglodre centres). Local critics are indefatigablatiacking
anyone thought to have committed such abuGleapter 5 suggests three elements that the rutesdémbers
of Parliament and Public Bodies should preferaliglude where they do not do so alreatlyese concern
withdrawal from meetings and the acceptance ofddarships and other paid positions.

6 Financiakegulation

All the Island Parliaments have accepted that bighdards of regulation are both obligatory antthén
Islands’ own best interests. Their broad approashideen, rightly in my view, to follow UK styles of
regulation, with adjustments for particular needd asks of centres serving mainly non-residenta@uers;
and to comply wherever possible with internaticarad EU standards.



The Island Parliaments set the overall policy auislative framework for financial regulation. Bbey
have established independent Financial Servic&pervision Commissions (FSCs) to advise on and
implement the regulatory regimes.

The Isle of Man’s FSC dates from 1983. The regoihatif Insurance and Pensions was hived
off in 1986 to a separate Authority. The Guerns8¢Flates from 1988. In Jersey, the
Parliament’s Finance and Economics Committee aatétithis year as Regulator. But
Jersey, too, now has an independent FSC.

In my opinion, the Islands are right to have indagent regulatory authorities. There are strong argnts,
especially in small jurisdictions, for having onetlaority rather than two. This authority should faebly be
responsible for company registrations policy aslwel

In all the Islands, the Parliaments approve appuents to the Boards of the regulatory
authorities and can give them written directions general nature. In the last resort, they
can remove the Boardghe statutes should preferably specify the circantss in which
they may do so.

The Islands appoint senior politicians as Chairmthese Boards. | have no reason to think
that this has caused problems in practé.the Islands would in my view do better to have
professional regulatory Boards without politicalraipation.

These Boards should preferably include memberstabigpresent the interests customers, especiatly n
residents, as well as people with relevant profesdibackground, and one or two experienced pdopie
outside the islands.

The Boards should be non-executive. Wherever plestfiby should delegate decisions on individuaésde
the professional staff within agreed guidelines.

The professional structures in all the isalnds dtiqareferably include a senior staff mmeber at diog level
with experience of supervising investment as vwedemior staff for banking and insurance supervisa
senior staff member to oversee the new regulatidimuest and Company services providers; an an ediment
unit, as in the Isle of Man, responsible for paigithe perimeter of unlicensed business.

The Island authorities all accept an absolute akibbg to resource their regulatory bodies adequalielmy
assessement, the Jersey FSC needs about 13 eRtemdtthe Guernsey and Isle of Man about 10 dach.
addition about 3 extra staff are needed in eaemdsto strenghten company regulation. Staff qualty
experience are all-important. A mixture of honevgncstaff and staff from outside is best.

The terms of reference fo the regulatory bodiesikhpreferably include the following objectives:

» to protect customers, non-residents as well asderds through effective licensing and supervisions
designed to ensure solvency and good conduct afidssand to prevent fraud;

« to prevent and combat use of the Islands’ facdif@ money laundering and other forms of financrahe;

« to co-operate with overseas authorities to theds;en

» to enhance the reputation of the Islands as finaanges;

« to advise the Island’s Parliaments on the developmregulatory policy and legislation; and posgib

« to have regard to the economic interests of traant.

The actual terms of reference of the Islands F&dllsw this model fairly closelyThe inclusion in Jersey and
Guernesy (but not the Isle of Man) of the econonterests objective needs careful handlitigs reasonable
that the FSCs should have regard to the Islandsiauic interests. But the regulators’ primary daitieust be
to protect the interests of customers and prevamges. And they should never allo their impariyatit be



compromised. They should not engage in hrad setliraggressive promotion or marketing of the Istand
facilities and industries.

The FSCs should preferably have prosecution powasrs) the Isle of Man. They should have powersitmne
and shame” errant licence holders and those whatgpwithout a license. There is also a case farep® to
fine.

The Guernsey and Isle of Man regulators have mageaal point of good co-operation with regulatroy
authorities overseas in pursuit of crime or regulabreaches. Their legislation provides the nearggsowers.
The Isle of Man authorities might wish, howeverdtop the requirement for approval by the Chief ister
before any information relating to individual custers can be passed.

The Jersey authorities have a more cauti6us apptoam-operation. The new Investment Business Law
restricts the information that can be passed tosaas regulatorg hope that they will repeal this restriction.

The legislation in all the Islands makes breacthefstatutory confidentiality provisions a strietdility
criminal offence. This seems excessitavould better provide, as in the UK for a defenéelue diligence.

Only the Isle of Man hasustomer compensation schemeplace to protect depositors, investors and
policyholders if the providing institutions shoutdl. In my opinion,the Jersey and Guernsey authorities too
should consider introducing these.

None of the Islandsas financial services ombudsman schefoedealing with
customer disputes. In my opinidhg authorities in all the Islands should considgroducing such
ombudsmen (or a joint ombudsman) as well.

The Jersey authorities have introduced good arraages for training local staff for C work in the&nce
industries.The other Islands may wish to do something similar.

7 Banks

The FSCs in all the Islands have a policy to pramoternational banking sectors of high qualityulaged to
international standards. Most Island banks areigian®s or branches of the world’s major banksyiRation
is based on the Basle Committee’s core principhels wit~i certain variations, UK practices. Eachtu#
Islands has up to date banking laws that providendtessary legal framework.

In all the Islands, the FSCs exercise a carefulityuaontrol when licensing new banks. For
the most part, they license banks only on the lihaistheir home supervisors will exercise
consolidated supervision to the best internatistestdards. The FSCs can then act as “host”
rather than “home” supervisors. In Jersey andghleedf Man, the FSCs undertake some
“home” supervision for banks with subsidiaries algghe Islands. The Guernsey FSC does
not license such banks.

The FSCs follow théraditional UK approachto on-going supervision, based on off-site
analysis of monthly and quarterly prudential aradistical returns and prudential meetings,
mostly annual, with the banks’ senior managem@ritey have close links with the banks’
auditors,internal and external, both of whom have an ohligato “whistle-blow” to the
FSCs.

The FSCs have made a startamnsite inspectionsyhich form a key component in the Basle
Committee’s Core Principles. But they do not haneeresources to implement full
programmesThey recognise that they will need to implemeni gwogrammes promptly,
with help as necessary from reporting accountahfsill compliance with the Basle
Committee principles is to be achieved



The FSCs also accept the need to sageervision more closely on risk assessments for
individual banks. Only in Guernsey is there at présny risk-based differentiation in
capital requirements.

In all the Islands (apart from a small anomaly ime@hsey), banks have to obtain the FSC’s permisstore
taking on individual risk exposures ab@®®per cent of capital. The main such exposures gpatent banks.
There may be scope for limit ing the risks fronséhexposures through asset sale and repurchase
arrangements.

The FSCs in all the Islands obtain full maturity@bses of assets and liabilities for each baiere is a case
for more structured monitoring and application tdrsdard liquidity guidelitiesn all the Islands, as in
Guernsey.

The recent Jersey case involving Bank Cantradaraomhow right the authorities there have been to
establish an independent FSC, bring in a new Invexst business Law and launch a programme of on-site
inspectionsThe FSCs in all the Islands should consider intdg Island Rules of Business Conduct
throughout the finance sector and a confidentiglarting line for regulatory breaches and crimes.

A recent Guernsey case, involving unlicensed déjaking by a fraudster, underlines the importaoice
having pro-active and well-resourced enforcementsumth effective powers of investigation, as netlsle
of Man, in all the Islands’ FSCs.

The BCCI saga, which affected the Isle of Man al ageother branches, underlines the importanceiidl
vetting for licences. It has also confirmed theddéa of a Depositors’ Compensation Scheme.

The FSCs seem understaffed for the tasks of barskipgrvision, especially on-site inspectiofise
Jersey’and Isle of Man banking teams seem eackdd an extra two professional staff and the Gugrnse
team an extra one.

8 Investment and securities business

The FSCs in all the Islands have a policy to retgulavestment business to the highest
international standards. All are associate membei®@SCO.

Jersey and Guernsey have licensed and regulatiedtoa investment schemes, both open-
ended and closed-ended, for over 10 years. Theyaveextending regulation to the other
forms of investment business, including investmmeahagers, investment advisers and
stockbrokers. The Isle of Man has regulated alhdugsiness since 1991.

In Guernsey and the Isle of Man, the Codes of Coindtich supplement the legislation
have the status of rules and the FSCs have povesfeoce them. In Jersey, the Codes will
not be similarly enforceablén my opinion they should be.

The FSCs license and regulate institutions progidiollective investment schemes along
broadly UK lines, though with some differences. THe Treasury has grantédesignated
territory” status to all three Islands. This enables the dslandustries to market
“recognised” open-ended schemes to the generaicgnlithe UK.

The issue of licences is carefully controlled. Ince criteria include the usual “fit and proper”essments.
Significant numbers of applications are refusedurfts are also issued for individual schemes. “Raced”
schemes have to meet UK-style requirements. Fon-fecognised” schemes, closed-ended schemes and
debt issues, the requirements are lighter andplesriptive.

The Jersey law explicitly does not apply to investiproducts offered to informed persons not exogesD
in number. Inmy opinion, this should be re-considered



The Island FSCs now have regimes similar to thedff licensing and regulating investment actigitie
other than schemes, including dealing, arrangirasdéund management and investment advice.

In Jersey, however, the regime does not extedrémging dealsin Guernseylong-term insurance
productsare not counted as investments and are thereféubgect to conduct of business regulation. In the
Isle of Man, these products are subject to suchlatign if sold by independent financial adviseus bot if

sold by the insurance company’s own staffe authorities in each of the Islands would praiidy in my

opinion make good these lacunas.

The FSCs generally follow best practice in reqgrsegregation of client assets and
accountsin Guernsey, however, the law does not make cledrassets held by a firm in the
name of a client are held in Trust and are not ke if the firm fails.

All the FSCs have good programmes for on-going suigien of collective investment
schemes. But on-site inspections are hamperedciafipen the Isle of Man, by staff
shortages. Effective supervision of investmentess other than schemes will require
frequent on-site inspections, especially in théyegears.

Especially in Jersey and Guernsey, outsourcingaokioffice tasks is increasingly common.
This is a problem for supervisiofihe solution may lie in co-operation with regulatar
auditors in the jurisdictions where the back-offieerk is done.

The legislation gives the FSCs wide powers to ihgate. In Jersey, however, notice must
be given and there are no rights of entry. The @aeyr law includes no powers to search and
seize and no offence of failing to answer. It alseds amendment to reflect the ECHR
Saunders judgment on self-incrimination.

The Isle of Man has extensive enforcement poweas¢inmg those in the UK. The Guernsey
authorities do not have powers to name and shageg,isjunctions against misleading
statements, or ban individuals. The Jersey autbesiito not have powers to apply for
restitution for investors who previously sufferedd or to seek injunctions and restitution for
breach of regulatory codeBhe authorities in both Islands may wish to addéhgowers to
their otherwise effective arsenals.

The Jersey authorities are preparing a new Infdéating Law. Securities violation and
fraud should preferably be defined as widely asiids so as to ensure that cooperation can
be given to overseas authoriti€dfences under the Law should include as in thead& the
Isle of Man, creating false markets in securities.

The Guernsey FSC has announced plans for the uttiod later this year of a
Channel Islands Stock Exchange (CISE). Managenmehsapervision of a Stock
Exchange are not simple taskbope therefore that the managing company and the
FSC will give priority to thorough preparation irdgance rather than aii early launch.

In all the Islands, there are pressures on invagtswgervision resourcebhe Isle of Man FSC probably
needs between two and three extra professiondl| Bt&f Guernsey and Jersey FSCs probably need drze ex
person eachin Guernsey, the need arises in part from the nek3Exchange. In Jersey the main need is to
develop and deepen the approach to investmentatsmul

9 Insurance and pensions business
Guernsey and the Isle of Man have large offshaaramce sectors, mainly providing captive and life

insurance products to non-resident customers.\yaeseonly recently begun to compete for such lassin
The Islands have designated territory status uselgtion 130 of the UK’s Financial Services Act, 898his



enables their life insurance companies to marladt ffroducts to UK residents.

The Island authorities all aspire to have well-tatpd insurance sectors, suitably attuned to oftsheeds.
Specialist insurance management companies managjeofitbe offshore insurers. The authorities regula
mainly through these local managers.

In the Islands as elsewhere, insurance regulatws tended to play a larger part than bankingwstment
regulators in supporting the industry’s progress @eveloping new productiy my opinion, this is
acceptable but only provided that the regulatorsipalously respect the principles set out in setto

The division of duties between “host” and “homepstvisors is less well specified than in
the banking sectoln my opinion, explicit agreements are needed thighsupervisors in
parent company jurisdictions.

The legislation in all the Islands covers the diffg needs of (and within) the domestic and
offshore sectors by giving wide discretion to tegulators, including substantial “waiver”
powers.

The authorities are reviewing their legislatibtmmy opinion, consideration should be given
to a new structure comprising separate laws fordbmestic and offshore business ana~
within the offshore business law, separate promsimr captive and commercial business
and life insurance business.

The Isle of Man and Jersey authorities should @#he same time with the other issues on thel&ga
listed in Chapter 9. In Jersey, the list is exteasand the authorities should move quickly to gjtleen or
(better) replace their legislation.

The Guernsey authorities introduced legislatioh987 for Protected Cell Companies. Such structoifes
economies in administration, fees and capital reguents for insurance and investment funds. Buietiseno
knowing whether they would survive legal challeng€ourts outside Guernsey. The Guernsey supesvisor
have rightly been scrupulous in highlighting thieertainty.They should ensure that firms offering the facility
are similarly scrupulous.

The Island authorities vet applications for licesxsarefully with a view to admitting quality. Onigg
supervision depends importantly on scrutiny of ahmeturns, including audited annual accounts, ntsgay
consulting actuaries and auditors, and business pJAs in the UK,] on-site inspections are notlwel
developed.

Chapter ¢ lists matters requiring attention in one or moffelee Islandsincluding accounting standards, updating of
business plans, solvency margins, actuarial caitenid certificates, whistle-blowing and procedusmuoals.
Also crucial, especially in long-term insurances aystems for combating money laundering. TheasMan
authorities require that the annual Directors’ @iedte and Auditors’ Report certify full and effece
compliance with the Island’s money laundering glines.

The authorities’ powers to investigate, intervend petition for winding up of insurers mostly appea
satisfactoryThe Jersey authorities, however, need powers ftgrethe Court to wind up insurers and less
cumbersome powers to investigate.

The Jersey powers to co-operate with overseas itigsare subject to certain restrictiofitie authorities may
wish to remove these.

The Isle of Man is alone among the Islands in hgeapolicyholder protection scheme. The Jersey and
Guernsey authorities have alternative trust arnaneges which have been approved for the UK desighate
territory requirements.



None of the Islands has special legislation or sragien for pension schemes. The Isle of Man isetigwing
such a regime. This will require considerable resesiThe regime should preferably be tested domestically
before extension to the offshore market.

The Island authorities should give priority to enieg that the supervisory regimes for longer terragucts,
especially life assurance, are well-judged, effectind up to datd hese are the products where the public
are at riskWithin the captives area, supervision of third-gartisiness should receive special priority.

The Jersey authorities need in my opinion to reaudurther wel-qualified staff membewith experience of
insurance supervision to work alongside the presmmhber. The insurance supervisors in Guernseyséand
of Man both propose, rightly in my opinion, to dadde] additional analyst (net) to their staff.

10 Companies

The Islands have developed large businesses asatitaal company registration and administratienties.
About 100,000 companies are incorporated in trets. Many more are administered from, but not
incorporated in, the Islands.

The Islands’ company sectors differ markedly frdvose of the onshore jurisdictions. Most companies a
private companies formed by non-resident individwal Trusts to hold assets of various kinds orrimss
interests outside the Islands. Pyramid structwvéh,a Trust at the top owning a variety of comg&niare
common. As in other offshore centres, these congsdmive been a source of concern to the Islandrtigh
because of the potential they offer for concealnoéshady business

For multinational or overseas companies, the Idacaimpany vehicles may offer substantial advardage
tax savings and convenience. Such vehicles arefas@drposes such as headquarters, treasury and
international trading functions, captive and Ifisurance, collective investment, share option amsion
funds, and leasing as well as other forms of dssléling.

Corporate service providers (CSPs), including camgarmation agents and managers, play a key nolled
Islands. They are responsible for most companydtions. They also provide Director, management,
administration and company secretary services famyntompanies.

Company registration and regulation systems iriglaads are designed, as elsewhere, to give coepani
legal identity and, if they so choose, limited lla; in return for making publicly available caih basic
information about the Directors, owners, areasctif’gly and finances.

The regimes differ between the Islands and betwleeilslands and the UK. The authorities in Jersely a
Guernsey, but not the Isle of Margtapplications for new company registrations and ireqronfidential
disclosureto the authorities of the company’s beneficial owghg. Unlike the Isle of Man and the UK,
however, they have not in the past requizethpanies operating in or from the Islands but npooated
elsewherdo register. In none of the Islands are limited panies required to file audited accounts or an
Annual Reporby the Directors. In the Isle of Man, there is quieement to producaudited accountbut it is
not enforced.

For the reasons explained in Chaptertti®,case in favour of vetting is, in my opiniongsg). As the Isle of
Man authorities have found, there is great scopatiase of offshore company vehicles to facilifatancial
crime and money laundering.

The case for requiring disclosure of beneficial evahip in confidence at registration, and changdssequently, i
likewise compellingThe authorities need to know who the principalsietithe businesses using the centre
are.

Companies administered or otherwise operating inlghends, but incorporated elsewhere, should ciead
required to register and make confidential declaras of beneficial ownership in the same way aallpc



incorporated companied.he Jersey and Guernsey authorities are rightatio ghlis change.

n my opinion, againthere is a strong case for requiring all limitedngpanies to prepare and file audited accounts,
preferably as part of a wider initiative across affshore centresVithout this, the nature, scale and purpose
of individual companies is likely to remain opaghen-trading, asset-holding companies as well aalsm
companies could be permitted to file much abbredaccounts. A requirementfite accounts, even a
single-page summary, is much the best way to eafibre requirement toeepaudited accounts.

The authorities’ new policies for licensing andutaging company service providers (see sectiorshduld
be seen as complementing, not replacing, the strengd company regulation regimes.

Like other offshore centres, the Islands offer nesidents special company tax regimes designetiréct
international business, notably tax exempt comzaanel international business companies. In recérdar@
OECD discussions, the industrial countries have@ssigd that this is harmful tax competition. Thsue
will have to be discussed at an international leViE Islands have made clear that they wish tp @il
and constructive part in such discussions.

In the meantime, [Jersey has a special categdiyreign registered investment companies which abgest
to reduced regulatory requiremeritsmy opinion, the same regulatory regime shouldhago all companies
associated with the Islands.

The Isle of Man has a special category of non-msidompanies. These enable their owners to hele th
identities and the activities of the company anddcape tax in return for an annual fee of £750.T
authorities are considering whether to abolish ttégéegory. | am sure they will be right to do so.]

In my opinion, there is a presumption against peimg bearer shares. The Isle of Man and Jersayipdrem.
Guernsey does not.

Jersey has modem procedures for dealing with baot&res and corporate insolvencies.. The Isle of Man
procedures and some of the Guernsey proceduresupeading. The authorities have proposals to tackle
this.

The authorities in all the Islands should introdooadern procedures enabling businesses to be ceadwen
appropriate, rather than made insolvent. Companight be allowed to obtain a moratorium on actign b
creditors for (say) 28 days.

Guernsey and the Isle of Man should introduce amablic body with responsibility for carrying thrgh the
practical business of insolvency in public interestes. The Official Receiver in England and th&cwiunt in
Jersey offer possible models. The new body shoddfémably also have responsibility for ascertairaegess to
assets held in Trust and for licensing and supervisf insolvency practitioners.

Chapter 10 includes a checklist of further issubglwthe Island authorities should consider whedatipg

their insolvency and bankruptcy regimes.

11 Directors and partnerships

As in the UK, the Islands’ company legislation lagstain duties and obligations on Directors of pamies. In
my opinion such legislation needs to lay on Direxiadividually duties and responsibilities whicdmaot be
ducked through general powers of attorney; to npakeision for a Code of Conduct for Directors, erably
enforceable; to give the authorities wide poweos,aonfined to insolvency cases, to disqualify Dices; and
to extend to Directors of companies operating @nlshands but not incorporated there.



The Islands have some, but not all, off this ircplalready. The forthcoming legislation on Trusd aarporate
services providers will provide an opportunityirigprove the present provisions where necessary.

The authorities need not only to have these potmatralso to use them. Enforcement has so far beegted,
possibly because of under-funding.

The reputation of all the Islands has suffered ftbempresence on the islands, especially Sark-chBed
“nominee” Directors of companies These Directarew little or nothing about the companies they naaty
direct. Owners of assets or business interegsithir jurisdictions have found that they can coralsacrecy
and tax-free status by forming non-resident comgmim (say) the Isle of Man with “Directors” (ahence
residence for tax purposes) in (say)Sark (wheneetiseno tax and no company regulation).

The authorities in Guernsey, Alderney and Sarkagreed that the problem must be solved by meanevof
legislation with application throughout the thretahds. The aim is to have this in place by theadri998.

Such legislation needs in my opinion o providetfar Guernsey FSC to license fit and proper all¢hoghe
Islands who serve as Directors or trustees by Wwaybnsiness It should also provide &o€ode of Conduct for
Directors setting out the standardsaainduct and diligence expected from theni Thc F&dlilsl hove the
powerand the duty tonforL’'c’ these requirements. Directors without a fit andyprarack rceord and Directors
who fail to comply with the Code of Conduct woulaMe their licences withdrawn or not be licensethafirst
place.

The Jersey authorities have introduced a framevayrkimited Liability Partnerships. [In my opiniahese
should be subject to the same regulatory requir&rencompanies, including auditing and disclosfire
accounts].

The Isle of Man offers a similar vehicle, somewtatfusingly called théLimited Liability’ Company”
(LLC). [The issues these raise are similar to those wdmishon other companies in the Islc of Man].

12 Trusts and Trustees

Trusts ate a key element in the Islands’ intermatidinance centres Trust and company vehiclesntédgether
enable the Islands to offer a range of facilities generally available in civilian law finance ces, offshore or
onshore. The Islands are able to offer a favour@ienvironment for both Trust and company vesicle

For the most part, the Islands appear to have @3 gdegal framework for Trust; as any other judgdns, and
better than most. The framework is broadly sintitathat in the United Kingdom In Jersey and Gueynse
however, Trust Law has since thee 1980s had a ynstalutory basis

The Islands have rightly not followed other offshoentres in bringing in new legislation for STARSES or so
called Asset Protection Trusts. The Island Counsiial be expected to asidet aside such Trusts

Trust instruments offer great advantages. But tope for abuses, both by settlers and by trusigasso great
As Trusts age, moreover, the scope for abusesubtetrs multiplies. Trustees should therefore ligeaxbto
make proper disclosures to beneficiaries and tdye, submit and preserve audited accounts.

Professor David Hayton has identified a numbespeafcific improvements that might be consideredhén t
Islands’ Trust legislation To counter potential sbsi by settlors he has suggested provisions tcedtie scope
of defending creditors, frustrating legitimate otaiof heirs and spouses and implementing disrejeutéde”
clauses.

To counter abuses by trustees, he has suggestatidhagislation should ban sole trustees, oliligetees to
keep beneficiaries and representative objectspoinger informed about the Trust; prohibit clausesnepting
trustees and negligence of any kind; require wabyeiuture trustees of the privilege against setfrimination
and make Purpose Trusts subject to inspection loffemal enforcer.



The Island authorities have no proposals to regt regulate Trusts as such But they do all pgepo extend
the regulatory boundary to include professionallers of Trust and trustee services. Legislatsio be
introduced within the next [12] months, with a viemimplementing the new regimes in 2000is legislation
will offer a convenient opportunity to enact thaetpoints mentioned below.

In my opinion, the Island authorities are entirelyht to extend the regulatory boundaihey are also right to
focus the regulatory regime on Trust service pressdather than Trusts themselves.

The legislation should require the FSC to vet,Ageand regulate Trust Service providers and tmplgate
enforceable Code of Conduct. The FSCs should maaesiigation and enforcement powers to refusevake
licences. It should be an offence to provide suhiises without registration. Chapter 12 includkssirative
sketches for the legislation and the Code

The transition from non-regulation to regulationlwequire careful handling. In my opinion, thetial
registration process should set high standardshodld be used to weed out dubious or incompeterigers.

The considerations that point to regulating Tresvises providers in the Islands are equally cogetite UK.
Such a step would have the advantage of bringinthéofirst time a group of people inside the. UK
Government, or the Financial services Authorityhve clear responsibility for overseeing the Traesttor

13 Company and Trust services providers

The Island authorities have all, rightly in my ojin, brought forward proposals to licence and regalthe
providers of Trust and Company services. This rhgges the only effective way to regulate the Istatarge
Trust and company sectors.

The objectives should be to protect the Islandst@mers by preventing fraud and other disreputattigity
by providers: to promote high standards of busitessiuct and competence, to combat abuse of theds]
Trust and Company facilities for money-launderingther forms of crime; to ensure that providersado
facilitate or acquiesce in such abuse; to put geedroviders out of business; and by all these sieaprotect
the Islands’ reputations.

The Islands’ proposals envisage different legigéasitructures, regulatory coverage and framewaikd,
timetables.

A convenient structure is likely to be a singlkecgi of overarching legislation, providing for thegrstration
and regulation of all service providers, support®dspecific rules or Codes of Conduct for eachhefrhain
areas, notably Trust services, company servicagcir services and other specialist services.

In my opinion all Trusts and companies not licehisg the FSCs should be obliged to use a licensadder.
The authorities should set high standards fromatltset and refuse to license questionable provideére
requirement for licensing should apply to all whrovide Trust or Company services. There shouldde
exemptions for particular institutions, professibgaalifications or small scale of activity. It shid be an
offence to act as a provider without being propéidgnsed Providers should be obliged to maintaieguate
levels of PIl and EFI.

The FSCs should have duties and powers to withticences, attach conditions, impose fines, inspadt
investigate, and police unlicensed business. Theyld be allowed to use their own staff or thesggpses as
well as outsiders.

Provision should be made for a serious but sensit#asure of proactive enforcement, including some o
going inspection of the licensed population.

In the early stages at least the FSCs are likelyged between four and six staff carefully chosemtroduce
and implement the new regulation.



The Islands have substantial numbers of residentdes and accountants to serve the heavy requirtsmén
their international finance centres.

Those who provide Trust, company and investmenices will be obliged to apply for licenses and mitlto
regulation just like other providers.

The Islands also apply appropriate professionaiplines to lawyers and accountants acting in otiagacities.
Lawyers are regulated by the Island Courts and&ov Bocieties. Accountants arc mostly regulatechbyUuK'’s
accountancy bodies.

14 Financial crime and money laundering: poliggislation and achievements

The authorities in all the Islands have made dleair firm commitment to prevent and combat crinialb
kinds, wherever committed, including money launaigidnd tax evasion as well as drug trafficking;oiesm
and fraud. They are committed to the fullest corapen with other jurisdictions to that end.

All the Islands have a policy to comply with therfyogRecommendations on combating money laundering o
the international Financial Action Task Force (FATievised in 1996

The problemsthe Islands face irthe field of financial crime and money laundering are similar to those in
other finance centres 'both offshore and onsh@/aether they have more than their fair share ofegon
laundering and other financial crimes is hardubge. Chapter 14 discusses this.

Thelslands have developed considerable arsenals isfdégn to combat financial crime and money
laundering. They have generally followed UK mogstametimes with a considerable time-lag.

The UK's arsenal includes legislation relatingrawutl, their, extradition, proceeds of drug-trafingkand
terrorist crimes, all crimes money laundering, @kind criminal evidence (PACE), and internatiamaal
operation.

The Islands now either have all these elementtaitepor are will soon do so. The Isle of Man hHatha main
elements in place. Guernsey and Jersey plan td trer All Crimes Money Launderiniggislation in the
autumn.

Jersey does not yet haRv@&CE, orinternational Co-operation LawsIn the absence of these, the Jersey
authorities do nohave powers to obtain information and evidence, or gist®verseas authorities, except in
cases related to drugs, terrorism and seriousrmaplex frauds. They intend, however, to have thass in
place by the autumn @P@99. It is clearly important that they should sto

For the most part, the Islands’ existing and proge legislation seems satisfactory. As in the, fiKancial
institutions and professionals in the Islands cargito have a common law duty of client confiddityia
(though there are no banking secrecy laws). Baatithorities have long had powers to overridedbty in
the pursuit of crime and the recent legislationfaigter enhanced their ability to do so.

There are, however, a few problem areas.

e Locally indictable offencesThe new all crimes money laundering legislatiorGnernsey and the
Isle of Man follows the UK legislation in restriof cooperation with overseas authorities to cases
where the predicate crimes would be indictableoiihmitted in the home jurisdictionlf the UK
decides to drophisrestriction, 1 hope that the Islanduthorities will do likewise.

The Jersey authorities propose to restrict co-dgjeranalogously to offences carrying a maximum
sentence of not less than one yé&amy opinion, thigrestriction too should be dropped.



Co-operation threshholdsThe Jersey fraud legislation applies only to caded serious or complex”
fraud. On this basis, the Jersey authorities hiaviged their co-operation with overseas authositie
cases involving £2 million or more, while sometintesng prepared to assist in smaller cases. In my
opinion this threshold should be publicly scrapped.

» Fiscal cases The Jersey authorities have also had a poli¢yeHid not to assist investigations by overseas
authorities in purely fiscal casddjope that they will be willing in future to gitel assurance in such
cases. The PACE and International Co-operation lalaguld be designed to provide the necessary powers
The sooner these laws can be enacted, clearlydtterb

» Consent requirement¥he new all crimes money laundering legislatiothi@ Isle of Man and Jersey
requires the Attorney General’s consent beforgtiee can disclose information obtained through th
suspicion reporting system to people outside tlaadks This requirement could delay the transmission
urgent information. But the Attorney Generals preg both cases to issue general consents.

« Time-barsJersey law requires that prosecutions of statudfignces must be brought within 3 years of the
date when the alleged offences were committed. Jérsey authorities are recommending to their
Parliament,, rightly in my view, that all such tirbars to prosecution should be repealed. / Theft?]

There are several areas, both in the UK and ifsthads, where the present legislation and intesnat
agreements might be improved so as to strengtleehahds of the authorities in the pursuit of finahcrime
and money laundering.

* A general law on co-operatioithere may be a case for a single, general law eroperation to replace
the existing proliferation of differing provision€hapter 14 includes an illustrative sketch forhsadaw.If
the UK should think it right to adopt such a lavihdpe that the Islands would follow suit.

* Information “gateways”.The UK and the Islands have similar “gateways”ifmfividual authorities to
exchange information in the pursuit of crime. Thestimportant lacuna seems to be the inabilityat T
authorities to supply information to other authiestin the pursuit of criméf the UK is able to introduce
such a gateway, | hope that the Islands will folkavit.

* Double Taxation Agreements (DTAEhe combating of tax evasion, now a major problenvirtually all
jurisdictions, depends importantly on exchangenfrimation between tax authorities. Double Taxation
Agreements (DTAs) between the UK and each of tladis provide for such exchanges. But these dated
and deficient Agreements prevent information exgeanfrom being used in evidendéey should be
replaced by either modern DTAs, based on the OEG®einor modern Exchange of information
Agreements (EIAs) with comprehensive coveragedh ease.

In the UK and the Islands, financial crime remdots profitable. There are various steps that thkaities
could consider to take the profits out of crime.

« Unexplained life-styles here is a case for taking powers (as in the USli@tahd) to restrain assets, and
reverse the burden of proof, in cases where pdivgldeyond their visible meank.the UK authorities
decide to take such powers / hope that the Islaulorities will follow suit.

* PenaltiesThere is a case fonuch higher financial penaltider financial crimes. The penalties in the
Islands are mostly similar to, or in some casebérighan, in the UK.

* Use of civil law and locudn both the UK and the Islands, prosecuting autiesricould probably use civil
powers more extensively to take the profits outrohe and recover proceedsgislation can provide a
clear locus for public bodies to use such procedure



» Licensingg and disqualifying the service providdise licensing and regulation of Trust and company
service providers in the Islands should contrilzutlestantially to the prevention of financial crime.

15 Financial crime and money laundering: practitiak

The Island authorities have greatly improved ti@glligencecapabilities by introducing systems for
suspicious transaction reporting along FATF andlidEs. In general these systems seem to work Wedy
have applied so far to suspicions of drug traffigkand terrorist offences. They will soon be exeshtb cover
suspicions of crimes of all kinds, including taxasin and other tax offences, as set out in theatlesvimes
money laundering legislation.

The obligation to make suspicion reports rightlyeexis, as in the UK, to all categories of finanaiatitution,
bureaux de change, Trust companies, other compdanegers, accountants, investment advisers argf oth
partnerships and individuals.

Even ahead of introduction of the All Crimes Mon&undering legislation, the level of suspicion ngpg has
been impressive. The Island authorities receivetD Baispicion reports in 1997. The majority of répbiave
come from banks, though life insurance and Trustganies too have made significant numb@tser groups
have made few reports and may not yet have adegqystems.

The Guernsey and Isle of Man authorities feednairtsuspicion reports into the NCIS database indom.The
Jersey authorities have in the past fed in onlyratéd number but propose to bring their practiooiline with
that of the other Islands.

The Islands’ police authorities have had some @roblat thenvestigationstage, both when they have needed
to make investigations themselves and when oveesdhsrities have asked them for help. The islaadsive
many more requests for help than they make themselv

The main problem has been that the legislatiombéasitherto provided the necessary powers. Asudised
above, the Isle of Man authorities have now congpl¢he legislative arsenal and the Guernsey atigswill
shortly have done so The Jersey authorities expdwve done so by the autumn of 1999.

In Jersey, the authorities’ policies of not helpindiscal cases and limiting assistance on fraudaises above
£2 million have been a further problem.

Some investigating authorities overseas seentstiélieve that requests for assistance from tlaads have to
be routed through the Home Office or the FCO. Thight course is to make contact directly with the Island
authorities.

Some overseas authorities urged that their owrsiigagors be allowed, in appropriate cases, totjoénocal
investigators in making searches and conductiregvigws.The Island authorities are [all?] now willing to do
this.

For the most part, the Islands’ procedures foriabitg evidencdor overseas authorities have been less
problematic. The traditional Letter of Request ehare seems to work well. Faster procedures aitablain
certain areas

Some problems have arisen when witnesses areaptuotswear documents for use as evidence in dhet
of other jurisdictionsThe problem can, however, always be solved throlgh.etter of Request procedure.

The Tax authorities in all the Islands have no gangowers to collect information for the benefittax
authorities in other jurisdictions. But they arepared to obtain evidence for use in criminal pedaggs in
fiscal cases in the same way as for other categjofieffences.



The UK’s ExtraditionAct 1989 applies directly to all three Islands.

When the new All Crimes Money Laundering legislatis in place, all three Islands will be able anltling to
trace, restrain and confiscafgoceeds of crimes of all kinds, including ta~ éasin response to requests
from overseas authorities, within the limitationentioned earlienn the Isle of Man, the proceeds in individual
cases have (regrettably, in my opinion) to be aste€10,000.

Where necessary, civil forfeiture procedures candssl as well. The Islands’ Courts regularly isdiaeeva
restraint injunctions.

Where the Islands themselves are the lead-juriedigtthey all have a policy frosecutdinancial and other
crime whenever there is sufficient evidence anelaaonable prospect of conviction.

The Island authorities have all made prosecutietevant to the international finance centres okenyfears,
though the numbers have been relatively small. Rafteonviction have been high.

The case which has attracted most attention imtga@ars is the Bank Cantrade case in Jersey (1B@8pite
some criticisms, the authorities succeeded in oistgitwo guilty verdicts and a partial guilty pleea very
complicated case. The authorities have noted tordéureference the importance of bringing in sdestia
Counsel and forensic accountants from Englandeag#hnliest stage in cases of such size and cormplexi

The Royal Court in Jersey has a policy to imposesrsevere sentences than in England. The Guernselgla
of Man Courts follow English sentencing practice.

16. Financial crime and money laundering: resouateskstructures

The authorities in all the Islands are firmly cortted to providing theesourcesf judiciary, prosecution, law
enforcement and intelligence necessary to polieg thternational finance centres effectively.

My impression is that, with rare exceptions in eatii@es, the Island Judiciaries have been and remealin
able to cope with the considerable workloads aasediwith the international finance centres. Theygin
UK QCs in case of need.

The Law Officers bear heavy burdens in all thendtaln my opinion, the Guernsey authorities would led-w
advised to consider taking out two or three exjualified staff and perhaps reducing their invohesrhin
approving company registrations.

In the police and Customs areas, the allocatioesdurces to fraud and commercial work, financial
intelligence, investigations and responses to reigueom other jurisdictions is of particular contelersey
now employs 11 people in these areas; Guernseyogmf| the Isle of Man emplos5.

All the Islands will need extra resources to deighihe expected increase in suspicious transactiparts and
confiscation orders after the new all crimes ledish and suspicion reporting take effect.

Jersey and Guernsey have provisionally estimaterjairement for 2 extra staff hi my opinion, theség force
in particular is likely to need one or two morewasll. The Isle of Man seems to have a special faegktra
staff in this area. In my assessment, 4 extra atafheeded, in addition to filling the presentaacy, and an
extra 2 staff for the all crimes suspicion repogtimhe Head of the Fraud Squad should preferablg hél-
time post as well.

In my opinion, the Islands would do well to devatepv structures as well for policing their finanmentres.
The present Fraud Units and Joint Financial Ingasibn and Intelligence Units would best be brouggether
into single, self-standing, multidisciplinaRmancial Crime Units (FCUSs).



These units would be responsible for policing #larfds’ finance centres and supporting the AttoGegerals
in their roles as public prosecutors for the firanentres. The Director would report to the Attgr@eeneral,
with a dotted reporting line to the Chief Constable

The Units would work in close co-operation with thigorney General’s office, the Police, Customg, Ttax
departments and the financial regulators but barség from them.

The Units would be financed separately from thedeand Customs The Attorney Generals would be
responsible for ensuring adequate budgets foripgliand investigation of the finance centres

Staff would be able to make careers in this spistiatea of work. They would no longer be obligedrove
back and forth between this and other policing work

The suggested structure would differ from preseltstfuctures. But the Islands, being small, havigoop that
the UK does not have. The UK too, moreover, arguabkds a National Fraud Squad.

17 International Standards

The authorities in all the Islands accept thatrma@onal standards of regulation, policing andperation
are an absolute obligation.

They have understandably been concerned to obs@credit for such standards. They have therefuughs
to achieve accreditation or other forms of recagnifrom international bodies such as the FATF,|8asle
Committee, IOSCO and IAIS. In this there has bemnesprogress, though less than one would wish.

In some areas, such as Trusts, there are no ititsrabbodies or forums that set and monitor staaheld he
UK would be well placed to promote establishmerarointernational forum on Trusts.

The Islands have also sought to obtain favourabkrment from the larger countries individuallyr@tognition
of their regulatory standards. Examples are degggnrritory status in insurance and investmehere is
scope for the larger countries to extend such jpes;tin return for high standards of regulatiod ao-
operation, especially in the fields of market ascasd tax enforcement.

The Islands have taken a leading role in seekimydmote high standards in the offshore generaltg Jersey
authorities have been instrumental in developirgrtte of the Offshore Group of Banking Supervisors
(OGBS) and in developing the Group’s involvementhi@ FATF processes.

There may be a case for replacing or supplementied©GBS with a new structure comprising an Offshor
Steering Group (OSG) at senior level, with a paatking Chairman and sub-committees for individuadaes
of regulation or policing.

Also useful might be a forum for periodic discussidetween representatives of the OSG and onshore
jurisdictions including “parent” countries of offsie centres and other interested countries anchatienal
financial bodiesThe UK might be well-placed to convene such a forum

If no progress can be made in these areas, theéHgékCrown Dependencies and the British Oversea#tdréss
could consider setting up a small independenancial Centres Audit Office (FCA G3pomewhat along the
lines of the Audit Commission in the UK. Such a adight help the offshore centres associated viighlK
to achieve high standards, a level playing field an enhanced reputation compared with other afésho
centres. The better course, however, would beweldp international co-operation, accreditation and
recognition.

18. Conclusion



For the most part, the infrastructures the Isldralge developed for their international finance rEteem
remarkably good for such small jurisdictions.

The Island authorities are all committed to impdatnthe All Crimes Money Laundering regimes, tceext the
regulatory boundary to encompass Trust and Comparwce providers, and to ensure adequate resguo€in
the regulation and policing of their finance cesatréhey all need to consider the case for a firsrsarvices
ombudsman.

In other areas, the requirements vary from Islangland.

In Jersey, the authorities most urgent requiremieniny opinion, is to reach a position where thay and do
co-operate fully with other countries in their coatibng of crime of all kinds, including tax evasiand lesser
frauds, not least at the investigation stage. Miisequire a new policy stance and early passafte
missing elements in the legislative arsenal. Séwaspects of financial regulation, notably insuranaeed to
be developed and deepened Customer protection ssheeed to be considered. Companies operatingdiut
incorporated in the Island need to be registered.

In Guernsey, an urgent requirement, which the auities are already tackling, is the proposed légfion and
regulation to deal with the problem of bogus Dimgstand the “Sark Lark’s The Law Officers and legal
draftsmen need more staff As in Jersey, compapiesatng but not incorporated in the Island needé&
registered. The insolvency legislation needs tagmated. Certain aspects of financial regulatiaed to be
developed further. Customer protection schemes teeke considered.

In the Isle of Man, the urgent requirement isttersggthen regulation of the Island’s large compsegtor and

its considerable population of company and Trastise providers. New insolvency legislation is dee and

the Island’s Trust law needs attention. Extra resesiare needed in certain areas of regulatioaphobanking
and investment supervision. The police need m@eurees to combat fraud and money laundering.

The Report has identified needs for around 20 eptodessional staff in each Islarfdo police and regulate the
international finance centres (see Box 18.1). titdtl be possible to meet some of the requirement by
redeployments from elsewhere.

Chapter 18 includes a suggested action timetalde Box 18.2)Under this, the Islands would have
implemented by the end of 2000 all the legislatind policy changes discussed in the Report exbhepet
contingent on prior action by the UK

BOX 18.1
STAFF REQUIREMENTS INDICATED BY THE REPORT

Increase in full-time equivalents, gross

Jersey Guernsey Isle of Man
Support for Law Officers 2
Police and other staff for Fraud and 4 3 7

Financial Intelligence and

Information Units (FFIIUS)

Registration of Companies not 3 3 3
locally incorporated, returns of

beneficial ownership, filing of

accounting information,

enforcement

Regulation of banks, investment 3 3 4
business & Stock Exchange



Regulation of insurance 1
Regulation of Trust and Company 5
service providers

Enforcement 3
Customer protection and support to 1
Ombudsman

Support staff

20

4 5.5
1
1 0.5
1
18 20



BOX 18.2
TIMETABLE FOR,IMPLEMENTATION
*Requires no legislation or only minor legislation.
**Requires major primary legislation or treaty

Date and measures
Jersey Guernsey Isle of Man

1998

Conflicts of interest * * *

All Crimes Money Laundering * *

Removal of prosecution time-bar *

Financial crimestoppers line * * *

1999

PACE law *x
International Co-operation law o

Removal of fraud & ACML threshold *

Regulation oDirector services o

Changes to Law on Purpose Trusts *x
Insurance Law & regulation changes ** *x *
FSC and Regulatory changes, inc  * * *

Board and structural changes, on-site
inspections and staff recruitment

Company regulation changes, inc ~ ** * *
action on beneficial ownership and

non-resident companies (IoM),

registration of companies incorporated

elsewhere (J,G) & LLPs disclosure

regime (J)
Insolvency legislation * ok ok
New Double Taxation or Exchange of ** *k *k

Information Agreements
Establishment of separately financed FCUs.

Complete recruitment of new staff
for FCUs, FSCs & Law Officers * * *

/999 or 2000

Improve Trusts legislation *x *x *x
Licensing & Regulation of Trust and Company** ** **
Service providers

Customer Protection schemes ** ** *
Financial Services Ombudsman * e *
Investment business legislation changes* * *
Rules of financial business conduct  * * *

Finance centre training * *



TIMING CONTINGENT ON UK ACTION

Remove ACML indictable offences limitation

General law on co-operation, gateways etc** *
Measures to take profits out of crime: ** **
unexplained life-styles / use of civil law powers

**

**



REVIEW OF FINANCIAL REGULATION IN THE
CROWN DEPENDENCIES

PART |
By Andrew Edwards

INTRODUCTION

1.1 Terms ofeference

The Home Secretary commissioned me in January®@88/tew with the authorities in the Islands ofségrand
Guernsey and the Isle of Man their laws, systendspaactices for regulation of their finance indiestrand
companies, the pursuit of financial crime and cerapion with other Jurisdictions. The terms of refee are at
Annex A.

For the reasons discussed in chapter 4, the ttaedd are collectively known as Dependencies oBtitesh
Crown, or “Crown Dependencies”. The responsileditof the Guernsey authorities extend in manyribtll)
areas to the Islands of Alderney and Sark as eeBw@ernsey itself With the agreement of all thdaxities
concerned, therefore, | have included Alderney Sauk within the Review.

1.2 Planof report

This Report presents the outcome of the reviewotisists of four parts.

Part | presents my own assessment. This refleténsive discussion with the authorities and priact#rs in
the Islands and in London and some discussionafiitials in other financial centres. | myself, hever, take
responsibility for what the report says and for anmyrs of fact or judgement that it may contain.

Parts I, lll and IV are “Island Chapters” for Jeys Guernsey and the Isle of Man respectively. [Stend
authorities have prepared these in close consutitatith me.

The Island Chapters offer professional prospectiebe finance centres of each of the IslandgyTdre
designed to provide for each Island, within a maadie compass, reasonably full descriptions of thei
political and judicial systems, their economies &indnce industries, and their laws, systems aadtjpes for
financial regulation, company regulation, the pitrsetifinancial crime and co-operation with other
Jurisdictions.

| hope that the Prospectuses will be of value terirational institutions, Governments, judiciariegulators,
law enforcement agencies and financial and legadtpiioners inside and outside the Islands. | htp®, that
the Island authorities will be willing to updateeth each year so that they may be of continuingevalu

| would like to think that other Offshore Financer@res, too, where information is often not avadédab a
handy form, may likewise be willing to prepare &ee&p up to date professional prospectuses of d&asimi
kind, designed for similar audiences.

1.3 Review Team

The subject matter of the Review has called foardety of professional skills and experience.

| am therefore grateful to Mr Munro Sutherland, Gy Sears and Mr Derek Sullivan, who have looked at
banking, investment and securities, and insurandepansions supervision, respectively, in the tdaand



to Professor David Hayton, who has looked at variaspects of Trusts in the Islands. The main cseiais
from their work are reflected in the report.

I thank the Home Office for commissioning and fiogug the Review and providing some invaluable suppo
services. | thank the Treasury for seconding Mriidel Swan for a short but valuable period to as@ist it.

1.4  Participation and Consultation

In conducting the Review, | have sought, and reamkian enormous amount of help from many peopldans
and outside the Islands.

The authorities in each of the Islands have takethbess trouble. By the authorities, | mean not dhéy
professional public servants, regulators, proseswnd law enforcement officers, who have devoteshgch
time to preparing the “Island Chapters” and tofimgs and discussions, but also the leading pditis and
judiciary

Also in the Islands, | have had the benefit of dsstons with private sector financial practitionéasvyers and
accountants, both active and retired, as well esiveng many interesting letters from people livingor
associated with the Islands.

In the UK, | have received much valuable briefingni Government officials, regulator stain repreatmes of
self-regulating bodies, private sector practitien@nd professionals, and academic experts.

I have drawn heavily on advice from professionald segulators with knowledge and experience ofrothe
“Offshore” centres, notably Gibraltar and the Chebn

| have also learned much from discussions witrc@s and regulators of certain other
countries and organisations which have dealings thi¢ Islands, including the United
States, Germany, France, Switzerland, the Eurofeammission and the Financial
Action Task Force.

| thank all these people for giving so generousltheir time, knowledge and experience.
2 THE ISLANDS’ FINANCE INDUSTRIES
2.1 Overview

The development of the Islands’ finance centres theepast 30 or 40 years, and especially ovep#se 20
years, has been a remarkable success story. Theybkan considerable players in the wider developimie
“Offshore” centres over this period.

The Islands now have a wide range of finance bagsinacluding banking, investment, insurance, camipa
business and trust business. The business haspveorbecome genuinely international. The Islands’
customers now come from all parts of the world,jost the UK. Niche businesses have been developed,
especially for multi-national companies, rich indivals and expatriates.

As the finance industry has developed, so the dsldmave become more prosperous. In Jersey and $eyern
GDP per head is now well above that in the UK.

The Islands have also become increasingly depermdethieir finance centres. The finance industrie$ a
related services now account for between two-thartts three-quarters of the national income in Jease
Guernsey and probably about one-half in the Islelah.

2.2 Offshore centres generally



The Islands have benefited from the rapid growtmtaernational or “offshore” financial business geally in
recent decades.

The terms “offshore centre” or “offshore businewsid now to be used in several different sensesy always
include the business of

small Islandinancecentres, constitutionally independent at leasegands their domestic affairs, which
have developed legislation, regulation and taxalehito attract non-resident business, mostly
denominated in foreign currencies.

But they are also often used to include, by anagltdgy non-resident business of some or all of tHewing
types of centre, all of which have seen rapid ghawtecentyears:

similar small centres which are coastal or inlanda&ves;
special tax and/or regulation zones establishddrggr countries within their own borders;

anyfinance centre, including the large world centreil) a large volume of non-resident clients.

As international trade, multi-national companied aoldings of personal wealth have grown, and exgba
controls have progressively been dismantled, sshofe business in the widest sense has burgeonaigsit
outstripping the growth of national incomes. legimated that one-third of the wealth of the warltiigh net
worth individuals”, or approaching $6 trillion oof some $17.5 trillion, may now be held “offshoréiat is,
outside the Jurisdictions where the individuale ligMerrill Lynch & Gemini Consulting, World Wealth
Report, 19981. The Crown Dependencies probably hatweeen 5 and 10 per cent of this market.

2.3  Development of business in the Islands

The Crown Dependencies themselves, and the Chistawedis in particular, have attracted a certaimuna of
tax-driven business for several generations.

From the 1960s onwards, there began a rapid grofadgffshore banking and associated niche products,
accelerated by the development of multi-nationahjganies and the progressive dismantling of exchange
controls.

From the early 1980s and through the 1990s, thdg@lated forms of business have grown strongtpadotal
offshore market has grown and the Islands havelolee@ new financial products and services. Botipaate
and individual customers have taken advantageeofetk and operational benefits of the offshoreresntThis
growth has continued despite tax and regulatorysorea by the large Jurisdictions.

2.4 Nature of business

The Islands now have a wide range of finance bssiriacluding banking, investment, insurance, campa
business and trust business.

Total bank deposits in the Islands (resident andnegident) are currently around £163 billion :$&gr490]
million, Guernsey £S4million, Isle of Man £19 halfi). For comparison, non-resident deposits hetternJK
are around £ 1,000 billion.

Total funds under management are £...billion (JersgSuernsey £17 billion (collective investment schemes
only), Isle of Man £16 billion. (For comparisontabnon-resident funds under management in the tdK a
£....billion.]



Insurance companies in the Islands have totalas$ét...billion (JerseyGuernseyssbillion, Isle of Man £7
billion). Guernsey has 10 authorised life assurammrepanies. The Isle of Man has 15. Guernsey hdd [4
captive insurers. The Isle of Man has 167.

Apart from unit trusts, no figures are availabletfoe number of trusts or the value of assets inefidists
established on the Islands. The amounts held swvthy are, however, believed to be very large, @ajpgin
Jersey but also in Guernsey (where a recent sumdigated that they were likely to be at least tivivels as
large as bank deposits). Assets held in trustsbeilleflected in part, but only in part, in the baleposit and
assets under management figures quoted above.

Around [100] thousand companies are incorporatethe Islands. Jersey has some 40,000 some 24£000 o
them tax exempt or subject to special non-resitletegimes. The corresponding figures for Guersey
[16,000] and 8,000. The corresponding figureslierisle of Man are 42,000 and [21,000].

The table at Box 1 includes some of the figuresnusntioned, along with similar figures for a séiec of
other offshore centres.

2.5  Country distribution of Financial Institutions

Financial institutions in the Islands are mostlpsdiaries or branches of large parent organisatath head
offices in the UK, Europe or the United States. $tze and nature of the Islands’ business closdlgats the
policies and decisions made by these parent itistitsl

Although UK parentage still predominates, the panestitutions now come from a wide variety of athe
countries as well, as indicated in Box 2.

2.6 Country distribution of customers

In common with other “offshore” centres, the Islaneghost important customers are companies operating
global basis, rich individuals and expatriates.hdicnarkets have been developed, especially foe tipesips.

In earlier times, the Islands’ finance business eavily UK-oriented. Although the UK the most
important single client, however, the businessdras/n to be genuinely international. The Islandstomers
now come from all areas of the world.

UK customers account for only ....per cent of tbihk deposits in Jersey. The corresponding figure
Guernsey is 14.5 per cent and in the Isle of Map&&ent.

The banks do however continue to invest a highqutam of their deposits in the UK. In Jersey, fegcentage
IS ..... per cent; in Guernsey, 41 per cent; arttienisle of Man, 53 per cent. There is thus a suihstl net
inflow of funds to the UK, amounting to aroufb] per cent of total deposits held in the Islands.

In terms of currencies, sterling deposits now antéar only some ...per cent of the total (Jers8¢)per cent
(Guernsey) and. per cent (Isle of Man). [Business denominated hepEuropean currencies is now as large as
US dollar business. See Box 3.]

2.7 Reasons for business

The Islands owe the success of their finance cehdréheir substantial constitutional independeanatomestic
affairs and their continuing willingness, evidemtaughout their history, to adapt to changing waddditions.
These are the vital factors from which all elseviio

The substantial independence of the Islands hddexhthem above all, like other offshore financetres, to
offer potential custometsix advantagewhich the large centres themselves and islanduitsuch
independence cannot readily emulate. Thadgantages turn importantly on maintaining low le\a# public



expenditure in relation to GDP, as the Islands ltoree.

The extent of the tax advantages to particularornsts depends in practice on a wide
range of factors, not least the tax rules in aqustie’ home countries or the other countries
where they operate.

For some individual customers, however, and abt\ereexpatriates, the low rates of direct tax (&€ cent
on personal and corporate incomes in all threadislg the absence of inheritance, wealth or cagéals taxes,
and the non-taxation of interest paid to non-resisienay add up to a highly favourable tax environine

For corporations, similarly, and especially theremereasing population of multinational companiesptive
insurance and asset holding vehicles, the varionsessionary tax regimes for companies registeréed
conducting business outside the Islands, notalelyak exempt and international business compamayg,be
highly attractive.

The Islands have rightly appreciated that tax athges are a necessary but not a sufficient conditio
success. Other ingredients are important as wethdse they generally have no inherent comparative
advantage compared with the large centres (or digpeénslands). But they have worked hard to supipge
ingredients as well:

A good reputation

Political stability

Good links with other respected Jurisdictions

An absence of corruption

Confidentiality

Good laws, preferably familiar from elsewhere

Good systems of justice and public prosecution

Good law enforcement

Good counter-crime and money laundering regimes

Good financial and company regulation, preferabiyifiar from elsewhere

Good and honest financial institutions, includingjon world names

Good company and trust vehicles, preferably famifiam elsewhere
Good and honest professional and supporting seratesasonable cost
A familiar local currency
A familiar language
Good communications

The continuing growth of the Crown Dependenciagaficial business in recent years indicates theidenable
success they have achieved in these areas asitvelislands’ links with the British Crown and th&U
including the interlocking of legal and judicialssgms and the close copying of UK legislation agltation
alongside their traditional independence in fisffdirs, have encouraged perceptions that they swkey
advantages of the UK and the “Offshore”. Tlaeg even sometimdésiown as “Offshore UK”.

Similarly, the dominant presence on the Islandsutsisidiaries and branches of major financial instihs from
the UK and the rest of Europe, and the adoptiothbyislands of many EU standards, has encouraged a
perception of the Islands as “Offshore Europe”.

2.8 Living standards

As the finance industry has developed, so the dsldmave become more prosperous.

In Jersey and Guernsey, GDP per head [was sligbtyw that of the UK in 1980; the Guernsey chaljueks
wrong on this] but is now about 25 per cent highelersey and about 20 per cent higher in Guertisayin

the UK. This comparison probably overstates thegiaof difference since prices are mostly somewhingther
than in the UK as well.



In the Isle of Man, GDP per head has risen fronpé&7cent of the UK level in 1985 to around 80 pertaiow.
2.9 Dependence on finance business

The Islands have also become increasingly depermdethieir finance centres. The finance industrieb a
related services now account for between two-tharts three-quarters of the national income in Jease
Guernsey and probably about one-half in the Islelah.

2.10 Differences between Islands
Despite the strong similarities, the finance indastof the Islands exhibit some interesting défeses.

Jersey has the largest banking, trust [and invedtinesiness] sectors but a relatively young insteasector.

Guernsey is a major captive insurance centre dsawélaving substantial banking, investment anst sactors.
The authorities there propose to introduce a CHdalaads Stock Exchange.

The Isle of Man has the largest life assuranceosertd an investment sector similar in size to Gsey’s but
smaller banking [and trust] sectors. The Island &kss a significant shipping sector (not furthecdssed in
this report).

The table at Box 4 shows the numbers of people @egdlin the banking, investment and insurance seofo
each of the Islands.

2.11 Comparison with certain other “Offshore” centres

The Crown Dependencies have [larger populationssantewhat more business than Gibraltar and madkeof
British Caribbean Territories]. Compared with Hdtgng and

Singapore, on the other hand, they are relativelglls The Box | table gives some

comparisons for selected centres.

2.12 Prospects for future growth

Looking ahead, the main brake on the continuingvgnaf Jersey and Guernsey as international finaeogres
Is their size.

With total populations of some 85,000 and 59,0@peetively, population densities are already high¢h
higher than in the UK (1600 and 2250 per square,méispectively, as against 600 in the UK). Higbpprtions
of the working populations in the Islands, x anegpectively, are already working in the financduistries or
supporting services. For some years now, the Islaaste been obliged to limit severely, throughdesce or
housing permits, the inflow of newcomers to thansl.

To accommodate significantly more people, as canlgvay prove necessary for demographic reasons in
Jersey, it could be necessary to construct highkisldings. This the Islands have been reluctanbt

The alternative to such expansion will be to reioéathe existing policy of rigorous selection. Thlands will
have to choose what financial business they dadanibt want.

The Isle of Man, with 73,000 people, is less dgnpepulated. Its population density, 275 per squaite, is
about half that of the UK. In addition, a lower pootion of the total population is employed in thnce
industry and supporting services. The scope foaesgjon of the finance industry is correspondinglychn
greater. But the Island authorities have a policgvwoid undue reliance on any single industry aag be
reluctant to see the Island’s population densgg too far.



2.13 Vulnerabilities

The potential risks to the Islands’ finance centnesthe same dsr other offshore finance centres. They come
partly from outside and partly from inside.

From outside, the main risk is that the large coestwhere most of the Islands’ customers livearduct
business will change their tax laws, regulationsrdorcement practices in ways which make theifeesl|of
offshore centres seem less attractive. The largatdes might seek to introduce new internation&ldtandards
or conventions:

the on-going discussions in the G8, the OECD aadEll are addressing these matters. Or they might
individually make further changes in their tax rags, as they have done in the past. Or they migttpsn
their enforcement practices. It seems likely, hosvethat such measures would lead to changes imithef
business of offshore centres rather than put thenoefdusiness altogether.

Re-introduction of exchange controls could likewhse&e major effects on offshore centres. Fortugatel
however, such a development looks improbable.

Changes in regulatory standards in the larger castsuch as capital and reserve requirementsraitions
for marketing financial services in these countrezsild have some impact as well. .,

From inside, the main risk is a loss of reputati©ffshore finance centres, even more than the langbore
centres, live by their reputations. Their problenes] or perceived, tend to receive disproportiertatverage in
the world’s Press.

The reputations of any finance centre may suffex gsult either of genuine problems or of misortetations.
Genuine problems may include corruption, crimeearncpived failures of legal processes or regulatma, the
associated public scandals. The laws, regulatindsgstems discussed in this report are largelgermed with
minimising the likelihood of such problems.

Also important are perceptions of confidentialBpme customers of the Islands would move theimassi
elsewhere if they felt that their affairs would meimain confidential.

Misinterpretations may be troublesome as well.tédl often the successes of offshore centres, notalhe
fight against international crime and money-launtgrare misinterpreted as indicating a prevalasice
criminal activity rather than effective counterrog systems. The Islands seek to minimise such ttisksgh
careful and timely briefing.

Among other internal risks, three are especiallytijoof mention. As discussed above, the Islandsdco
have difficulty in providing skilled staff and pegsional and support services to sustain ever-
increasing amounts of business. They could alsmnosch of their comparative advantage, compared
with the large countries, if they should ever allpublic expenditure and taxes to rise to levelsifam
in the larger countries or if local wage costs $ti@ver become significantly uncompetitive.

2.14 International criticisms

It is sometimes argued, especially in the worldig [Jurisdictions, that offshore finance centresighnot
exist at all. The British Crown the UK are sometaneiticised for being associated with such
Jurisdictions.

Nhatever view one may take on these ers,t ere are two points from the preceding discussiahghould be borne
in mind.

First, the British offshore finance centres arracti result of the fact that they have internal-gevernment.
As discussed earlier, this has been the key fact@nabling such territories to develop financial
centresEspecially, perhaps, in the Crown Dependenciesjévelopment of such centres has been



the product of local initiatives pursued within@nstitutional tradition of independence in domestic
matters.

Second, the low rates of direct taxation which haeiped the Crown Dependencies and other offshore
centrego succeed in e way they have reflect, in part at |¢las low proportions of public expenditure
to GDP in the centres.
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2 14 Criticisms and defences of the offshore

Offshore finance centres as a group have attractesiderable criticism in recent years. It is somes
argued, gpecially in the large jurisdictions. that they sno useful purpose and should not exist at ak. Th
centres themselves argue, ondbatrary. that they contribute significantly and construciyvi® the world’s
financial system.

The critics usually target three main featureshefdentres

thetaxregimeswhich arc often seen its inducing particular indesttochooseunsuitable offshore
locations at the expense of the onshore jurisdistend as depriving onshore jurisdictions of tax
revenues properly due to them,

a framework ofecrecy, allied to poor co-operatiovith other countries, which attracts and faciétat
disreputable business and money laundeaimd)

poorregulation,which enables financial institutions to build biesses the back of low standards,
with considerable risks to clients.

Later chapters of the report suggest that the skand third criticisms, if applied to the Crown [Raplencies.
would he quite wide of the mark. For the most pihet, position in these Islands is quite the oppasitwhat
such criticisms would imply.

The report does not offer any assessment of thadsl tax regimes The tax regimes of offshore esntr
generally. and indeed of onshore centres, areuie& of or -going discussion in thc G7, the OE&d the
EU. The offshore centres themselves argue thatooestentres, too are active in seeking to attrasiness
through favourable tax regimes.

The case in favour of offshore centres, from a gl@erspective, includes a number of elements

The right to supply serviceShere are many quality services to customersvilelitregulated offshore
centres are well able to supply and have a p4right to supply like anyone else. Examples are fTrus
services and services to expatriates

Stability. Stability is an advantage that offshore centres bhtagble to offer. In the Crown
Dependencies, systems of Government have remagneakably stable over many centuries. Rates of
tax on personal and corporate incomes have remaimgthnged, at 20 per cent, for nearly half a
century



Risk Spreadingnternational clients wishing to spread their riskay Findit helpful to spread their
assets between different jurisdictions

Convenience and simplicity. Especially in an electronic age, the offshore @snéire well placed to facilitate
business or co-ordinate transactions involving mdiffgrent jurisdictions through provision of a ledsee from
the tax and other complications of the larger fiagons. In this way they may help to lubricdte tvorld’s
financial markets. Examples arc international cdgtor treasury operations and banking services.

Innovation and flexibilityThe offshore centres are sometimes better thalather centres to test out
innovative financial products such as new insuradavestment vehicles. They can respond flexarig
quickly to the changing needs of international costrs and markets. In the larger centres, the i@tidns of
change are typically wider

Regulation.The offshore centres may also be able to leadathg.in certain areas of regulation. Examples are
the regulation of Trust and Company services prengiddiscussed in chapter 13 of the report.

Fiscal elementsA degree of competition in tax rates may be helpfalleast in giving the large countries an
added incentive to avoid penal ratega.

As discussed earlier, tie internal self-governnwdrihe offshore Islands associated with the Bri@sbwn and
the UK has been the key factor in enabling thewheteelop their international finance centres.

BOXI
SELECTED OFFSHORE FINANCE CENTRES
Selected data, for latest available period
Jersey BV | Hong | singa
I
Kong pore
Guernsy | LoM Gibral |Bermda | Caymn
Population | 85,150
000 (1996
census)
Population | 733/km
density,
Persons per
sgm 0.733
per m
GDP per 15,854
head, £
99.8
Bank
dcposits.
£bn
Olw: 37.9
Sterling




61.9

Dollars $bn |

Funds 37.8 ~ — | —
under man
gt £bn

£fl.4bn

Insurance
assets held

Companies | 32
locally
incorporate
d, ‘000

17,000

Q/w:

Normal tax

Special tax | 15,000
or no tax

BOX2 ~
PARENTAGE OF THE ISLANDS’ FINANCIAL INSTITUTIONS
Per cent of total institutions, end 1997

Banks etc 44
20 je. 100%
UK 8 (% are fo
Other EU 15 banking
Other Europe 4 institutions
N America 9 only)
South Africe 0
Other overseas
Local
Jersey Guernsey Isle of Man

Investment institutions | 30.0 | 100% (Inv
12.5 |institutions

UK 9.5 |only)
Other EU 12.5

Other Europe 8.0

N America 12.5

South Africa 15.0

Other overseas

Local

Insurance companies |21% |100%
14 (Insurance

7 companies

UK




Other EU 30 only)
Other Europe 21
N America -
South Africa

Other overseas
Local 7

BOX3
CUSTOMERS OF THE ISLANDS’ FINANCIAL BUSINESS

Percentages of total business originating fromatieas listed or denominated in the
currencies listed.

Jersey Guernsey Isle of Man
Bank deposits
UK 15
Other EL 8 |
Other Europe N 32
America 4 100%
South Africa -
Other overse: 26
Local 15
UK £ 32.C
USt 42.C
DM 7.5
FF 0.7 100%
Other European Yen 62
0.2
Othel 11.5
Funds under
Management 4
UK Other EU These figures are
unavailabli

Other Europ
N Americe
South Africe
Other overse:

Local

Insurance premium

Income

UK 10.t

Other EL 3.C

Other Europe N 3.3 ‘
America 17.2 100%

South Africe 56.C |
Other overseas -

Local 10.0

BOX4 -~
NUMBERS EMPLOYED IN THE FINANCE SECTORS

| Jersey |




TOTAL

7134

t 996

1 8130




Full time Part time Total
Banks 4562 58¢ 514
Other deposit takers investment45 25 170
and securities business
Insurance and pensions

1612 249 1861

411 70 481
Company, Trust and Advisory| 404 67 471
services

3 THE ISLANDS’ REPUTATIONS

3.1 The Islands’ reputations

In my extensive discussions with professionals ioflevexperience inside and
outside the Islands, | found widespread agreenmatithe Islands are in the top
division of small-to-medium-size offshore financtantres.



Many of the professionals | met expressed theirieation for what the Islands had
achieved in recent decades.

Many of them commended the standards of governmegnijation and business in
the Islands and the absence of corruption.

Many of them noted, too, that the Islands aredtidble and helpful people, who co-
operate well with the rest of the world.

The Islands’ co-operation with other Jurisdictiomshe pursuit of drug-trafficking
and terrorist offences won universal praise.

3.2 Some concerns expressed
As one would expect, same of the professional gebpbnsulted raised concerns as
well. So too did some of the people of the Islawts wrote to me, in response to my

general invitation, about the Review.

| do not regard such concerns as surprising or ousnAll financial centres, onshore
and offshore, have problems. All have their crititise Islands are no exception.



| have, however, thought it important to evaluatehsconcerns carefully, in so far as
they are relevant to the Islands as internatianahice centres, and to consider what is
to be learned from them.

The concerns most frequently expressed relatedne perceived conflicts of
function and interest, especially among the autiesrbut also within the financial
and professional sectors; a perceived absenceyakahstic means of redress (short
of extended Court processes) for customers in thspith institutions or
professionals in the Islands; the perceived coation in business of firms or
individuals with questionable track records; feia too little was known about
many of the companies operating in the Islandsiedies about the activities of
certain Island Directors of companies incorporaiséwhere; fears that the Islands’
activities were depriving other countries of taxerues; and a belief that some Island
professionals, in collaboration with colleaguestiner Jurisdictions, were facilitating
tax evasion and other forms of financial crime

Some of these concerns seemed to be widely shatleers seemed to be minority
views, sometimes confined to one or two Islands sbongly held.

Some officials, regulators, investigators and pcas&'s outside the Islands, while
mostly full of praise for the Island authorities|tfthat they could sometimes have co-



operated more effectively in the pursuit of crinremany cases, the problem seemed
to lie in the absence of the necessary statutomeporather than unwillingness to
help. In others, the problem seemed to lie in fawf communication or
understanding.

As discussed above, | do not think that these sspryas of concern should be
regarded as especially ominous. If officials, pssfenals and others had been invited
to contribute their views to a similar review ohet international finance centres, the
concerns expressed would probably have been atdgaaslly serious. | have however
discussed them carefully with the Island authajtend these discussions have
influenced the report’s conclusions.

Several correspondents gave me details of particakes affecting them where they
felt that something had gone wrong. | have not bbtmtake a view on the rights and
wrongs of such cases. To do so would have beea gudng. | have however sought
to identify what can be learned from them and vitmglications they may have for
future development of the Islands’ laws, systents@actices. These considerations,
too, have influenced the report’s conclusions.

4 OBJECTIVES



4.1 Objectives

The Islands have a firm objective to be, or to remihe best governed, best regulated
and most responsible of offshore centres as wehemost successful.

It is clearly in the best interests of the Islarttie, UK and indeed the international
community that the Islands should set, and deliwgh standards in this way.

The adoption (or re-inforcement) of such standandyg sometimes entail some initial
loss of business, especially less reputable busidesmany professionals have
remarked, however, the Islands’ best interests treust developing good business
and rejecting business which is questionable osejagspecially as there is more than
enough good business to keep the Islands occupi¢iie medium and longer term,
moreover, high standards will encourage, not disogey the growth of business.

[I am pleased to say that the Island authoritieelt@nfirmed that the policies they
have for developing their finance centres corredpadactly to the approach
suggested above.]

4.2 Practical implications
I



Fulfilment of the proposed objective will dependdeveloping or maintaining high
standards in a number of areas:

public policiesand administration;

legal, judicial and prosecutiogystems;
the avoidance afonflicts of interest;

the constitution ofegulatory authorities;

the legislation, systems and practices for licemsind regulation of
financial institutionsjncluding co-operation with other countries in the
pursuit of regulatory offences;

the legislation, systems and practices for regigjeaind regulation of
companies, resident and non-residemtg for dealing with
insolvency;



the common and statutory law férustsandTrustees;

the licensing and regulation pfofessional service providers,
includingcompany formation agents, providers of Directonvgsss
and other providers of corporate. trust and investirservices;

the laws, systems and practicesdountering crimeof all kinds,
including money laundering and tax evasion as atirug
trafficking, terrorism and fraud; and

co-operation with other countries the pursuit of crime of all kinds.

To ensure the continuing achievement of high statsdia an ever-changing world,
and the receiving of credit where credit is dueré¢hs a strong case for encouraging
the development of effective international auditamgl accreditation of legal,
regulatory and counter-crime systems and practical the world’s finance centres.
| hope that the Islands will continue to be activéhis area as well.

The remaining sections of the report deal in tuith wach of the areas listed, some
briefly, others at greater length.



5 SOME ASPECTS OF GOVERNMENT

51 Introduction

For any international finance centre, politicabdity, public policy and
administration, the legislative framework, the legadicial and prosecuting systems
and the avoidance of conflicts of interest are ¢éaycerns. The Crown Dependencies
have given much attention to all these areas.

5.2 Political stability

The Islands score highly on political stability.rffoany centuries, they have been
dependencies of the British Crown, without evenggart of the United Kingdom.
The United Kingdom is responsible for their defeand external relations and, in
general terms, for their good government. By loatgelished constitutional
convention, however, they are independent in netiedomestic policy.

Domestically, the Islands have likewise maintaittesr political systems, with only
limited changes, over many centuries.



As explained in the Island Chapters, the politgyatems oflersey and Guernseye
directly descended from the llth century Normarnteys. The Islands’ unicameral
Parliaments, known in both Islands as the Stateslacted by universal suffrage.
They differ in six main respects from most Parliatsan the larger countries:

First, the Parliaments combine the roles of legiskaand executive. The main
committees of the Parliaments discharge the funstad Government Ministries in
larger countries. The Presidents of the Commitseesot exactly Ministers but are
the nearest equivalent to Ministers. As in largairdries, the Committees are
supported by permanent civil servants.

Second, the Parliaments combine the functionsmfakand local government in the
larger countries. In some respects they functiorentike local councils in the UK
than central governments.

Third, the approval of the Queen in Council is rieegibefore any primary legislation
passed by the Islands’ Parliaments can take efBanternment Departments in
London vet some of their legislation at the drédge.



Fourth, the Island’s Chief Judges, known as thdéfBand Deputy Bailiff, act as
Speaker and Deputy Speaker of the Parliamentslaoas first citizens and
spokesmen of the Islands.

Fifth, there are traditionally no political partiel members of the Islands’
Parliaments are traditionally independent

Lastly, the Island Parliaments meet for only twdhoee days per month. Most
members, including the Presidents of most Comnsittée other jobs alongside their
Parliamentary work.

Thelsle of Man’spolitical system has an even more ancient ancesitrizas
undergone more change. The Island’s Parliamentykras Tynwald, meets in
plenary and bicameral modes.

Although similar in most respects to the Channlanids, the Island’s domestic
political system more closely resembles those @ldhger countries in two respects:

First, the legislature and the executive are mepaate. The Island has a Chief
Minister, who acts as First Citizen and chief sgokan for the Island, and a Council
of Ministers.



Second, the Speaker is not the Chief Justice dfthrad but [is elected by the
Island’s Parliament]. The Judiciary play no roldhe legislative or executive
processes.

The Lieutenant Governor is able, moreover, to aygpsDme categories of domestic
legislation under powers delegated by the Crown.

In all the Islands, the links with the British Crown prblygenhance external
perceptions of political stability. The absenceolitical parties makes the outcome
of particular Parliamentary votes somewhat lesdiptable but reduces the likelihood
of major changes in policy after elections.

In my assessment, the intertwining of the legisaand the executive, especially in
the Channel Islands, has not so far been a proioléenms of internal governance or
external perceptions of the Island as a financéreen

5.3 Relations with European Union

When the UK joined the European Union, the Islaselsded not to become full
members. Under Protocol 3 of the Treaty of Acaagdnowever, they are treated as



part of the EU for Customs purposes and for cedapects of the common
agricultural policy. There is consequently free mment of goods between the
Islands and the EU countries
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5.3 Relations with European Union

When the UK joined the European Union in 1973, I¢tends decided not to become
full members

The main considerations at the time were
As offshore financial centres, the Islands needea all to preserve flexibility in
areas such as fiscal policy and financial and camppegulation rather than be

obliged to harmonise with the rest of Europe

Many of the Islands’ clients made clear that theands were attractive as places for
business precisely because they were outside thaendlhe UK.



In the Channel Islands, there were concerns tleatetjuirements foreseen for
harmonisation of VAT and Excise duties would damigetourist trade

Already overcrowded the Islands could not readigoanmodate obligations for the
free movement of persons.

The Island authorities doubted their ability to eapith the great mass of EU
legislation.

The Islands were concerned, nevertheless, to pedezir free trade in goods,
including exports of agricultural products into ti&. They opted accordingly for
free movement of goods (but not services) betwkensiands and the EU.

Under Protocol 3 of the UK’s Treaty of Accessidmerefore, the Islands are treated as
part of the EU for Customs purposes and for tradegricultural commodities, but

not for other purposes. The authorities have optguiactice, nevertheless, to follow
many aspects of EU legislation and standards iardadpromote their business with
EU countries.

The considerations listed above mostly remain penti today The Islands prosper by
being similar but different



5.4 Public Policy and administration

All the Islands have developed capabilities fonfatating and implementing
public policy remarkable for such small JurisdinBoEspecially in thareas of
financial and commercial policy, they have followed UK prees in most respects
and not sought to re-invent the wheel. They hase hafought in experienced
professionals from outside to give help where nemss

5.5 Legislative processes

The Islands have likewise deployed an impressiweary of financial, company and
criminal legislation. For the most part, they h&aeen able to do this in spite of
limited resources by closely (but not slavishiyljJdaing UK legislation, sometimes
quickly, sometimes after considerable delays.

Although the Island Parliaments meet for only twalwee days per month, they are
able to pass legislation quickly. In contrast WRdrliaments in the UK and most
other large countries, there is no “Committee Stagthe passage of Bills. The
established practice of using UK and other modwmishfeir legislation makes this
less necessary.



5.6 Legal .systems

As implied above, the statute law which underpiresinternational finance and
company business of the Islands is similar to,nattidentical with, UK statute law.
The common or customary law systems in the Isléikdsise have much in common
with English common law, precedents from whichwseally considered persuasive
in Island proceedings.

The closeness of the Islands’ law to English lainds two great advantages. First, it
enables the Islands to enjoy many of the beneffiiseolegal system of a large
Jurisdiction. Second, it is attractive to most oustrs of the Islands. English law is
not only familiar but also well adapted to inteioaal financial business, both in its
own right and because of the similarities in kegaarto US law.

5.7 Judiciary

The Islands’ judicial systems have to deal withstabtial amounts of business arising
from the international finance centres.



The local structures, more fully described in thlarid Chapters, differ in certain
respects from those in England. The British Crolmawever, makes the senior
appointments and the Appeal procedures mainly wevblK judges and lawyers.

In Jersey and Guernsethere are (separate) Royal Courts which hear iatiical

cases and the most important civil cases involtlegnternational financial centre.
The presiding judges of law are the Bailiff or DgpBailiff both appointed by the
British Crown after consultation with the Islandlzarities, or other Judges appointed
by the Bailiffs. In addition, there are twelve judgof fact, called Jurats, Elected by an
Electoral College, Jurats are somewhat similaugtides of the Peace in England.
The Balliff or Deputy Bailiff sit with two or mordurats.

The hearing of cases by a Judge with two or moneg@eent Jurats contrasts with the
jury system in England. It has the advantage ti@tltirats are mostly retired
professional people with a good understanding efofiten difficult financial and
commercial issues which tend to be involved inlitigation of international finance
centres.

The other main difference, compared with Englaadhat (as discussed earlier) the
Bailiff serves as Speaker of the Island’s Parlianaew as First Citizen and
spokesman of the Island as well as being the Idabhlief Judge. The Deputy Bailiff,



similarly, serves as Deputy Speaker. Some of mgespondents argued for
separating these roles, especially in a world whetigial review is now more
common, so as to put beyond doubt, in the peraejaisowell as the reality, the
independence of the Judiciary from the Legislatire States of Jersey came close to
doing so in [1992]. This, however, is a constitnébissue which lies beyond the
scope of the present report.

Thelsle of Man'’s judicial system is closer to the Engligistem. The Island’s High
Court hears all civil matters and another Courtiegjant to an English Crown Court
hears serious criminal cases, including finananal fiscal cases. The Judges presiding
over both Courts, known as First and Second Deesystee appointed by the British
Crown. In serious cases, [both civil and crimingl2g¢ presiding Deemster is
accompanied by a jury of seven. The Deemsters tisamee as Speakers of the
Island’s Parliament or as First Citizens and aegarnty independent of the Legislature
and the Executive.

Forall the Islandsthe First Court of Appeal consist of the Chief Jeglgf each

Island and English, Scottish and Northern Irish @@sointed by the Home Secretary
after due consultation. The final Court of Appesathe Judicial Committee of the
Privy Council in London.



5.8 Prosecution

Each of the Islands has an Attorney General (kniowBuernsey as HIM Procureur)
who acts as public prosecutor. In Jersey and Gagtthe Attorney Generals have
Deputies known as Solicitor General and Contr@dHeneral, respectively There are
supporting

The Attorney Generals and their Deputies are appoiby the British Crown, after due
consultation, to serve as independent public prdses. They combine this role
with the two further roles of advising the Crowrdahe Island Parliaments on legal
matters (including oversight of legislation draffyrand authorising various actions
by the police and others under fraud, money laungemd other criminal
legislation. [In Guernsey they also authorise comygarmations]. They do not
undertake any private work.

For any international finance centre, independebtip prosecutors committed to
prosecuting crime wherever there is a reasonablgppct of obtaining convictions
are as important as independent judges.

A few of my correspondents argued that the rolputdlic prosecutor should not be
combined with that of adviser to an Island’s Pankat. For example, they thought



it wrong that the same person shobidhadvise the Parliament or the Executive on
legal aspects of their relations with someandbe responsible for the decision
whether to prosecute him.

| suspect that any such conflicts of interest gyl to be rare. The Islands’ Attorney
Generals all recognise that, if they should atiseiy first duty would be to the
Crown and they would need to appoint someone elaé\ise the Parliament or the
Executive. Alternatively, if the conflict shouldise from some earlier advice given
to the Parliament, they would delegate the decisiowhether to prosecute, and the
prosecution itself; to son one else.

5.9 Resources

As in other Jurisdictions, the Islands appear teehead workload problems from time to
time which have led to some delays in prosecutitia,verdicts and responses to
requests for assistance by other Jurisdictionsi@bdcklogs in law drafting.

The Island authorities recognise that in an intiéonal finance centre it is more than
usually important to avoid delays and backloghdf kind. They have told me that
an on-going solution needs to contain a numbefeshents:



First, staffing. They will need to ensure that sufficient staff witle necessary
skills are available, not least for law draftingpEcially in the Channel
Islands this is likely to require some long terrarpling for as long as legal
training in Normandy is deemed a necessary pahefraining programme
for Island lawyers.

Seconddelegation.The Attorney General and his Deputy propose toyaeal
carefully what work they must do themselves andtvliey can delegate to
supporting staff or to other parts of the GovernnoerRegulatory regime.

Third, outsourcing.They will need to buy in expert resources from s
to
deal with peaks of workload and preferably to dsthta pool of experts for
this purpose.

In my opinion, this is entirely the right approach.

5.10 Conflicts of interest

One of the features that most distinguishes thedfeshore finance centres from
lesser centres is the avoidance of corruption dudes arising from conflicts of



interest. The Crown Dependencies have been keenbcmous of the need to avoid
such abuses and have shown great determinaticvelaping rules and procedures
accordingly. These rules and procedures have, mergbeen considerably tightened
in recent times.

In small communities, the requirement to avoid, badeen to avoid, these abuses is no less
compelling than in larger countries. But such comities are unlikely to have
sufficient reserves of skilled and able peoplesticate entirely the separation of
functions found in larger countries.

The issue is most apparent in relatiopaditicians. The leading politicians in small
communities (as in local authorities) often combpoétical duties with business or
professional work. Small communities cannot afflardiebar from politics skilled and
experienced people from other sectors.

The Crown Dependencies have tackled the problemawihsiderable success by
developing a culture of transparency coupled withdysense. Members of the Island
Parliaments are allowed to retain commercial afiegsional interests. But:



they are obliged to record their interests in alipukgister, including

employment, Directorships and investments wheri thierest exceeds 10
per cent; and

they habitually declare any relevant interestslptafore participating in
the discussion of any matter.

An informal public policing of conflicts of interess also highly developed in the
Islands and, in my opinion, highly effective. Asather small communities,
commercial and professional interests are notyehgiden. People in the Islands
know much more about what their neighbours aregitsian would normally be the
case on the mainland. Local critics, moreover jraefatigable in attacking
politicians and others who may be thought to hararoitted abuses. My impression
is that the critics may even sometimes identifyfioctis that do not really exist

In addition to the disclosure regimes, the Islafindse either introduced or are
considering the introduction of) certain furthezrakents of good practice for
Members of the Island Parliaments:

an obligation that Members should not only dextheir
interests but also withdraw from meetings of thdi®aent or any of its



Committees when they have (or might reasonablyebegived to have) a
financial interest in the matter under discussion;

a presumption that Members should not acceptciairghips or
other paid positions when there might be a reader@dyception that they
have been offered such positions only becauseateiembers of the
Parliament; and

a general presumption against accepting or iatain
Directorships of companies, especially financiatitations, directly
involved in or affected by the Ministries or Pamtiantary Committees on
which they serve or have recently served.

In my opinion, the Islands will be right to inclutleese elements in their Codes of
practice where they do not do so already. As dssdisibove, dealing visibly
and effectively with conflict of interest problenssimportant for
international finance centres not just in itself Also in terms of confidence
and reputation.

It may be necessary to accept the corollary theataading politicians, in particular,
should be paid more for the public duties theylthsge.



The Islands apply much the same principles andipescto theFinancial Services
Commissionersrho oversee the independent regulatory authofitiethe financial
services industries. In this case, however, théye aiten appoint people still active
in the finance industries or the related professiomthe basis that the regulatory
authorities will benefit from the well-informed dpibutions such people can make to
the conduct of financial regulation. In my opinithiis approach is entirely justified
provided that there is scrupulous observance obther principles set out above.

In all the Islands, thdudgesandPublic Prosecutorsire debarred from holding
private sector appointments or doing private seetwk alongside their official
duties.

Public servantssimilarly, require special permission to earn inedginom any source
other than their public employer. They are not ptea to use for private profit
information obtained from their official work.

In theprivate sectortoo, there is considerable scope for conflicttdriest, not least
in relation to auditing functions and client seesc The Islands’ professional
practices have, however, mostly split off theiriauerk from their Trust and other



work. In addition, the Islands’ proposals to regeitdne provision of corporate and
trust services will help to identify and prevert@t potential conflicts.

All'in all, therefore, the Island authorities semme to have developed good
procedures for dealing with potential conflictamterest, not least those that
would most affect their financial centres. They&agsponded positively to
changing international standards and attitudes.eSartics of the Island
authorities continue to voice anxieties. In my amm these need to be taken
seriously but would be substantially resolved hi é¢xtent thy have not been
resolved already, by putting in place any outstag@&lements in the good
practice programme discussed above.

6 FINANCIAL REGULATION OBJECTIVES, STRUCTURES
AND COVERAGE

6.1 Objectives

All the Island Parliaments have set firm objectit@bave well regulated finance centres



with effective and up to date legal, judicial aedgulatory frameworks. There has
been general agreement that high standards ofategulare not only an absolute
obligation for any world-class finance centre, i or offshore, but also in the
best interests of the Islands themselves and itighisstries.

The Islands have seen the key tasks of regulaidreeg:

. to protect customers, both resident and non-resithy reducing the

risk of losses due to fraud, incompetence or adleéiciencies; and

. to enhance the reputation of the Islands as fiahoentres; while also

. furthering the economic interests of the Islands.

The broad approach in each of the Islands hastodefiow UK standards and styles of
regulation, with adjustments for the particularuegments and risks of centres
serving mainly non-resident customers.



The Islands have also pursued a policy to complly imternational and EU standards of
regulation and to join the relevant internatioregjulatory bodies wherever possible.
The main such bodies are the Offshore Group of BgnBupervisors (OGBS),
sponsored by the Basle Committee on Banking Sugieryithe International
Organisation of Securities Commissions (I0OSCO); thiedinternational Association
of Insurance Supervisors (LAIS).

In pursuit of these broad objectives and approthehisland Parliaments have taken
responsibility for setting the overall policy aregjislative framework for financial
regulation but have set up independent Financiali@&s Commissions to advise on
and implement the regulatory regimes. This accuiitls best international practice.

6.2 Parliamentary Committees and Government Depants

The Parliamentary Committees or Government Depantsria the Islands responsible for
promoting financial legislation and overseeingfinancial regulatory authorities are the
Finance and Economics Committee in Jersey, thesddyiand Finance Committee in
Guernsey and the Treasury in the Isle of Man.

Thelsle of ManParliament set up an independent Financial Serdgoasmission (FSC) in
1983, as part of its response to the Savings arestment Bank collapse in 1982.



The regulation of Insurance and Pensions was loffad 1986 to a separate
Insurance and Pensions Authority (WA).

The GuernseyParliament set up an independent FSC in 1988 ypartesponse to a Report on
the insolvent liquidation of Barnett Christie (Fit®) Ltd in 1978. This covers
insurance and company registration work as wethasegulation of financial
institutions.

In Jerseythe Finance and Economics Committee of the Islaxtidgent continued until this
year to act as Regulator of the Island’s financkigtries with the support of public
servants in the Financial Services Department.Fdréament decided last year,
however, partly in response to the Bank Cantradblpms but also reflecting wider
international trends, to set up a Financial Ses/iCemmission on similar lines to the
Guernsey Commission and the new Financial SenAcdisority in the UK. The new
Commission came into being on | July this year.

In all the Islandsthe Parliaments approve appointments to the Bazrthe independent
regulatory authorities, on recommendations by #hevant Committee or Ministry.
The Parliaments also retain the right to give enttlirections of a general nature (but
not on specific cases) to the regulatory autharies well as passing the necessary
financial, company and trust legislation. In thst leesort, they could act to remove the



Regulatory Boards.

In my opinion, the Island Parliaments have beehnttig set up independent regulatory
authorities while retaining the powers mentionethmprevious paragraph. [The
statutes should preferably specify the circumstauntevhich the Parliaments may
remove Regulatory Boards or individual Board meraljer

6.3 One or more regulatory bodies

In JerseyandGuernseythe Financial Services Commissions (FSCs) regtitetdéinancial
services institutions as a whole, including inseeaand pensions business as well as
banking, investment and securities business. Iisteeof Man,as noted above, a
separate Insurance and Pensions Authority ([PA)laégs insurance and pensions
business.

There are also some differences between the Islartle extent to which the FSCs become
involved in the registration and regulation of canjes.

In my opinion, there is no absolute requiremertaee one regulatory authority rather than
two. The supervision of insurance business catls foarticular range of skills and
experience.



On the other hand, especially in small jurisdictiotme case for a single regulatory
authority, responsible for the whole range of ficiah company and trust services,
seems powerful. Such an approach is likely:

to be more economical in terms of accommodationavedheads,
including Board servicing;

* to facilitate flexibility and cross-fertilisatioim the deployment of staff,
and

* to help in the supervision of business commornifferént types of
institution, notably investment business, and comgrates.

6.4 Board structures: political participation

As already explained, the Island Parliaments apptbeg appointments of Board
members of the FSCs and the WA on the recommemdabiothe responsible
Parliamentary Committee or Government Departmemt @ccords with standard
international practice.

The Islands depart from standard internationaltaén the larger countries in their
choice of Chairmen for the regulatory authority Btsa In Jersey and Guernsey, the



Chairman of the relevant Parliamentary Committeeeseas Chairman of the FSC
Board. In the Isle of Man, similarly, one of the Mieers of Parliament who comprise
the Island’s Treasury team serves as Chairmanedf8C and another as Chairman of
the IPA.

I have no reason to think that the appointmeneafa politicians as heads of the
regulatory authorities has led to significant pesbs in practice. The arrangement
has the advantage that the politicians who Chairglgulatory authorities are well
placed to brief the Island Parliaments whenevey tieed to pass new regulatory
legislation or approve new Board appointments. [Blend Parliaments themselves
may have felt happier about the initial decisionlétegate such a crucial task to an
independent Board in the knowledge that one of twen number would Chair the
Board and be available to report back to them.

There are also, however, some clear advantagesmfmimg Regulatory Boards to non-
political professional people.

Not least among these is the widespread perceelsanwhere, which has tended to
strengthen in recent years, that regulatory Bosindsildbe constituted in this way.
Any appearance that the decisions by the Regul&osayd of an international
finance centre might be subject to political infige is likely to detract from the



centre’s reputation.

The substantive case is that the business ofatgulis a professional task, requiring
professional direction and impartial implementatiBegulators, like judges, need to
be independent, impartial and professional, bothénreality and in the perception.
It is difficult, however, for politicians, eventiiey have the necessary professional
backgrounds, to be visibly impartial in this wayemhtheir daily tasks include
public arguments about political strategies andipubsponses to political
pressures and critics

It is also difficult for public figures to refuse be drawn into discussion and controversy over
particular regulatory decisions. For their own potion, therefore, it seems better that
they should not serve on regulatory Boards.

If regulator Boards do not include politicians, étkvays must be found to maintain good links
with the Legislature and Executive. Fully professibBoards should continue, of
course, to be accountable to the Island Parlianmsrdsshould be required to report to
them at least once a year. On a continuing bas@] tinks can be forged by various
means such as having a senior civil servant aBeaid meetings as an observer,
regular meetings between the Board Chairman anslehier politician concerned,
and appearances as required by the regulatory Btfzaatman before the relevant



Ministries or political committees.

For all the reasons discussed, and well thouglpithgent arrangements seem to have worked
in practice, the Islands would in my opinion be Ivaelvised to consider moving to
independent professional regulatory Boards witlpalitical participation.

6. 5 Board structures: balance of members

The other main issue on the structure of requBt@rds is the balance of membership
between professionals and consumer representativebetween people from inside
and outside. The present Island Board membersinanymbers and backgrounds
between the Islands.

Such Boards should preferably include people watbvwant professional backgrounds
who can contribute substantively to the Board'sitess. They should also include
people familiar with and sensitive to the interedtsustomers, not least non-resident
customers. In a different perspective, there isang case in small jurisdictions for
having on the regulatory Boards one or two expegdrpeople from outside the
jurisdiction as well as people sensitive to theljguhterests of the jurisdiction itself

In practice, many Board members will fall into temomore of these categories. Also
relevant to decisions on the balance between péapteinside and outside the



jurisdiction will be the international experiencietioose from inside the jurisdiction
and the proportion of professional staff from odgsi

As discussed in the previous Chapter, the provisiondealing with conflicts of interest are simita
those for members of the Island Parliaments.

6.6 Non-executive Boards

The Islands vary in the extent to which the Boarfdihe regulatory authorities
become involved in the work of regulation. The sféMan’s FSC appears to involve
itself more deeply than the other regulatory badies

All Boards see themselves as responsible for ggpiticy and for approving the
administration and budgeting decisions of the DoeGeneral (who is in all cases a
Board member). Licensing and licence withdrawaiglens, too, mostly require
approval by the Boards themselves.

Other regulatory decisions are mostly delegateétidrofessional staff. But the staff
make regular reports to the Boards.

In my opinion this balance is about right. Regui®oards should wherever possible
avoid becoming involved in decisions on individoases. They should also as far as



possible leave the professional staff to make idd&l licensing decisions within
agreed guidelines. The more the Boards themsetedawlved in decisions on
individual cases, the less possible it becomemtbviell-qualified people without
conflicts of interest to serve on them.

6.7 Professional structures

The Guernsey FSC is organised by type of busingssrgised, with a Director General’s
Division and three further divisions looking afteanking, investment and securities
and insurance respectively. The Jersey FSC wilklly be organised along similar
lines. But consultants have been commissionedvs@dn the future organisation.

As discussed above, the Isle of Man regulates amagr and pensions through a separate
Insurance and Pensions Authority. The FSC, howéverganised, not by type of
business supervised, but by type of work undertakbare are separate divisions
for supervision (of banks and investment and seearbusiness), policy
development, enforcement and information and conications technology.

From one perspective, the differences are lessrttight appear. The Director General’s division in
Guernsey effectively looks after matters that wdaltito the policy development, enforcement and IT
divisions in the Isle of Man. In contrast with J®rsand Guernsey, however, a single Director covers
both banking and investment business in the IsMant.



The most notable difference is on enforcementhénisle of Man, a separate and
proactive enforcement division with [three] professl staff, including a former
police officer, undertakes the enforcement taskduding a prosecution role and
responsibility for [money laundering enquiriesjvéstigations and searches,
responses to requests for assistance from regylabtinorities in other jurisdictions,
and identification of unlicensed business operatidiinis seems to me to work
extremely well.

A single staff member in the Director General'sision in Guernsey undertakes
some of the same responsibilities. In both caged End other specialist help is
bought in from outside when required.

Having looked at the professional structures ofishends’ FSCs, believe that there is
one important point for consideration by each ehth

First, | believe that the IOM’s FSC should consitler case for having four
professional supervisors at Director level, aldiom would take part alongside the
policy and enforcement Directors in the Directom@&l’'s senior management
committee, rather than one as at present. Theré&hvib@eua Banking Director, an
Investment Director, an Insurance Director (if thve regulatory authorities are



merged) and a Companies, Trusts and Service Previieector (to implement the
proposed extension of the regulatory boundaryécstrvice provider areas). The
other FSCs, too, are likely to need an extra peosqrersons at this level to deal with
the licensing and regulation of fiduciaries and/ser providers.

Second, | believe that Jersey and Guernsey shouklder introducing a dedicated
enforcement unit with prosecution powers, headdiractor level, along the same
lines as the Isle of Man’s enforcement divisione Huvantages in having such a

unit seem to me immense:

First, the importance of the enforcement functian bardly be exaggerated. All
regulator bodies need to give priority to putting of business practitioners
who are likely to let their customers down thougthdnesty or incompetence.

. Second, enforcement and the collection of evidemeepecialist tasks which
require specialist skills, training and practice.

. Third, such tasks tend to arise at short notickcam be highly disruptive to
well-planned inspection programmes, both on anditéf They can also
arise in relation to non-regulated institutions.



. Finally, there is a danger that, in the absenae dddicated enforcement unit, no one inside
or outside the regulatory organisation will feedgensible for identifying, pursuing and prosecuting
unauthorised operations. This task will becomentioee important when the regulatory boundary is
extended to include service providers.

6.8 Resources

The ratios of regulatory staff to levels of busmasd numbers of institutions
monitored vary to some extent between the islahelsey FSC has 35 staff including
10 with professional qualifications. The correspogdigures for Guernsey are [36
and 121; and for the Isle of Man, (31 and 11}, agrieetween the FSC and the [PA.

The studies made by the specialist regulators @opthis project confirmed the
view of the regulator bodies themselves that theeerather too few qualified staff to
discharge the present tasks of regulation, espeaidihe areas of on-site inspections
and .... There seems to be a requirement for aboutextra staff

The Island authorities also accept that significamrhbers of extra staff will be
required to sustain the extension of the regulabayndary (see Chapter ...below) to
include investment business, corporate serviceiméss and trust business. Suitably
qualified staff for these new areas of regulatioth mot be easily found. The Jersey



authorities foresee the need [@5] extra professional staff for this purpose

The Island authorities all accept that they havalzsolute obligation to resource the
regulatory tasks adequately, even if licence fea® o rise. For an international
finance centre, adequately staffed regulationganty essential, not just desirable.
The authorities propose therefore to recruit thteaepesources needed as soon as
practicable.

Consistently with this, | believe it will be imgant to abolish the arbitrary “head-
count” limitation which still exists in one of thselands on the number of regulatory
staff that may be employed.

The Islands also vary in the extent to which thayenbrought in professional staff
from the UK and other jurisdictions. Guernsey havesuch staff, including the
Director General and the Directors. The Isle of Man, employs professional staff
brought in from outside, including the present padt FSC Director Generals. Jersey
has relied more heavily on home-grown talent.

In my opinion, the best strategy is to have a goodure of staff from overseas and
home-grown talent. The presence of a significamler of staff from overseas is
advantageous in terms of perceptions of the Islasdsell as for the extra dimensions



of experience they can bring.
6.9 Terms of reference

The terms of reference of the regulatory bodigbénislands mainly reflect the objectives set
out in the first section of this Chapter. In [dHE Islands they include, rightly, in my
opinion, an obligation to advise the Treasury ermlevant Parliamentary Committee
on the development of regulatory policy and legista

The main difference in the terms of reference, cameg with those of (say) the PSA
in London, is that they include objectives to fetithe economic interests of the
Islands [IOM not?] and, in the case of Jersey [CKE® promote the Island’s
finance industries.

In my opinion, it is reasonable to look to the rfegory authorities to have regard to
the economic interests of the Island, especiallgmine Islands are as dependent as
they are on their finance centres and have in jggatd ration the number of people
who establish businesses on the Island [througtra@asf borrowing orders and
housing or residence licenses better in Ch 2]

Promotion of the Islands’ finance industries, oa ¢tther hand, does not seem to me a
proper task for regulator bodies. The same peraanat readily “promote” the



Island’s facilities to potential customers or newars one day and then appear again
in the role of licensor or regulator on the follogiday. Dual roles of that kind
may injure a finance centre’s reputation.

In my opinion the industry promotion function is amubetter left to the Parliamentary
Committee or Ministry which oversees the finanadustry, and its supporting
officials, in co-operation with the industry itselihe Regulators can and should be
prepared to contribute to promotion material. Thleguld not, however, be
responsible for it.

6.10 Coverage of regulation

In all three Islands, the regulator bodies coverdhpervision of banking, investment
and securities and insurance business. They areesponsible for ensuring that
institutions throughout the financial sector haved)systems and practices for
countering money laundering.

For company registrations business, the Islandahgements vary. In Jersey, the
FSC is responsible for this. In Guernsey, the F@iparts the Law Officers in the
registration of companies. In the Isle of Man, pasate Companies Registry is
responsible for the Island’s large company redisting business.



In my opinion, the nature of the companies sectahe Islands, and in particular its heavy
concentration on investment and financial vehiakesuch that it makes good sense
for the FSCs to be responsible for company redgistralf the registration process is
kept formally separate, close co-ordination is eeed

All three Islands have plans to extend the regyatoundary to include investment
business generally (in addition to collective irnwesnt schemes), corporate services
(including company formations and provision of i@ and management services)
and trust companies (or trust service providerd)eMthis has been achieved,
regulation will extend to all categories of finaaicservices for international
customers.

For reasons discussed in later Chapters, 1 beletdhe Islands are right to have policies
to extend the regulatory boundary in this way, dedpe considerable resource
implications.

6.11 Customer protection against business failures

Customer protection schemes, designed to give goatection to depositors,
investors and policyholders if the banking, investinor insurance company



concerned should collapse, are another elemehtindverage of regulatory
authorities in many of the larger countries. Sutesnes are mostly funded by the
industry itself on a “pay as you go” basis.

The Isle of Man is the only one of the Islands fhrasently has such schemes in
place. Jersey and Guernsey have both considereducing them but have so far
decided against.

Customers of institutions located in the Islandsrast eligible for protection under
UK schemes either, even if the parent bodies arand#tutions.

The Isle of Man introdiced schemes on these linesder to restore confidence after
the Savings and Investment Bank collapse in 1982.depositor protection scheme
was activated after the BCCI collapse. The Islasdi'emes are similar to those in the
UK, where the maximum individual payouts are prégeas follows:

. Bank and building society depositors: £18,000 (%%he firstE20,000 of
loss)

. Qualifying investment schemes: £48,000 (100% effitst £30,00 plus 90%
of the next £20,000)



. Insurance claims: no maximum limit but paymennisstly limited to 90%,
with 100% payments reserved for specified compuylgmurance policies.

The FSA in the UK has published proposals to rafise the present schemes and to gear
them towards customers least able to sustain lose&sbly individuals and smaller
firms. The aim is to do this without removing timeentive to customers to choose
carefully the institutions with which they do busgs.

EU Directives will shortly oblige member statesritvoduce protection schemes with upper
limits of at least 20,000 ecu for investors as \asldepositors. The EU does not at
present have similar requirements on insurance.

For any financial centre committed to protectingsumers of financial services, the
guestion whether to have such schemes is onedldirio be considered. Gibraltar
is in the process of introducing depositor and steeprotection schemes, in
conformity with the EU Directives. In the Caribbeanch schemes exist but the
benefits are usually confined to local people whilmbg to the islands and make use
of local banks and insurance companies.

The arguments in favour of having such schemesnfernational as well as domestic



customers, are that they significantly enhanceotost protection, especially for
small customers, and have now become a standatades the European onshore
scene. Once established, they are not, of couxpensive for financial services
authorities to administer unless and until an ingtin does collapse. If that does
happen, the existence of the..schemes is likeheta great benefit.

The justification usually advanced for doing withsuch schemes is that many of the
customers of offshore centres are wealthy peoplebasinesses for whom the
maximum payment limits in such schemes would beslio the ocean. There will,
however, be many other, less wealthy, customersentheés is not so.

A further consideration is that the scheme needi®table to cover a major collapse
within a reasonable time-frame. The contingentiliiéds for Island institutions may
therefore be considerable.

The conclusion | would draw is that, for any finareentre, such schemes are good
practice. They may not yet be quite essential.tBeir adoption throughout the EU
countries strengthens the case for having theimeinsiands.

6.12 Customer disputes procedures



The problems which customers of finance centres maag are not limited to cases where
the institution or firm concerned has collapsede Problems are at least as likely,
and indeed more likely, to arise in relation taibgions or firms which remain in
business. In such cases, customer protection andertsation schemes along the
lines described in the previous section are notpafse, relevant.

The FSCs in all the Islands have procedures fodliancustomer complaints. In all cases,
they refer the complaint to the firm or institutioancerned. Sometimes there is
discussion as well. But the FSCs’ standard pracsio®t to intervene between
institutions and their customers. Their principahcern is to consider any wider
implications for the systems and practices of tistitution or firm concerned.

The Islands, like other offshore centres, do ngrasent have any “Ombudsman” systems
for considering customer complaints and resolviisgutes. [Prevalent though
among European onshore jurisdictions?]

Several customers of the Islands, both residennaneresident, wrote to me about
disputes they were having or had had with Islastitutions and firms. |
have no reason to suppose that such disputesthee miore or less common
in the Islands than in other finance centreshid invited the customers of
other centres to write to me, | would probably heaeeeived similar



responses.

As discussed in an earlier Chapter, | have notlsiolegudge the rights and wrongs
of individual cases. But | was struck by the amafrninhappiness
generated. Many of the aggrieved parties arguddhieg had no effective
means of redress. The local Financial Services Gegioms were seen as
being unwilling to help. The legal processes wensas too long and too
expensive, the likely outcomes as too uncertagledal aid available, to
residents or non-residents, in the Islands?] Sdmeyaorrespondents
seemed to have devoted large parts of their lwestrespondence with the
institutions and firms concerned, with legal adkgsavith the local Financial
Services Commissions and with the relevant Parlarg Committee or
Government Department. In some instances, thealsadnade great efforts
to generate publicity for their cases.

In my opinion, the Islands would be well advisec¢tmsider establishing an
independent Financial Services Ombudsman to hefgve such disputes,
even though other offshore centres do not as ywet Aaything comparable.

Potentially at least, there would be advantagesdarplaining customers,
institutions complained against an4 regulatorsealik



Aggrieved customers would be likely to welcome dpportunity to ask a
visibly impartial tribunal to examine their casasd to make or recommend
awards, without incurring massive legal fees. Eggbolution, even if the
complaint is not sustained, may save years of miser

For the institutions concerned, a framework foresjyeresolution of disputes
by an impatrtial tribunal should likewise be attreet

For the Financial Services Commissions, too, thaust be attractions in
being able to advise complainants to take theirgiamts to the Ombudsman
rather than simply declining to intervene. The appace of unwillingness to
help is an embarrassment for any organisation regponsibilities for
customer protection.

A further advantage that Ombudsmen have is thgt¢he take a broader view of what is
reasonable, less constrained by the letter ofalwethan the Courts are able to do.

The Guernsey FSC showed me some interesting prispbsy have worked up for a
Financial Services Ombudsman. Under these, the @sman would Chair a panel
of 12 people (many of them probably retired). Falividual cases, the Ombudsman



or his alternate would sit with two people of apgprate experience drawn from the
panel. Professional help would be commissioned fiteer=SC or private sector
experts as appropriate.

The authorities estimated that costs might beradddi 0,000 in the first year but less
thereafter. [Any proposals in the other Islands?]

This approach seems to me to have considerablé. fleere are a number of other critical
issues which would need to be considered in reldbdhe establishment of an
Ombudsman. The recent consultative paper by thes Biiancial Services
Authority, Consumer Complaintsdiscusses these.

For the Island finance centres, | would see a hurobgresumptions, as follows:

The Ombudsman scheme should applgltdinancial institutions and service
providers and should be industry-wide, not voluntar

Customers eligible to complain to the Ombudsmenhioe private
individuals, unincorporated bodies, partnershig$ small companies,
resident or non-resident, who are or have beermress of the firm or
institution complained against.



There should preferably be no inflexible publishedt on the maximum
amounts involved in cases which the Ombudsmen roagider.

Customer complaints should be made direct to thé@ismen. The
Ombudsmen themselves, not the FSCs, should filtecases which should
not have been referred to them. They should haweoto exclude complex
cases requiring judicial processes and frivolougexatious cases.

. For cases not sifted out, the Ombudsmen’s fieggesshould be
conciliation. In the UK, around 80 per cent of caaee resolved at this stage.
The next stage should be an informal or recommeadead. In the UK, 15
per cent of cases are resolved at this stage.

For cases not so resolved, there is an issue whbtE®©mbudsmen
themselves should then make binding awards (arat@nthem as required)
or whether it should be for the Courts at thatstagdetermine whether the
recommended awards are fair and reasonable, arndfdoce them if so.

The Ombudsmen should be accountable to the Isladdfents, and should
submit published annual reports to them.



The Ombudsmen should be obliged to consult thenEinhServices
Commissions about standards of business behavide éxpected in
regulated bodies and to feed back case-informatidine Regulators so that
the Regulators may draw any necessary conclusammnedulatory systems

generally.
BOX 6.1
FINANCIAL REGULATION AND COMPANY REGISTRATION [N THE
ISLANDS
Jersey Guernsey Isle of
Man
Regulatory Staff August 1998
(full-time equivalents)
Director General*
Banking 6 4 3.5
Investment business:
(@) CIFs Il 8.5 2.5

(b) Other ?4 3 2



Insurance 3/4 ?7 4
Trust and Company service providers :

Company registration & supervision** ?8 9 9
Enforcement 1 3
Central policy & operations ? 3 8.5
Support staff** 7 7 8
TOTAL 42 315 32.5

Licence and registration fee
income, 1997, £ million

Expenditure, 1997, £ million
Fee income as % of expenditure

NOTES

The Director of the IoM’s IPA is scored in the Ingnce row.
| suggest we enter here company registries staffelsas staff in the
FSCs who work on companies.
*kk | suggest we include under support si@id exclude elsewhere in the table)
staff responsible for accounts, technical servisestetaries, clerical & reception



staff. We should then show in all the individuattee tables, on banking, investment
business and insurance, staff numlexdudingsupport staff.

The main obstacle, perhaps, to establishment @rahudsman system is cost. But
the cost is likely to be small in relation to thenkefits. Costs might be reduced,
moreover, if the three Islands, or Jersey and Gagrat least, were to establish a
joint Ombudsman.

6.13 Finance centre staff training

[Mention Guernsey scheme. Do J & oM have simitdresnes?]

CHAPTER 7: REGULATION OF BANKS

CHAPTER 8: REGULATION OF INVESTMENT AND SECURITIES Business

CHAPTER 9: REGULATION OF INSURANCE



BANKS
7.1 Introduction

This Chapter draws on a review of banking regutaiiothe Islands commissioned
by the Home Office at my request from Mr Munro Sutand. | am most
grateful to Mr Sutherland.

7.2 Scale of business

Jersey and Guernsey are international bankinge®fitst and foremost. At the
[end of 1997], their banks had total deposits &.5illion andE53.5
billion, respectively. The Isle of Man has bank dgs of £19.3 million and
a more even distribution between banking, investraad insurance
business.

As indicated in the Box 7.1 table, all three Islaiéve between 60 and 70 licensed
banks. But the average size of business, as meklsytetal assets or
liabilities, varies. Jersey’s pursuit of largerdedausiness is reflected in
average liabilities of £1.2 billion per bank. Gusgg banks have an average
of £700 million and Isle of Man banks £280 million.



Jersey banks employ 4,700 staff (?about half af fatance centre staff). Guernsey
banks employ some 3,100 staff (rather over halbta finance centre staff).
The Isle of Man banks employ 1,800 staff (?abowtthird of finance centre

staff).
4

With limited exceptions, the banks in the Islandslacally registered companies
subject to the normal 20 per cent rate of tax opa@te incomes.

7.3 Type of business

In all the Islands, the main types of banking bessare:

¢ deposit-takingespecially from expatriates, mostly on-lent to patenks outside
the Islands, and

e private bankingor wealthy individuals, often associated with assanagement,
custody and Trust business.

Parent banks in the UK and elsewhere introduce mbighis business. Some banks
undertake substantial company business as well.



In Jersey and (to a lesser extent) the Isle of Mame of the banks have banking
subsidiaries outside the Island. The Guernsey blaaks no such subsidiaries.

7.4 Distribution of business

As the Box 7. 1 table indicates, the Islands’ baglbusinesses are no longer predominantly
with the UK. In Jersey, Guernsey and the Isle ohMaK residents account for
some [17], 15 and 25 percent of deposits, respaygtiv

The proportions of funds invested in or through tHK are significantly greater, af 41
and 53 per cent respectively. There is consequarglybstantial net inflow of funds
through the Islands into the UK.

In Jersey and Guernsey, bank deposits are predottyimaforeign currencies.
Sterling deposits are. 41and 34 per cent, respygtiof the whole. The Isle
of Man remains more sterling-centred, with 70 partof total deposits in
sterling.

7.5 Regulatory policy and legislation

The authorities in each Island have a policy tonwte international banking
sectors of high quality regulated to internatiostandards.



To that end, there is a firm objective in all caemeet the Basle Committee’s
Core Principles for banking supervision. The liegegsand regulation of
banks in all the Islands are based on Basle Comenittinciples and, with
certain variations, UK practices.

Each of the Islands has up to date banking lawtspttoeide the necessary legal

framework: the Banking Business (Jersey) Law, 1881amended, the Banking

Supervision (Guernsey) Law 1994, as amended, atietitsle of Man a new
Banking

Act 1998. The Island Chapters give the detalils.

7.6 Licensing

In all the Islands, the authorities carefully cohthe licensing of new banks. This
is in my opinion, a source of strength.

Taking the Islands in turn,
The Jersey authorities have a policy to admit dalyks from the world’s top 500

banks in terms of capital. Within this, they haseght to attract some of the
largest US, Canadian and European bankg#as the top ten UK bankEhe



Guernsey authorities pursue a similar policy obrayis vetting, with rather less
emphasis on size.

The Isle of Man authorities [have a policy to asdesnks’ quality rather than
size through stringentit and proper” testing].

7.7 “Host supervision

In all the Islands, the authorities are mostly thasipervisors rather than “home” This, too,
is a source of strength. As implied above, moshefbanks are subsidiaries or
branches of major banks overseas. The authoritiesde them only with the
agreement of their home supervisors and on the lizet the latter will exercise
consolidated supervision in accordance with theridtionally accepted
conventions.

Once again, the position varies somewhat betweeistands:
» The Jersey authorities are prepared to allow yeegpstered banks to act as

regional “hubs” and oversee subsidiaries or brasefgewhere. In these cases,
the authorities have to exercise more than hositepgupervision.



The Guernsey authorities have not allowed thigifT$upervisory duties are
therefore strictly limited to “host” country duties

The Isle of Man authorities have a general polioyto license operations

requiring more than “host” country supervision. Bugy do still retain some
such responsibilities.

7.8 Other points on licensing

Some other differences, compared with UK practarecensing, are:

Economic benefit criteriorThe Jersey and Guernsey legislation obliges the

authorities to consider the economic benefit tesdgrand Guernsey. This seems
to me acceptable provided that the regulator alvpays prudential requirements
first whenever there is any conflict. The legislatought preferably to make this

priority explicit. The Isle of Man legislation, kkthe UK legislation, has the
merit of not including an economic benefit criterio

Minimum criteria’ for licensingThe laws in Jersey do not set out any minimum
registration criteria. Some criteria could usefuds/included when the legislation
is next updated. In practical terms, however, tméssion is not important.



“Managed” banks.In all the Islands the authorities are willing iwehse
“managed” banks. Such banks have no separate phgsesence on the Islands
but are managed by Island banks. This enablesathie dbncerned to benefit
from some of the advantages of a presence in keds and to gauge whether a
full presence would be useful. In such cases thigoaities impose two additional
licensing requirements: approval of the local manamd the management
agreement. Confirmation as to local books and decare also required from the
bank’s auditors. Otherwise, supervision is the sasf®r other banks. For
subsidiaries, the authorities insist on meeting@sponsible Director from the
parent bank once a year. [Is this correct for G&I?]

Licence conditions and categorid$e authorities in all the Islands have
discretion to attach conditions to the issue @res. The authorities in Jersey
and the Isle of Man use these conditions (andyerigle of Man, different licence
categories) publicly to restrict the scope of indiial banks’ businesses. The
Guernsey authorities follow UK practice in treatswgh restrictions as a private
prudential matter. The Isle of Man has a widerrmgén of banks.

¢ Annual licence renewalhe Jersey and Isle of Man authorities require ahiitense renewals
but are considering whether to discontinue thisiiregqnent.

7.9 On-going supervision policy



The Island authorities have followed tinaditional UK approacho on-going supervision,
based on off-site analysis of monthly and quartprlydential and statistical returns
(now beginning to be electronically reported insg@¢grand Guernsey) and prudential
meetings, mostly annual, with the banks’ senior age@ments.

In all the Islands, the FSCs have established diokg with the banksauditors,both
internal and external. This seems to me anothesiderable source of strength.

Auditing of banks is a specialist task. The intémalitors in the Islands mostly come from
parent banks. External auditors are subject toayabby the FSCs [is this true in
all the Islands?]. They have an obligation to waisiow to the FSCs and serve(in
practice as reporting accounts for them. For thetrmpart, the FSCs undertake on-
site inspections themselves, with their own stadit; they also commission reports
from reporting accountants from time to time.

As in other jurisdictions, the FSCs look at tetated businessed individual banks, such
as asset management, custody, Trust and compaimgbsisso as to assess what
implications there may be for the bank’s overallipon. For many of these related
activities, there has in the past been no conduatisiness regulation. As explained
in Chapters 12 and 13, however, the Island autbsiitave proposals to extend the
regulatory boundary into these areas.



7.10 Particular issues on supervision
Some particular issues on supervision which Mr &lgind has identified are:

On-site inspectionsSuch inspections form a key component in the Basiamittee’s
Core Principles. In all the Islands, the FSCs haa€e a start on ihem. But they do
not yet have a full programme in place. There i®n@oing programme for on-site
assessment of banks’ management quality, inteordtas and procedures. The
FSCs do not at present have the staff to implesgett a programme. They all
recognise, however, that they will need to tackls area promptly, with help as
necessary from reporting accountants, if full caame with the Basle Committee
principles is to be achieved.

e Risk assessment profiles and capital adequaapervision needs to be more
closely based on risk assessments for individuakfaRisk profiles arc not yet
well developed. In all the Islands, the minimumitdpequirement for
subsidiaries is 10 per cent, compared with thedB@simmittee’s minimum
requirement of 8 per cent, and actual capital keae¢ well in excess of this Only
in Guernsey, however, is there any risk-based diffigation in capital
requirements. In all the Islands, as elsewheremdranks are held responsible
for the capital backing of branches.



Risk concentrationsn all the Islands (apart from a small anomaly ue@Gsey),
banks have to obtain the FSC’s permission befddiadaon individual risk
exposures above 25 per cent of capital (other shant-term exposures to parent
or other banks). Aggregate large exposures argéelthto 800 per cent of capital.
The main such exposures are to parent banks.

Parent bank exposureExposures to parent banks are, not surprisingly, a
particular area of difficulty in centres, such las tslands, where subsidiaries
tend to act as deposit-gatherers for parent bahtke parent bank goes bust,
customers who have deposited money with the swsgdimay be vulnerable.
Except in the Isle of Man, they will not even hagceess to a depositor
protection scheme. Mr Sutherland has suggestedhéis may be scope for
limiting these risks through collateralisation, sus asset sale and repurchase
arrangements.

These risks need of course to be kept in perspedipart from the absence in
Jersey and Guernsey of depositor protection schetreesisks to depositors will
not normally be greater than the risks to thosesdiépg money with the parent
banks.



¢ Liquidity requirementgHost supervisors are responsible for monitoringlloc
liquidity, both for subsidiaries and for branchBgghtly, therefore, the FSCs in
all the Islands obtain full maturity analyses adets and liabilities for each bank.

In Guernsey and the Isle of Man, the authoritiesitoo liquidity on the
standard UK basis, with measurement of mismatch detned periods. In
Jersey the monitoring is less structured.

The Guernsey authorities apply standard guidelmeslimits, including a
maximum 20 per cent guideline for the cumulativgaiee mismatch to one
month before allowing for marketable assets. Theeyeand Isle of Man
authorities are less prescriptive. Mr Sutherlarsl swgggested that they would do

well to adopt a more proactive approach.

7.11 Lessons from recent cases

The Island authorities have had in recent yeadetd with a few difficult cases. The case
histories may offer useful lessons for the fut@pkapter 15 considers some possible
lessons for criminal prosecutions. This sectionsaders some possible lessons for
the development of licensing and regulation inlgh@nds.

(@) Bank Cantrade in Jersey



Chapter 15 of the Jersey Chapter describes thatrease involving Bank Cantrade, a
UBS subsidiary, a foreign currency trader and beoantant.

WhistleblowingThe FSCs on the Islands, like the SiBG@he US, might do well to set
up a confidential reporting line for regulatory &ckes and crimes. A member of
Bank Cantrade’staff hassaid in a recent article that he expressed cortoeire
bank’s management’s on several occasions abou¢msdltiat later become the
subject of the recent case. But the managementoeaiction, and his career
visibly suffered. If this is true (and | have n@sen to think otherwise) it is
clearly a cause for concern.

(b) Barings and O'Sullivan in Guernsey

WhenBarings BanKailed in 1995, the bank’s Guernsey subsidiary leatl

deposits well in excess of its capital base tgodrent bank and was therefore
technically insolvent. As explained in the Islanka@ter, the Guernsey FSC did all
it could to prevent the bank from going into ligaitn so that a buyer might be
found and the depositors might be protected. mttiee FSC was successful. It had,
however, to take a calculated risk in not immedyadeclaring the Guernsey
subsidiary insolvent even though there was no ekxgr legal basis for allowing it



to continue in business.

Mr Sutherland and Mr Sears have suggested th&tieensey authorities should
consider introducing some form of rescue, moratorar administration

procedures, as in the UK, to help in dealing witblssituations. The Jersey and Isle
of Man authorities appear to have a similar need.

In theO'Sullivancase, also referred to in the Island Chapter, theriey
authorities prosecuted the managing director otallinstitution who fraudulently
induced investors to invest monies on deposit bliahestly concealing the
withdrawal of his institution’s licence to take aeits. The person concerned was
convicted and received a one-year suspended m&uence and a £28,000 fine.
Many depositors, however, lost all or most of tmeaney.

In my opinion, this case underlines the importapickeaving pro-active and well
resourced enforcement units, with effective povegrigvestigation, in all the
Islands’ FSCs. As discussed in Chapter 6, onlydleeof Man has such a unit at
present. Units on these lines are needed bothlimegbe “perimeter” of unlicensed
business (before customers suffer) and also teiusdg@rocedures to take the profits
out of crime. Chapter 14 picks up this theme.



(c) BCCIin the Isle of Man

BCCI had a branch in the Isle of Man. This was mebup in 1991 along with
BCCI's other operations. The two-thirds of custosneho applied for
compensation under the Island’s Depositors’ Comguems scheme (see Chapters 2
and 6) have received up to £15,000 each. Paymadty the scheme are financed
at the time by levies on other local banks suligetn upper limit in any one year.
The BCCI payouts have required over three yearsthwaf levies, though

significant refunds are now being made as paymaetseceived from the
liquidator.

The BCCI saga clearly underlines the importancaitél vetting for licences. In
common with the regulatory authorities in many ott@untries, the Isle of Man’s
FSC clearly failed to identify the risks in licengiBCCI..

The trader solicited funds from investors for fgrecurrency trading, initially in
1988; placed them with Bank Cantrade in Jersey;enfi@aigtign currency
transactions from which both he and the bank easigrdficant
commissions; and lost about $11 million; but miskedestors by falsifying
the accounts to indicate profits of some $15 nillio



A. partner from Touche Ross in England certifiegl fldse accounts. A
representative of the bank, too, made false stattnaes to the trading
performance.

The Jersey Finance and Economics Committee recaieedtomer complaint in 1993. The
Jersey police investigated the complaint. The Cdtesdecided not to make its
own investigation but commissioned a report frono@s and Lybrand, the bank’s
auditors. The Jersey authorities brought prosegsiio 1995 against the bank, two
bank staff; the dealer and the accountant.

At the trial in 1998,

the bank pleaded guilty to recklessly making falsgements and was fined £3
million;

charges against the two individual bank staff wimpped
the trader was found guilty and sentenced toyéars in prison; and

the accountant was found guilty and sentencegytears in prison.



With regard to regulatory aspects of the case (@&hdb discusses the criminal aspects),
the case seems to me to confirm how right the yexsthorities have been to
develop their regulatory structures, policies aratfices in the way they have in the
past year or two. Three key developments in thigeotion are:

Establishment of an independent F&@.independent Financial Services
Commission, if it had existed at the time, woulddéndeen more likely to launch
straight away, in 1993, a full investigation of tiegulatory implications of the
case. In my opinion, the F&E Committee’s decisiohto launch such an
investigation in 1993 was understandable in viewhefpolice investigation, the
commissioning of the auditor’s report and the rilnce of banking supervisors,
even as recently as 1993, to address conduct ofdassas against prudential
issues. With the wisdom of hindsight, however, aud arguably have been better
to mount a full investigation of the regulatory ilcptions straight away and act
on them sooner.

In vestment business Lawith implementation of the new Investment Business
Law, the trader’s activities and the foreign cuogmvestment fund would now
be subject to regulation. i, indeed, most unlikely that the trader concernear (?
a fund which offered investors the assurance df hegqurns on a manifestly
speculative investment) would have been licensdleariirst place. As it was,



such activities and such a fund were at no timgestibo regulation. It is
surprising, even so, that they slipped throughniéte For the Jersey authorities
have made a point of rigorous vetting of new finahlousinesses through powers
available under the Control of Borrowing Order dinel housing permits
legislation.

On-site inspectiondVith the development of on-site inspections and
management quality assessments on the lines destesslier in this Chapter, the
regulators would now be better placed to pick ujcancies of management and
competence of the kind that seem to have occunsde the bank. As it was, the
regulators were not well placed to discover thatsof the bank staff concerned
were acting (as it appears) well outside their cetepce and without any
adequate supervision.

Some further reflections prompted by this case are:

Reliance on a size criterio®ensible and re-assuring as a licensing policydase
on admitting only the world’s top 500 banks by ¢alpsize may be, it cannot be
assumed that there will be no regulatory problentis subsidiaries of such banks
especially where c9nduct of business is conceffileel Island authorities are
keenly aware of this point.



 Island Rules of Business Condudtere is a case for developing Island Rules of
Business Conduct for bankers and those involveéahviestment and insurance
business.

In the Cantrade case, it appears that the finaaoiahgements between the trader
and the bank were such as to give both parties@mtive to multiply or “churn”
transactions, without regard to the interests wégtors. Regulatory authorities, not
just in the Islands, have traditionally seen sumdntiuct of business” issues as
being not for them but for bankers and other pte®l associations to develop
for themselves through voluntary Codes of CondTicey have traditionally

limited themselves to “prudential” supervision, idegd to ensure that risks are
well managed at an aggregate level and the danfersolvency are consequently
minimised.

In the UK, there are conduct of business regulatishich (among other things)
prohibit “churning” The Jersey and Guernsey auttexiwill do well, in my opinion,
to develop similar Rules or enforceable Codes, ohguon UK and Isle of Man
models, supplemented as necessary by voluntarysCpidee authorities in both
Islands have this in hand]. They might also consigeeloping such Rules jointly.



(d)

7.12

As noted in the Island Chapter, the Depositors’ @ensation Scheme has enabled
the Isle of Man authorities to respond responsaolg sympathetically to the
interests of depositors. Without the scheme, sudsponse would not have been
possible except at heavy cost to the public puasd@ppened in the Savings and
Investment Bank failure of 1982).

At a practical level, the case has shown thatémeinting such schemes is a heavy
task. It has also highlighted the problem thatldrger bank should become
insolvent many years of levies could be needethmte the compensation.

Conduct of business cases
Aggrieved customers wrote to me about other camedving banks andl or
investment funds in the Islands. In all casesgctisomers were dismayed that the
Islands’ FSCs, while becoming involved, had dediteintervene. As discussed in
Chapter 6, 1 believe that a Financial Services Qisiman might well have been
able to promote solutions in many of these cases.

Resources

As discussed earlier in the Chapter, the FSCH thallslands seem somewhat



understaffed for the tasks of banking supervisidre introduction of on-site
inspections, as called for in the Basle Committeei® principles, will reinforce the
case for extra resources.

The scale of the requirement is more debatable eSondicators of comparative pressure are
included at the end of the Box 7.1 table.

Based on these and other indications, it lookseamif the Jersey and Isle of Man banking

supervisor teams may each need an, extra two giofes staff and the Guernsey
team an extra one.

In the meantime, the Islands’ banking supervisalisneed to rely more heavily than now on the uke o
reporting accountants.

8 Investment and Securities Business

8.1 Introduction

This Chapter draws heavily on a review of the ragoh of investment and
securities business in the Islands commissionatidyiome Office at my request



from Mr Guy Sears. | am most grateful to Mr Sears.
8.2 Types of business

In all the Islands, the investment business camsistinly of the management,
administration and custody of collective investmsetiemes. These schemes
include:

. “recognised” open-ended investment schenmeduding unit
trusts, which the Island industries are permittedaoise of their “designated
territory” status to market to the general puhtithe UK and in practice in
certain other countries as well;

“non-recognised” open-ended investment schemesigned for institutions and
professional investors but not permitted to be mttk to the general public;
and

e closed-ended investment schenmesduding investment trusts, where
the total amount invested is limited by share issareother means.

The Treasury in London has granteésignated territory” status to all three Islands. This



enables the Islands’. industries to market theictgnised” open-ended investment
schemes to the general public in the UK. Beforatyng this status, the Treasury
has to satisfy itself that the jurisdiction in ques has a standard of regulation for
the schemes concerned equivalent to that of the UK.

The grant of designated territory status has helpedslands’ industries to market their
schemes more widely as well. The Jersey indusingxXample, can market Jersey
schemes to the general public in Japan, IrelandgHkong, Australia, the
Netherlands and Switzerland.

The Jersey authorities, in turn, have allowed forahagers from the UK, the US, Germany,
France, Switzerland, Sweden, Australia and othentres to launch Jersey-based
funds.

In addition to the collective investment schemstetl above, the Jersey industry has made a
specialityof debt-issueandsecuritisationprogrammes as well.

Apart from collective investment schemes and dehies, the main investment businesses
are:

investment managermsn a discretionary or non-discretionary basis,



investment advisersind
stockbrokers

8.3 Scale and Distribution of business

The accompanying Box 8. 1 gives some indicatiothefscale of these businesses.
The figures are collected on different bases imésland and should therefore be
interpreted with caution.

For collective investment schemes, the Jersey atidsestimate that the total
amounts invested may be around £35 billion in adolt00 schemes (an average
scheme size of £32 million). The Guernsey authexié@istimate total amounts invested
of around one-half of the Jersey figure and the ¢§IMan around [one-third].

To judge by the Guernsey figures, “non-recognisgaEn-ended schemes have been
the main growth area. Such schemes now accouabfmrt half the total for all
schemes. “Recognised” open-ended schemes accaowniljo20 per cent. Closed-
ended schemes account for the remaining 30 per cent

The Guernsey authorities estimate that only ardunger cent of the funds invested come
from the UK.



8.4 Tax status

[For the most part, collective investment schentexanstituted in the Islands as tax
exempt companies (see Chapter 10).] [Is there @agppoint about no tax being
payable where the income is distributed to nondezgis?]

8.5 Licensing and Regulatory policy
As in the UK, the authorities in all three Islamisv have a policy to ensure that the
regulation of investment business reaches the kighternational standards. All are

associate members of IOSCO and play a full patsiactivities.

The nature of the licensing and regulatory regiaresbroadly along UK lines, though
with some differences.

The authorities also continue to use their powedeulong-established Control of
Borrowing Orders to control what investment bussessmay be established on the
Islands. Significant numbers of applications afaged.

8.6 Legislation and Codes of Conduct



All the Islands now have legislation and supporttagles in place to license and regulate
investment business along broadly UK lines. Sorfferéinces from UK legislation
and systems are discussed below

The Jersey and Guernsey authorities initially lsmxhand regulated only collective
investment schemes Licensing and regulation oktseeemes on UK lines were
needed to give the Island industries access tbJkhearket as explained above.
Guernsey introduced a Protection of Investors Ladd87 Jersey followed in 1988
with a Collective Investment Funds Law.

In both Islands, however, the authorities have (tbvg year) brought forward
legislation to extend licensing and regulationdonis of investment business other
than collective investment schemes. In Jerseyhdmstaken the form of a new
Investment Business Law. The Guernsey authorigee kextended and updated their
earlier Protection of Investors Law.

The Isle of Man introduced a comprehensive InvestrBeisiness Act in 1991, based
on theUK'’s Financial Services Act 1986, for the licensing aggulation of all
investment business.

In Guernsey and the Isle of Man, the Codes havstttas of rules and the FSCs have
power to enforce them. In Jersey, the Codes wilbeosimilarly enforceable but



will be usable in Court as evidence of best practic

In the opinion of Mr Sears and myself, the Guerraay Isle of Man approach in
this respect is preferable. We hope, thereforé ttfieaJersey authorities will adopt a
similar approach. This could be achieved by gitmgr Codes the status of Rules
as well as making use as necessary of licence toomsli

8.7 Licensing of schemes and scheme providers
With regard to collective investment schemes, #sfenld authorities selectively license and
regulate thenstitutions providing such schemes. The licence criteria ineltiek
usual “fit and proper” elements of integrity, cortgrece, solvency, financial
backing and track record.

The Island authorities also issue permitsifiolividual schemes:
For“recognised’schemes, the requirement is universal. These schkeavwe
to meet UK-style requirements in terms of marketmgnagement and
permitted investments.

Forother schemeshe licensing and regulatory details vary betwéen t



Islands. In all cases, however, the requirememrt$emis prescriptive and
lighter for “non-recognised” schemes, closed-enstdtemes and debt issues
than for “recognised” schemes.

It seems entirely reasonable to differentiate ig Way between schemes sold to the
general public and vehicles for use only by pratesss.

The Jersey law departs from practice in the UK thiedbther Islands in explicitly not
applying at all to investment products (which woatterwise be schemes) offered
to an identifiable class of informed persons nateexiing 50 in number over the full
life of the scheme. In my opinion, this goes too [ this total exemption really
appropriate? Might it not mean that the foreignhexge fund in the Cantrade case
would not have been subject to a pefmit

8.8 Licensing of other activities and providers
With two main exceptions noted below, the Islantharities now have
comprehensive regimes similar to the UK'’s for lisieig and regulation of other

investment activities:

dealing,



arranging deals,
management of funds (discretionary and non-diggraty), and
investment advice.

In one respect, indeed, their coverage goes wider the UK’s. Institutions
conducting such activitiga or fromthe Islands are subject to licensing and
regulation.

The main exceptions are:

. In Jersey, the licensing and regulation requirdsdn not extend to
arranging dealsVarious categories of intermediary are consequently
excluded. The argument has been that intermediaffi¢lse Island are
responsible for most arrangement of deals. Bubitld seem better not to
assume that this will always be so.

In Guernseylong-term insurance producgse not counted as investments and are
not, therefore, subject to conduct of business|atigum.

. In the Isle of Man, similarlylong-term insurance productsare not subject
to conduct of investment business regulation ifl o/ the insurance



company’s own staff. The same produats, however, subject to this
regulation if sold by independent financial advését seems clear that such
products should be subject to conduct of businegslation regardless of
who sells them.

The authorities in each of the Islands would pgdgrin my opinion take a
convenient opportunity to make good these lacunas.

The Isle of Man authorities also follow the UK piae inexemptingrom the

licensing requirement lawyers and accountants whosfessional institutions have
authorised them to carry out such business. In piyi@n, this is defensible. But there
is a strong case for requirirad) providers of such services to register, as is pego
for company and Trust services providers.

8.9 Client accounts and custodial services

The Island authorities generally follow best preetin the segregation of client assets and
accounts Mr Sears has, however, noted two area\line position is formally not
as clear as it might be.

. In Guernsey, the law does not explicitly decldua tlient account assets
held by a firm in the name of a client are heldiast and cannot therefore



be treated as available assets in the event difrthis insolvency. This
omission would preferably be rectified as soonrastable.

* In Jersey, the Investment Business Law does siatulistody as a
regulated activity. The authorities intend, howevercover this point in the
forthcoming Fiduciary and Administration BusinessiL

8.10 On-going supervision
All the Island FSCs have good programmes for om@supervision, including regular
returns of information to the FSC and on-site ic$pas. There are however some

gaps in powers and some anxieties, especiallyendle of Man, over resources. In

Jersey and Guernsey, the regimes for investmemedsssother than collective
investment schemes are in their infancy.

(@) On-site visits

In all the Islands, Mr Sears found good programfoesegular on-site inspections of
collective investment schemes.

Effective supervision of investment business aother than the schemes will require



relatively frequent on-site inspections, especiellthe early years. The Jersey and
Guernsey authorities’ in particular, need to hdore ih mind as they implement this
extension of the regulatory boundary.

With regard to existing programmes some points wvhiose were:

Apart from “recognised” schemes, which are inspetenually, full-scale inspections
have been less frequent than the authorities wwidd. Some firms are
visited only once every three years. The autharitigve tried to mitigate the
problem by short focused visits concentrated dnarsareas.

. In Jersey, the inspectors make a point of visifimgor staff as well as
managers since these staff, too, are a sourcskof ri

In all the Islands, but especially Jersey and Gaernout-sourcing of back-
office tasks is increasingly common as pressurasntien the Islands’
scarce resources. This is a problem for supervidiba solution may lie in

cooperation with regulators or suitably qualifiadidors in the jurisdictions
where the back-office work is done.

(b) Whistle-blowing by auditors



In [all] the Islands, the auditors are (or will bejjuired to “whistle-blow” to the
FSCs and cannot be sued for breach of confidence.

(c) Powers to investigate

The legislation gives the Island authorities widevprs to investigate licensed or
previously licensed firms:

. In the Isle of Man these powers are very simibathbse in the UK

In Jersey normal inspection powers can only beotsed after notice and there are no
right of entry powers. But where unauthorised bessor misleading statements are
suspected, the Bailiff may authorise a requirenf@nimmediate compliance,
including entry and search warrants.

In Guernsey, the powers are similar except thaetieeno power to search
and seize and no offence of failing to answer. €hpsints could be

remedied when the law is amended to reflect the ESidunders judgement
on self-incrimination.

(d) Powers to enforce



The Isle of Man has the most complete set of eefoent powers, matching those in

the UK. These include powers to:

. revoke licences
. give directions or impose conditions
. name and shame licensed persons who have commiitewbnduct debar

individuals from holding particular posts or stakes
seek injunctions against misleading statements

seek injunctions and restitution for breach of ¢tods, regulations or
regulatory codes

seek injunctions and restitution for unauthorisadibess

. vest the investors’ assets in a trustee



wind up or bankrupt persons in the public interest

The Jersey authorities’ powers, though similar, doinclude powers to

apply for restitution for investors who previously sufferemsd, or seek

injunctions and restitution for breach of regulgtoodes.

The Guernsey authorities’ powers are formulatedesanat differently but have the
same effect except that they do not include thegpsto:

. name and shame,
seek injunctions against misleading statements, or

. ban individuals.

In my opinion the authorities in both Islands wobklwell-advised to take an early
opportunity to add these powers to their othenhighly effective arsenals.



(e) Policing the perimeter

For the Isle of Man’s FSC, preventing and combatirey“perimeter” of unauthorised
business is a core function. The FSC’s Enforcerdaittacts, in Mr Sears’s phrase,
as a kind of “Civil Fraud Office” for the Islandiaternational Finance Centre.

The Jersey and Guernsey FSCs have not in thequasteld on policing the perimeter
in the same way. As discussed in Chapter 6, howéwey would in my opinion be
well-advised to make this part of their core fuastand to establish enforcement
units accordingly.

8.11 International co-operation

Despite occasional misunderstandings, the IsladR8€s generally have a good
reputation for co-operating with regulatory autties overseas.

TheGuernseyegulators have made a special point of good coabipe and have
least impediments in doing so. Although the Pradecdf Investors Law does not
include mutual assistance provisions, FSC stafabte to share information in the
pursuit of regulatory offences and breaches wighgeneral requirement of



confidentiality of information from which individisor bodies can be identified.
Confidential information of this kind can be passe@ny overseas regulator:

in the public interest,
in the interests of detection or prevention ofnej and
. in compliance with a direction by the Royal Court.

There is no specific requirement for approval beiaformation can be passed nor
any special protection for customers.

Thelsle of Man’sFSC, too, has made a special point of good co-tipardoth
proactive and reactive. The powers are similahtsé¢ in the UK. The Island’s
Banking and Protection of Investors Acts both emgrolRSC staff to share
information provided that this is in the publicangst and the information will be of
value to the recipient.

The main difference, compared with the UK, is tiat Chief Ministefs approval is
required for giving of information relating to tlaéfairs of a customer. | am not aware
that this requirement has caused problems in geadiut it seems unnecessary as
well as a potential source of delay. In my opinitherefore, it would better be
dropped.



The Jersewuthorities have adopted a cautious approachéoniational co-operation

in the regulatory field as well as in criminal nemt. The FSC will have mutual
assistance powers under the new Investment Budiaegs$o make inspections and
investigations so as to assist overseas regul&atshe new provisions do not allow
FSC staff to pass to overseas regulators informaétating to the identity of
customers or others who have done business wébistered person (even customers
who are themselves regulated by an overseas ahdiiere is, moreover, no
provision for overriding this prohibition. [Am Ight in thinking that these powers,
and the associated prohibition, relate not jushvestment business but to all FSC
information?]

| hope that the Jersey authorities will be willtogrepeal this prohibition.

The legislation in all the Islands couples a gelnermunity for FSC staff with a
provision borrowed from earlier UK legislation, n@mended, making breach of the
statutory confidentiality provisions a strict lifityi criminal offence. This seems
excessive. It sends the wrong signal about intemnait co-operation both to staff and
to the rest of the world. It would better be amehdes in the UK, to provide for a
defence of due diligence.

8.12 Insider trading



Insider trading is an area where overseas regslaften need co-operation. Although
the FSCs are not prosecuting authorities for ingigaling offences, they can appoint
investigators or (in Guernsey) obtain disclosurders from HM Procureur.

The Jersey authorities are preparing a new Ingdating Law. A key requirement
will be to draw the definition of securities vialat and fraud as widely as possible so
as to ensure that co-operation can be given. Im batsey and Guernsey, offences
under the Law should preferably include, as inUlkeand the Isle of Man, creating
false markets in securities

8.13 Channel Island Stock Exchange

The Guernsey FSC has announced plans for the introd  uction
later this year of aChannel Islands Stock Exchange (CISE)
based in St Peter Port, Guernsey. The Cayman author ities
introduced such an Exchange earlier this year. [Ber  muda ?]
The Dublin Special Trading Zone and Luxembourg like  wise



have Exchanges This will, however, be the first Exc  hange in
the Crown Dependencies.

The Guernsey authorities see the Exchange as bgmrgionomic and one-stop-shop
benefits to the Channel Islands, primarily thropgbvision of:

. trading and listing facilities for collective insnent funds and debt
instruments;
. primary and secondary listings of securities dmtes issued by Channel

Islands companies; and
secondary listings of securities and shares isbyexverseas companies.

As explained in the Island Chapter, the CISE hasldermed as a company limited
both by guarantee and by shares. Management amloaiil be vested in an elected
Board.

The new Exchange looks to have the potential teeas®e the attractions of the Islands
as a centre for new investment business as wgkmasrating some fee income which
would otherwise have gone abroad. Some factots ilavour will be:



. For collective investment funds, a Stock Exchaisimg is a powerful
marketing tool. Fiduciary investors, for examples eommonly limited to
quoted shares. Many of the Islands’ existing fuadslisted accordingly on
the London Stock Exchange or other Exchanges.

. Both for collective investment funds and for othrestruments, Stock
Exchange listings offer the prospect of liquiditlivantages and the
reassurance of “best execution” prices.

The new Exchange should be well placed to offezreecally favourable
costs

and fiscal regime, enabling it to compete effedyiweith other smaller
Exchanges in particular, such as Luxembourg andrigie Special Trading
Zone.

Supervision of a Stock Exchange is by no meansplsitask. There will be major
issues for the CISE Company itself to resolve snés such as indicative prices,
liquidity, the role of intermediaries and insideading. These will need to be
incorporated in an initial book of ground rules gmdctices.



For the Guernsey FSC, too, there will be imporissiies not just in overseeing the
framework proposed by the CISE Company but alstetermining the relative roles
and responsibilities of the FSC itself, the CISEpany and the criminal authorities.
Both the CISE Company and the FSC will need to enthat they have the necessary
expertise to regulate the Exchange successfultg femnch onwards.

With these points in mind, | hope that the FSC tredCompany will give priority to
thorough preparation in advance rather than ary &arhch.

8. 14 Resources

As discussed earlier, there are significant pr&ssan investment supervision
resources in all the islands’ FSCs. My assessmeuldibe that:

The Isle of Man FSC is seriously understaffed ia Hrea. Between two and
three more professional people are needed.

The Jersey FSC probably needs one extra persolgasbtto develop and
deepen the Jersey FSC'’s approach to investmenratieguand to tackle the
various issues on legislation, codes, perimetdcipgl and international co-
operation discussed in earlier sections.



The Guernsey FSC, too, would appear to need aa ert professional staff
member, partly to reinforce the investment sup@wiseam but also to
oversee the new Stock Exchange.



BOX 8.1

INVESTMENT BUSINESS AND SUPERVISION

Jersey
Numbers of Funds Prowderv
Investment fUnd managers 25
Funds 335
Separate investment podlschemes 1100
Investment advisory businesses 50
Stockbroker businesses 12
Scale oJfrnds business
Amounts invested, £ bn 35

Of which
Open-ended ‘recognised” schemes

7
Open-ended other schemes 7
Closed ended schemes 7
Proportion of investments from UK 9

Staffin the industry

Total 72,900
Of which.

Investment 7

[rust & other fiduciaries

Accountants 9

Other

Investment Staff the FSCs
Total 15 11 35

Of which

Schemes 11 S 2
Other 4 1 15

Supervisionatios

(per scheme regulator staff member)

Value of schemes, £bn 2.3
Number of Schemes 100
Investment staff in the industry ?

Guernsey

?
196
711

6. 7

33

8.3
51
11%

1,921

44 1
724
750
66

21
90
40

Isle of Man

23
7101

?5.5
211751



9 INSURANCE AND PENSIONS BUSINESS

9./ Introduction

This Chapter draws on a review of insurance reguiah the Islands commissioned by the Home
Office at my request from a former insurance suigento whom | am most grateful.

9.2 Scale, type arid distribution of business

As indicated in the Box 9. 1 table, Guernsey ardiste of Man both have large offshore insurance
sectors, mainly providing captive insurance faeditand life insurance products to non-resident
customers, as well as domestic insurance sectors

On captive and commercial insurance, Guernsey hétissome [350] companies and gross annual
premium income of some [£1.5 billion]. The IsleM&n has [?164¢ompanies and gross premium
income of £0.9 billion.

The principal owners of captives are large compameostly UK companies or multinationals,
wishing to undertake some of their own insuransk ais a cost-effective means of handling their
total risks. Some captives, however, have develgpedtantial third-party business including re-
insurance [possible to quantify?].

On life insurance, the Isle of Man leads with sditBdunds, gross annual premium income of £1.5
billion and assets of [Aillion. Guernsey has 6 life funds, gross annuahpum income of [~
billion] and assets of £]6.5] billion.

The parent companies for life insurance busines$?anostly based in the UK or other European
centres. The companies serve mainly UK and othgateiate customers?]

The Isle of Man and Guernsey [?also host some aféshension funds [quantifiable?]. These[é?re
mainly established by multinational companies fieinationally mobile staff].

Jersey has only recently begun to compete for amsaigr and pensions business and has only a small
sector, comprising 9 captives and commercial conggaamd 4 life funds.

All three Islands have designated territory statuder section 130 of the UK’s Financial Services
Act, 1986. This enables their life insurance comgsio market their products to UK residents.

As implied above, and in contrast with the bankang investment sectors, the Islands’ insurance
[and pensions] business is still heavily orientadards UK companies and clients. In Guernsey, for
example, about three-quarters of the companies U&vearents and UK residents account for about
three-quarters of the premium income. The UK sigreowever, declining as increasing numbers of
customers are attracted from elsewhere.

9.3 Managent companies
In both Guernsey and the Isle of Man specialisiiasce management companies. mostly owned or

associated with international insurers, brokersamsultants but also including some independents,
manage most of the offshore insurers: Guernsehasich companies. The Isle of Man has [ ]

The specialist skills and low cost base of theseagament companies have made offshore captive
insurance attractive for medium-size as well agdarompanies. The Guernsey companies have



I-
developed new forms of related vehicles for finahguarantee business and protected cell
companies (see below).

94 Tax status

The Islands’ locally registered insurance compamestly choose to be constituted as tax exempt
companies (see Chapter 10) but include some intenah business companies as well. The choice
depends on the nationality and tax circumstancéisegparent group. For the most part, however,
locally established insurance companies can offg@imurable tax regimes relative to onshore
companies conducting similar business.

9.5 Regulatory objectives

In all the Islands the authorities have similarigns for the regulation of offshore insurance
business. Although expressed somewhat differentgach Island, the four key objectives are:

to protect policyholders and investors throughaie licensing and supervision designed
to ensure solvency and good conduct of business;

to support the development of successful insuraectors bringing economic benefits to the
Islands;

to prevent and deter the use of insurance vehigtemoney laundering and other forms of
financial crime; and by all these means

. to protect and enhance the reputations of thedslanternational finance centres.

The regulatory regimes consist mainly in licensieguirements, on-going supervision and powers of
investigation and enforcement.

9.6  Modalities of regulation

Especially in Guernsey, the authorities implemaetregulatory regime mainly through the local
insurance managers described above. All insurammganies and funds are required to identify a
general representative, who is usually the samsopeaas the Insurance manager. The regulators
mainly exercise supervision through regular contétit these general representatives. The Isle of
Man similarly [requires every insurer to have localnagement or to appoint a registered insurance
manager.]

9.7 Policy issues
There are four major issues which the Island aittbsr like other offshore insurance authorities,

have to address on a continuing basis.

(@) Supervision versus economic development

In the Islands as elsewhere, insurance regulasas tended to play a more critical part than bagpkin
or investment regulators in supporting the industpyogress and in the development of new
products. The industry’s competitive position, amgarticular the development of new products,



depend importantly on the regulatory framework. t¢etihhe regulators themselves have tended to be
active in development work alongside the exercfggradential supervision.

In my opinion, this feature of the insurance sasrecceptable and indeed, in some degree,
inevitable. I do not see any problem in principldhaving an objective to support the development of
successful insurance industries bringing econoraieht to the Islands. For the most part, the
objectives of supervising to the highest internaicstandards and supporting the development of a
successful industry will be entirely consistent amgtually reinforcing.

There may, however, be occasions when the two tNgsceither are or appear to be in conflict. If
the regulators feel under pressure to facilitateroercial success in the short term, they may be

tempted to compromise on regulatory standardsgdihathey are too zealous in the promotion of
new products, there may again be temptations toamise. Their impartiality as regulators may
be, or appear to be, compromised. Appearancesngatant as well as the reality.

In my opinion the solution lies in the observangedgulators of two key principles.

. First, they have an absolute duty not to sacrifegpilatory standards to commercial
advantage. Their first responsibility must be totect the interests of customers and the
Islands’ wider reputations.

. Second, they need to be, and be seen to be, ialpatis is entirely consistent with
supporting the industry’s progress, facilitating ttevelopment of new products and
effectively publicising the regulatory regime. dtnot consistent with “hard selling” or
aggressive marketing.

(b) Flexibility and differentiation

The regulatory regimes need explicitly to recogmisediversity of insurance products and the
differing requirements for regulation. The regutgtcequirements for life assurance products, sold t
the general public, are markedly greater than tfasthe captive insurance vehicles of large
companies.

The Island authorities have been fairly successftdiloring regimes to legitimate customer
requirements. As discussed below, however, the figrthe legislation is not ideal

(c) Division of responsibilities between supeovss

The division of duties between insurance supersigothe Islands and those in other jurisdictians i
less well specified than in the banking sector.

As already discussed, many of the insurance corapauerating in the Islands have parent
companies which are subject to regulation in othmrstly onshore. jurisdictions. This is indeed a
source of strength for the Islands’ industries. Tdt@nd authorities sometimes insist on consolilate
supervision by the parent company’s supervisoes @ndition for granting a licence. For the most
part, however, the Island supervisors have to tagponsibility for companies operating on the
Islands.

In my opinion, clear allocations of responsibilise needed in this as in other areas of regulation.
The International Association of Insurance Supengiss discussing the matter but is not expected to
reach an early resolution. In the meantime, | ssteamg case for having explicit agreements with th
supervisors of parent company jurisdictions.



(d) Conduct of business

As in the banking sector, insurance supervisionttaastionally been concerned with prudential and
solvency issues. Conduct of business supervisionlisnow beginning to be developed in the main
onshore centres. | hope that the Island authowititset ~ firm objective to follow best internatial
practice in the development of such supervision.

9.8 Legislation

All the Islands have legislation in place to gov#reir insurance sectors: the
Insurance Business (Guernsey) Law, 1986, as amdadpdlemented by the
Protected Cell Company legislation of 1996), tHe ¢ Man Insurance Act 1986, as
amended, and the Insurance Business (Jersey) 996, 1

The (legislation provides, as one would expectthierlicensing of insurance providers, minimum
solvency margins, reporting requirements and powenrsvestigation and intervention.

In all cases, the legislation covers both domessiarance, for Island residents, and offshore
insurance for non-residents. As discussed aboweever, the requirements of the domestic and
offshore sectors are very different, as are thairemqents within the offshore sector itself The
authorities faced considerable problems, therefarseeking to cover such requirements in a single
piece of legislation.

The authorities in Guernsey and the Isle of Mapaaded to these problems in somewhat different
ways.

9.9 Protected Cell Companies

The Guernsey authorities introduced legislatioh987 for Protected Cell Companies (PCCs) This is
a new form of company vehicle designed to makethantages of captive insurance available to
smaller companies by reducing costs. Bermuda an@€#yman Islands have similar legislation in
place. The Jersey and Isle of Man authorities hiogded against introducing such legislation, for
the time being at least.

The basic idea is that the insurance manager aidstesetting up separate captive company vehicles
for the businesses of each insurer, sets up aestoghpany vehicle and writes the various businesses
into separate cells within the single vehicle. Ehisrin principle, therefore, one set of legal exges

and one capital requirement, shared between tlhearsstaking part, instead of multiple legal
expenses and capital requirements. The particpaisurers rent space in a common, partitioned
vehicle and thus avoid having to set up their ogpesate vehicles. But the assets of one cell are
protected by law from the liabilities of another.

The protected cell structure can in principle offenilar economies for investment funds. Guernsey
now has 9 Protected Cell Companies for insurandd arfor investment funds.

A critical question, which has prompted considezat#bate, is whether the protection of the cells
would stand up in the event of legal challengenk of the cells became insolvent, and the PCC’s
common capital was insufficient to pay the delits,liquidator or others would doubtless seek to
realise assets from the other cells to pay thetorsd Depending on the scale of the debts, theroth
cells too could be put at risk.

In the view of the lawyers | have consulted, Courtall the major jurisdictions would consider
ineffective protected cell structures establishedneans of contracts within an ordinary company.
d
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Such contracts would be seen as an attempt tchpuelsolders above creditors. The other cells
would be deemed liable, pari passu, if the compaogpital was insufficient.

The question, therefore, is whether the Guernsgylauld give the other cells protection where a
contractual agreement would not.

If the case were heard in Guernsey and the assetsiwGuernsey, the structure would doubtless be
effective.

In other cases, however, as the Guernsey auttsttiteanselves have been the first to acknowledgeg is
no knowing whether Courts would accept the strgcturset it aside. If, for example, the case came
before an overseas Court, such a Court might wa#érahat PCC assets in its jurisdiction be
applied to meet PCC debts in its jurisdiction ip@sive of the cell from which the debts (or the
assets) came. If the case involved insolvency, ovane the Court might well order recourse to
assets in other jurisdictions as well.

The Guernsey legislation provides wide discretmmtifie FSC regulators, including
substantial “waiver” powers, in key areas suchps@ved assets, paid-up capital and annual
accounts. The solvency margin requirements, howesfect UK and EU standards.

The Isle of Man legislation couples a similarlyatetionary approach with setting of
certain key requirements at the lowest level ofdnee

The discretionary nature of the legislation haspretented the authorities in the two Islands from
implementing effective regulatory systems overghst ten years. It has meant, however, that the
regulatory regimes lack transparency. The leg@hatioes not make clear what the regimes for
individual sectors, in particular the life insurarsector, will be in practice.

The authorities in all the Islands are reviewingittinsurance legislation. in my opinion, serious
consideration should be given to a new structureing:

separate laws for the domestic and offshore bus;eesl

within the offshore business law, separate prousior captive and commercial business
on the one hand and life insurance business oatkioe.

Especially important, in this connection, is a wagfined regulatory regime for the life insurance
sector, where members of the public are directlyst

The Island authorities would also do well, in myrogn, to deal at the same time with a number of
other issues for consideration on the legislation.

In the isle of Man, the main such issues appebetsolvency margin requirements, which need to be
reviewed against the latest UK and EU standarasgoibed valuation criteria for appointed and
consulting actuaries, so as to ensure common ieg@tandards; and strengthened forms of actuarial
certificate.

In Jersey, the main issues appear to be the tlefirof fit and proper (which needs to include
competence), the extent of the discretion to dre@nces, the requirement to explain rejection of
licence applications, an obligation to notify kegrgonnel changes, the obligations of appointed
actuaries, a requirement for local representatwebsrecords, strengthened enforcement and wind-up
powers, removal of the limitations on powers toop@rate with overseas regulators, and repeal of
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the waiver and exemption powers. In addition, gland’s Finance and Economics Committee
retains some powers that would normally rest withregulator.

In the opinion of the experts | have consulted,Xesey authorities need to move quickly to
strengthen or (better) replace their legislationthie meantime the authorities are co-operating
closely with the UK authorities over supervisiontloé principal life insurance fund established on
the Island.

This uncertainty is clearly a factor which any puial participant in a protected cell structure et weigh
carefully. The Guernsey authorities have rightigrefore, been scrupulous in making clear that the
uncertainty exists. [They should] [They have alserbat pains to] ensure that firms offering the
facility are similarly scrupulous.

9.10 Licensing

In insurance as in other areas, the Island autbenet applications for licenses carefully withiew to
admitting quality.

The Guernsey and Isle of Man authorities have estiblished procedures. Applicants are subjedittarid
proper” assessments. They have to submit 5-yeandsssplans and personal particular forms for
every key member of the applicant organisation. dpyaications are vetted in accordance with the
“four-eyes” principle by at least two senior stafémbers.

In Jersey the vetting procedures are understandieddywell-developed. The main points for consitiensare
similar to those already mentioned in relationh® legislation.

9.11 On-going supervision

In all the Islands on-going supervision dependsoirtgntly on scrutiny by the FSC regulators of arinua
returns, including audited annual accounts, regmrtsonsulting actuaries and auditors, and business
plans. [As in the UK,J on-site inspections areweli developed. The Island regulators employ
consulting actuaries and accountants to help isethasks.

Some elements of good practice identified by theeets | have consulted, including some already roeet
above in connection with the legislative framewoik®:

. Annual accountsAs in Guernsey and the Isle of Man, insurers shbeldbliged to draw these up
in accordance with an acceptable GAAP relevaniganance operations. The Jersey authorities do
not at present have such a provision. They shawlg the provision they do have which allows
them to waive the requirement for submission obaats and auditor’s reports.

. Business plan#\s in Guernsey, annual submission of these alorgsiel accounts should
preferably be a continuing requirement. The pldrmakl preferably cover a 5-year period and
should certainly be rolled forward each year.

. Solvency margins and actuarial criterighe Island authorities need to keep minimum
solvency margins under constant review againsbése offshore centres. There is a related need to
develop standard criteria or valuation rules fansadting actuaries so as to ensure that reporsing i
to a common standard

Actuarial certificatesAppointed actuaries should be required in theiuahcertificates to endorse
the valuation basis used, the adequacy of recordishee matching of assets to liabilities in nature
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and term.

General RepresentativeBhe Guernsey requirement that registered insulersl@ appoint general
representatives (usually the authorised insurarargagers) to be the main on-going point of contact
with the regulators seems to be a point of conalalerstrength, especially with regard to captiveé an
commercial business.

Whistle-blowing. Obliging auditors, actuaries, mangers and staffhistle-blow to the authorities
about breaches of regulatory procedures is a poheelice in ensuring compliance. The Islands’
legislation could be strengthened in this area. Jdreey legislation already includes a valuable
provision on these lines with regard to auditdmsugh it is not yet in operation.

Money laundering systenisfe and other long term insurance products, egigcsingle-premium,
large deposit and re-insurance products, arc patgnattractive vehicles for money laundering. The
Isle of Man authorities have instituted especiglipd systems for combating money laundering in
the insurance area, including a requirement treaatinual Directors’ Certificate and Auditors’
Report certify full and effective compliance withetIsland’s money laundering guidelines. The
Guernsey authorities might like to consider addirgimilar requirement to their otherwise well-
designed systems. The Jersey authorities are kesadvanced [but are fully committed to the early
introduction of similar systems in insurance aslhaslother finance sectors].

On-site inspectiong’he Guernsey FSC staff are able to make on-sipeat®ns in case of need. But
such inspections have so far been ad hoc and udrggqThe Isle of Man and Jersey authorities do
not at present make on-site inspections.

As noted above, the UK’s regulatory regimes hakewise made limited use of on-site inspections,
well-established though they are in some othesglictions. This doubtless reflects in part the focu
on prudential rather than conduct of business stigen.

Especially if the UK authorities move towards moresite inspections, hope that the Island
authorities will do likewise. The authorities couldefully take powers to appoint reporting
accountants, actuaries or other professionals hsase make inspections themselves.

Procedures and manuals all the Islands, there are “four-eyes” procedue signing off annual
returns from the supervised population. Up to gateedures manuals for dealing with such returns
are an invaluable tool, especially when staff cleang

9.12 Investigation and Enforcement

For the most part, the authorities’ powers to itigate, intervene and petition for winding up of
insurers appear satisfactory. In my opinion, howethe powers available to the Jersey authorities
would not facilitate swift and timely responseségulatory problems. There is no provision, either,
for the regulators to petition the Court to windinpurers.

9.13 Co-operation with overseas authorities

The Guernsey and Isle of Man authorities have psweco-operate with regulators overseas in the
pursuit of regulatory crimes or breaches. They teeeonsiderable resources to such co-operation.
One of the overseas authorities to whom | spokiegodarrly commended their co-operation.

The Jersey powers to co-operate exclude, among thihgs, information relating to persons who
have transacted business with a permit holder. Whidd appear, among other things, to prevent
disclosures about the insurers using offshore weans. The authorities may wish to remove these
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limitations.

9.14 Protection of policyholders arid Ombudsman

The Isle of Man is alone among the Islands in hgeapolicyholder protection scheme. Based on the
Life Assurance (Compensation of Policyholders) Ratipns, 1991, the scheme applies to life
assurance companies. It offers protection for ugOtper cent of the liabilities of any life company

that becomes unable to meet its obligations. lrnwtg/et been activated. Payments under the scheme
would be financed by a once-only levy (not, ashie Depositors’ Compensation scheme or the UK’s
schemes a levy subject to an annual limit) on ¢émeaining life assurance companies, up to a
maximum of 2 per cent of the actuarial liabilitifd/hat exactly does this mean? And what happens

if this is not sufficient to finance the protectioffered by the scheme? May need to note a problem
here.]

The Jersey and Guernsey authorities have alteenttigt arrangements which have been approved
for the UK Financial Services Act 1986 Section H&8ignated territory requirements. [Add a
sentence on what these involve.]

As discussed in Chapter 6, the authorities in Gaeyrmnd Jersey would in my opinion be well-
advised to consider the introduction of PolicyholBeotection schemes, with arrangements if
necessary to supplement levy funding. [Possiblereeice to IoM funding.] Such schemes may not be
popular with the providing institutions. They ah@wever, an element in good practice which has not
impeded development of the Isle of Man’s life ireswre sector.

The insurance sector would also fall within the @&rabthe Financial Services Ombudsman scheme
mentioned in Chapter 6.

9.15 Pensions

None of the Islands has special legislation in@lac pension schemes or a developed regime for
supervision of such schemes.

The Isle of Man is, however, considering the deprlent of such a regime. The draft legislation
which has been prepared is based in part, butiorgdgrt, on the UK’s Pensions Act 1995.

Compared with the UK regime, the proposed Isle ahMegime would have stronger trusteeship
provisions, including “fit and proper” testing.vitould also extend “whistle-blowing” obligations
beyond auditors and actuaries to trustees, invegtmanagers and scheme administrators.

It would not, however, have the same minimum fugdiguirements as in the UK. There is also no
proposal at present for compensation or ombudsctanses.

Developing a supervisory regime will be a consitdkraask requiring considerable resources. Such a
regime should preferably be tried and tested irdthreestic market before being extended to the
offshore market.

Insurers in Guernsey offering pension-style consrace subject to regulation there under the
insurance legislation. [Does this mean that omhited pension offerings are available in Guernsey?
What about Jersey?]

9.16 Priorities

In my assessment, the authorities in all the Idastbuld give priority at all times to ensuringttha
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the supervisory regimes for longer term produdpeeially life assurance, are well-judged, effextiv
and up to date. Within the captives area, supenvisf third-party business deserves a special
priority.

As discussed above, the authorities in each olfsiaads are reviewing their legislation with a view
to strengthening their supervisory regimes. Thalreethis seems particularly urgent in Jersey.

9.17 Resources

In insurance as in other areas, the Islands’ régylauthorities rely critically on one or two
professional members of staff. Staff quality andexience are therefore all-important.

As to numbers, the Box 9.1 table indicates thegaresumbers of staff in post. The regulatory
authorities in Guernsey and Isle of Man both prepaghtly in my opinion, to add [one] additional
analyst (net) to their staff. With the possible&ptton of supervisory regimes for pensions, this
should enable them to tackle the issues discussiiisi Chapter. If the two regulatory authorities i
the Isle of Man are merged, as discussed in Chéptiere could then be a compensating saving in
support staff.

In Jersey, there is only one professional staff imamdealing with insurance. The person concerned
also devotes about one-quarter of his time to g@sfinance director for the new FSC (potentially
considerable task during the FSC'’s first year ar blvoperation). The insurance sector remains
small. As discussed above, however, the agendsglation and supervision issues to be tackled is
considerable.

In my opinion, the Jersey authorities need to rieerturther well-qualified staff member with
experience of insurance supervision to work alafggie present member.

Box 9.1
INSURANCE AND PENSIONS BUSINESS AND SUPERVISION
Jersey Guernsey Isle of Man

Number of companies serving non
resident customers
Locally licensed Licensed overseas 352

138
Total: 13
Of which:
Captives and commercial Re-insurers 9 2347 164
Life assurance funds 4 6 15
Pension funds
Intermediaries 37
Insurance managers UK parentage, per ceft

77 %
Scale of business
Annual gross premiumi ncome £bn; 1.94 2.4
(@) Commercial 0.9
(b)  Life assurance & pensions ? 1.5

UK parent companies’ share
Life Fund assets, £ bn
Pension Fund assets “

72.5%




6.5 I
Staff
Employed in the industry 720 1,657
Of which:
Commercial
Life Assurance & pension funds
Insurance and Pensions Managers
Intermediaries
-A-.

Regulator staff, ETEs 314 7 5
Of which:
Commercial
Life assurance & Pensions
Supervisory ratios (per regulator staff
membe r)
Comniercial companies:  nos 9 69 36

Life & Pension |4

Funds: nos

Commercial

companies:

staff

Life & Pension

funds: Staff

Premium income

£ bn

Assets, £ bn

130 352
0.48

0.26
093 14




10 COMPANIES

10.1 Introduction

The Crown Dependencies, like other offshore cenhage developed large businesses a
international company registration and administratentres. About 100,000 companies are
incorporated in the Islands. The vast majority@reate companies. The corresponding figures
for the British Virgin Islands and Gibraltar are51d00 and 20,00C respectively. These figure
compare with about | million non-dormant comparaaghe UK's registers.

Company registrations business, in particular,dwisubstantial fee earnings to the Islands. The
company business as a whole brings significant amsaoaf local employment.

The Islands’ company sectors have also been asoficoncern to the Island authorities
because of the potential they offer for concealnoéishady business. The concern extends to
companies administered on the Islands but incotpdr@sewhere as well as to companies
incorporated in the Islands. In this respect, the,Islands are not unique. Other company
registration centres, onshore as well as offsitree encountered similar problems.

10.2 Nature of the Island company sectors

The Islands’ company sectors differ markedly frévose of the onshore jurisdictions. Most
companies registered or operating there are ownewh-resident individuals, trusts or
companies conducting business or holding assessdeuhe Islands. Conventional trading
companies are very much a minority.

The companies owned by individuals overseas orusgd are mainly convenient vehicles for
holding wealth of various kinds, such as real estabrks of art, yachts, share portfolios,
business interests or other investments. Such aoegaften form part of a pyramid structure,
with a Trust at the top owning a variety of sepai@mpanies which in turn may own trading
companies. These structures may enable individoadajoy simultaneously the benefits of
trust and company vehicles. The benefits are likeipnclude confidentiality and tax
advantages, depending on the beneficiaries’ resgjetomicile and local tax regimes, as well
as limited liability. The company format also eresbindividuals or Trusts to segregate assets
into separate, self-contained parcels and thus/@osgparate legal identity to individual parcels
of wealth or business interests.

For multinational or overseas companies, the Isacompany vehicles may offer substantial
advantages in tax savings and convenience. Suchaiues may find these vehicles
advantageous for headquarters and treasury fusctimiernational trading functions, captive
and life insurance business, pensions and shai@sgiusiness, and leasing and investment
business as well as asset holding.

Another important difference in the Islands comdasgth the large countries is that corporate
service providers (CSPs), also known as compamgdton agents and company managers,
play a much more important part in the companysees also in the trust sector. CSPs are
responsible for most company formations. They ptewide Director, management,
administration and company secretary services fmyntompanies operating in the Islands.
Providers of such services include banks, lawyetdsacountants as well as dedicated service
providers. A similar pattern is found in most otbéshore centres.



In the larger countries, such as the UK, theraraaay organisations providing similar services,
including facilities for incorporating companiesany international centre of the client’s
choice. Many of the CSPs in the Islands are brasmohthese multi-national CSPs. But they
are not a dominant force in the company sectdnensame way as in the Islands.

10.3 Policy objectives

The Islands have all set out to build up busineasesternational company registration and
administration centres. The Isle of Man has giveecal priority to this activity. Jersey and
Guernsey have adopted a more selective approach.

As discussed above, the presence of these bussnassgs substantial benefits to the Islands
in fee income and local employment, on which teeslevied. The legal, registration,
regulatory and tax systems have all been designptbtmote such business.

The Islands face strong competition for this bussnieom other offshore centres.

10.4 Company law

Each of the Islands has its own company and taglé&gn to support its company registration
and administration businesses. The principal compagislation is listed at the end of the
Island Chapters. Much of it is similar to UK Compgadegislation. But there are important
differences, especially with regard to registratiequirements and regulation. The tax
legislation is quite different.

10.5 Registration and regulation: UK model

In the UK, there are no restrictions on who mayrfar register a company. Company registration agdlation
systems are designed with the following objectifaaong others) in mind:

For companiegcorporated in (he UKout doing business there, the requirements ardagimi
These “overseas” companies too appear on the pudglister of companies. The disclosure
format requirements are, however, less prescrigtngethere is no audit requirement.

The UK’s disclosure regimes are rigorously enforaeith fines for non-compliance. The
Department of Trade and Industry is able, moredweeppoint inspectors to investigate and
report on a company’s membership.

10.6  Registration and regulation: Island models

In the Islands, the broad objectives of companwuleggn are similar. [But there is less
emphasis on reporting to shareholders and prescabeounting formats]. [Check minimum
capital requirements: none in UK for private compan£50,000 for public companies
(£12,500 paid up)]

With regard to the registration and disclosuremags, there are considerable differences:

First, the authorities in Jersey and Guerngstapplications for new company
registrations. The Jersey authorities do this thinoas Control of Borrowing Order

which provides relevant statutory powers. The Gseyrauthorities have a requirement
that all applications for company formations musiniade to the Royal Court through



Advocates, who are responsible for due diligengestigations” of the applicants. In
the Isle of Man, on the other hand, as in the Wgjstration is automatic provided that
the necessary documentation and fees are provahebthere is no longer a
requirement to lodge detailed Memorandums and I&giof Association].

Second, the Jersey and Guernsey authorities respineconfidential disclosuret
the authorities as well as public disclosures.drtipular, they require companies to
identify who thebeneficial ownerare in cases where these differ from the nominal
owners and to notify any subsequent changes (thenfgitcement may be
problematic). The Isle of Man authorities do nokmhis requirement.

Third, the Jersey and Guernsey authorities havartbe past requiredompanies
administered or operating in the Islands but Incgdted elsewher® register or to

file any details. The Isle of Man authorities dquie such companies to be registered
on a separate register known as the F Registey. diieerequired to lodge basic details
of Memorandum and Articles, the Directors and teer&tary, and the Company’s
authorised local agent.

Fourth, while [all the Islands require companieptoduceannual audited accounts],
there is no requirement to file them publicly ahd tequirement is not in practice
enforced. Neither is there any requirement foAanual Reporby the Directors.

to give companies a legal identity and, if theychoose, limhed liability;
to make publicly available, for the benefit of patial customers and suppliers as well
as shareholders, information about the company'sdiirs and ownership, areas of

activity and financial performance;

to ensure that Directors fialfil their duties twaseholders and that shareholders are
properly informed and consulted about what thempany is doing and achieving;

to ensure that accounts are prepared in presduaoedhts conforming to EU
Directives, audited by approved auditors, madelabig to shareholders, and (in the
case of limited companies) publicly filed; and

to enable the authorities to investigate and punisils in case of need,

In the UK, the public disclosure requirements asged with these objectives follow and in
certain respects go beyond the relevant EU Compaegtives of 1978, 1983 and 1984. All
the information disclosed is made public at Comgatiouse and has to be kept up to date in
annual returns (more frequently in some areas)..

For companiegcorporated in the UKthe main elements that have to be disclosed (and
updated) are:

the Company’s name, the address of its regidteffice and the nature of its business;

the Company’s Memorandum and Articles of Asation, including particulars of
share capital and any subsequent changes;



(c) the names and addresses of the Directors areét8gy of the company, including
“Shadow” Directors (if any) who give instructionsdirections to the Directors;

(d) the place where the register of the Compangmivers and debenture holders may be
inspected,;
(e) in the case of limited companies, annual filrigudited accounts in a prescribed
format (abbreviated for small companies);
() an annual report by the Directors reviewing deselopment of the company s business

and its principal activities
10.7  Vetting of Registrations

In my opinion, there is no absolute need to vetgamy registrations. The vetting proces. is
bound to take some time. It is likely to resulsome losses of business for centres that practise
it. Provided that the authorities are able subsettyieo identify and de-register companies
whose businesses are unacceptable and risk britiggngentre into disrepute, initial vetting

may not be strictly necessary.

But the case in favour of vetting seems to me g&gng. In this as in other areas of regulation,
there is much to be said for nipping potential peois in the bud. Stopping companies from
registering in the first place seems easier anébttan allowing them to register and then
trying to identify and de-register them subsequentl

| would therefore support the approach that JeaselyGuernsey have adopted. The case for
vetting is especially compelling, perhaps, in cemtivhere the pressures on resources limit the
amount of new business that can be taken on.

10.8 Beneficial ownership

The requirement to disclose beneficial ownershigegistration, and changes in beneficial
ownership subsequently, where the beneficial owrgis different from the registered
ownership, raises some analogous issues.

In the larger countries, practices vary. The Fremuth German authorities reckon to collect and
hold information about beneficial ownership of cangs incorporated within their
jurisdictions. The UK authorities, as discussedvabdo not require such disclosure but do
make a requirement (which may in many cases antouhe same thing) that “shadow”
Directors be included on the register alongsideattiaal Directors

So far as | am aware, disclosures of beneficialeyamp are made in confidence to the
authorities, and not published, in all the centvbere they are a requirement. This seems to me
entirely appropriate. There may be valid commena@akons why companies should not be
obliged to disclose their beneficial ownership pelipl

The case in favour of requiring confidential distloe of beneficial ownership is:

First, the “know your customer” principle. The anttities in a well-regulated finance
centre need to know who the principals behind tgriesses using the centre are. That



is why there is a requirement to disclose the Darscof companies. If the Directors
are not the real principals, the real principalsuti be known as well.

Second, the disclosure requirement may deter #replitable from applying for
incorporation in the first place.

. Third, information about beneficial ownershipikely to be valuable in
constructing databases of Island enterprises andahnections between them and as a
cross-check on the diligence of service providers.

. Fourth, this information will be especially relenahould there ever be criminal or
money laundering trails to investigate.

Finally, although the unscrupulous may misrepresefdil to declare the beneficial
ownership, the offence of a false declaration maadpful in enabling the authorities
effectively to enforce the regulation and strikétbe offending companies.

The case against requiring disclosure of benefaaalership is

First, the requirement may reduce business, inctuteputable as well as disreputable
business. But Jersey and Guernsey have both swrtaedoupling a requirement for
confidential declaration of beneficial ownershigwsubstantial company incorporation
businesses.

Second, the business lost may go to other centnesanstandards are lower and the
pursuit of crime less effective. There may be st in this. But a key objective for
world-class financial centres should be to detsregiutable business. Even if other
business is lost in the process, the increasead fasiness is likely in due time to
offset such losses of business in the short term.

Third, as the Isle of Man authorities have represgto me, unscrupulous people are
likely to misrepresent or (more likely) fail to dere the beneficial ownership even if
there is a disclosure requirement. Asking themetdate it may only encourage them
to multiply the layers of concealment. There magbme truth in this, too. But the last
point in the preceding paragraph is perhaps thermampelling argument.

In my opinion, disclosure of beneficial ownershiqosld be seen as best practice. It would
clearly be best iéll finance centres made this a requirement.

If particular centres feel unable to go this fae hext best option is to require the corporate
service providers to obtain and file the informatias the Isle of Man authorities have
proposed.

The third-best option is to require the corporaerise providers to ensure that those who
asked them to establish the company are reputabléhat either they or those by whom they
in turn were instructed know the identity of thenbfcial owner. This is the model adopted in
some of the British Caribbean territories.

10.9 Companies operating on thentisdabut incorporated elsewhere



Neither the Jersey nor the Guernsey authorities Irathe past required companies
administered or otherwise operating in the Islabdsincorporated elsewhere, to register with
the authorities at all. There appear to be mani sompanies. Although the Islands’ tax
authorities may have some details of these comgpatfie company registration authorities
have none and are generally unable, thereforessistahe authorities in other countries who
make enquiries about them.

In the Isle of Man, such companies are requirddddpasic information on a separate “F”
register. There is some chance, therefore, of gdtails through these companies in case of
need. But the information required is minimal. died not include beneficial ownership,
country of incorporation or nature of the business.

The Island authorities now feel that they cannfurdfto know nothing about companies in this
category. There is general agreement, therefoaé stich companies should be subject to
registration and disclosure regimes similar to ¢his locally incorporated companies. In my
opinion, this is entirely right.

10.10 Disclosure of Accounts and requirements twlita

There has long been a perception in the largerauoas that companies which receive the
benefits of limited liability should be expected,aquid pro quo, to disclose financial
information. Customers, suppliers, staff, sharet@dinvestors and lenders planning to do
business with the company have been seen as hal@ggtimate interest in knowing what
assets base and earnings the company has andapioblicas been seen as the best means of
meeting such needs.

The EU decided in its Company Law Directives of 97983 and 1984 to set common
requirements throughout the EU countries for thilipdiling of audited accounts in a
prescribed form and for the use of suitably quadifauditors. The idea was that company
accounts should mean the same, and be professianaited, regardless of where in the EU
they are produced.

The UK’s 1985 and 1989 Companies Acts gave eftetiiése Directives in the UK. The Acts

apply to all audited companies. Small companiet) witurnover of less than £2.8 million, are
allowed to file accounts in an abbreviated formmpanies with annual turnover of less than

£350,000 are exempted from the audit requirement.

In the Crown Dependencies, as in other offshoréregnthe requirements to disclose financial
information are very limited. In Jersey and the kst Man, only public companies (a small
minority) are required to file accounts. In Guess® companies are required to do so. Many
people wishing to set up company vehicles arec#tdaby the lighter disclosure requirements,
which enable them to keep their affairs more canftehl as well as reducing workload.
Offshore centres are generally reluctant to imsossh requirements for fear of losing
business.

In the Isle of Man, all companies are requiredaweéhaudited accounts but the requirement is



not enforced. In Guernsey, the requirement is &thtb companies other than dormant or asset
holding companies. In Alderney, the shareholdezsaiowed to agree that a company need not
be audited. In Jersey [These requiremesetsat, however, enforced.]

In my opinion there is a presumption, in this astimer areas, in favour of conforming to EU
standards in the Islands.

On this basis, all limited companies would be regghiboth to prepare and to file audited
accounts. In recognition of the special charactén® Islands’ company sectors, however, non-
trading, asset-holding companies as well as smatipanies might be permitted to file much
abbreviated accounts.

It may be argued that the requirement to prepagléeiaccounts is more important than the
requirement to file them publicly.

In principle | agree with this. It is clearly unséctory, however, to have a requirement for
preparation of audited accounts which is not emfdrand is in practice quite widely neglected.
Several of my correspondents in the Islands toldhatthis was the practical reality. A
requirement to file accounts, even a single-pagensary, is much the best way to enforce the
requirement to keep audited accounts.

10.11 Regulatory priorities

The Island authorities are concerned to take aiapable steps to minimise the scope for
abuse of the facilities they offer for companie®éoincorporated in the Islands and/or to carry
on business there. They are also concerned, quiterstandably so, not to proceed in ways
which would drastically reduce their companies bess and hence their earnings form their
Finance Centres.

With these objectives in mind, the authoritiesacte Island have given priority to developing
new policies for the licensing and regulation ofngany service providers. As mentioned
earlier, these service providers play a key roléélslands’ companies business. In my
opinion, therefore, the Island authorities havenbaght to give priority to this area. Chapter 12
discusses at some length the regulation of corpa@nad trust services providers.

Important as the licensing and regulation of seryimviders undoubtedly is, it will not in my
opinion be sufficient in itself. If the Island coapy sectors are to be well-regulated, the
authorities will also need to introduce or to coo#, as the case may be, the good practices
discussed above on vetting, beneficial ownershgoragistration of companies with local
operations but incorporated elsewhere.

The requirements for audited accounts and disatosifinancial information (abbreviated for
most companies) are likewise important elemengood practice which would ideally be
introduced as part of a common initiative by offishoentres.

10.12 Companies by tax status
In contrast with the larger countries, but in conmmath other offshore or quasi -offshore

centres, the Islands offer various options for Eg@ompany tax regimes designed to attract
international business and the related fees. Corepaan therefore be analysed by tax status



as well as by regulatory status.

Although there are differences of terminology aethd between the Islands, there arc three
main tax categories of company in each of them,dasggned for local businesses and asset
holders, one for non-resident asset holders andavmen-resident-owned international
business:

. Resident income tax compani€ampanies in this category include most local
businesses. They pay tax at 20 per cent on thmme. Dividends and interest, apart
from deposit interest, are subject to a withholdasgof 20 per cent, which is credited
against income tax liability.

. Exempt or Tax exempt compani€ese are primarily designed as investment vehicles
for wealthy individuals, insurance companies ofemive investment schemes from
overseas. Wealthy individuals overseas (or theagiihey have established) may hold
assets of any kind in these vehicles, includingspta) assets, investment portfolios,
business interests or intellectual property rightsniliar in other offshore centres, too,
they account for the majority of Island companiésey may be registered either in the
Islands or overseas but must be beneficially ownedon-residents. If they are
registered overseas, a significant element of mamagt or control in the Islands is
required (the details varying from Island to Islari8loard meetings may be held in the
Islands. These companies pay a flat-rate annuaffbetween £300 and £600. In
return for this, they are exempted from income aitbholding taxes (except on any
local non-interest income). There are no capitalgar inheritance taxes on the
Islands.

International or International Business Companil3{s). These are special vehicles,
familiar in all offshore centres, designed to heligrnational or overseas companies to
minimise their world-widegax burden. Each of the Islands has (between 100 add 15
such companies. The vehicles are typically usehteynational groups for purposes
such as head office and treasury functions or byramce companies. Like exempt
companies, IBCs may be registered either in tlete or overseas but must be
beneficially owned by non-residents and engagevérseas business. They negotiate
with the Island authorities a rate of tax, usubiyween 0 and 2 per cent but sometimes
substantially higher, which will minimise their pat company’s world-wide tax

burden. In the Isle of Man, there is also a flaeif@e option.

The larger countries tend to see such vehiclea@ltéting tax avoidance in their own
jurisdictions. Other countries, however, includoféshore centres, have argued that the issues
are by no means straightforward. For offshore esntr particular, these vehicles are an
important source of earnings. Individual centresigete with each other for the business.

These issues lie beyond the scope of the presgmitrén my opinion, they will have to be
discussed and resolved at an international leVek [lslands have made clear, rightly in my
view, that they wish to play a full and construetpart in such discussions.]

10.13 Bearer shares

The Islands vary in their approach to bearer shdtes Isle of Man permits them. Guernsey
does not. Jersey does not permit them for Jersmyporated companies but companies



registered elsewhere may have them.

In the UK, companies are permitted under the Conegafct 1985 to issue share warrants
which resemble bearer shares. The bearer of themtas entitled to the share specified in it
and title passes by delivery of the warrant. Ircpca, however, bearer securities have never
been popular with English investors or companiesae mainly issued for bonds rather than
shares.

In my opinion, there is a presumption against pemng bearer shares. Such instruments enable
the unscrupulous to conceal their ownership of comgs without offering any significant
compensating advantages.

10.14 Insolvency, bankruptcy and inspectors

In any well-regulated finance sector, a good gdl gulatory framework for insolvency and
bankruptcy is an essential ingredient ......

(Section still to be drafted.]

In addition to these main types of company, Jeasglthe Isle of Man have some special
categories.

Jersey has a special categofyoreign registered investment companjesr whom are these
designed?] These companies pay no taxes or fedls ptovided that at least one Director is
resident in Jersey. In contrast with foreign reggisti exempt companies, they are not required
to disclose their beneficial ownership to the Jefsax authorities. [As the Jersey authorities
recognise, however, there are risks in hostingnassi about which they have no knowledge.]

The Isle of Man has a special categoryoh-resident companieshese companies are
incorporated in the Island and have therefore borsua limited amount of basic 4 information
at the time of registration. But in return for deahg that all their business is controlled and
conducted outside the Island (and that all theie€@ors are from outside the Island) they
gualify as non-resident for tax purposes. This reehat they have no liability to tax in the
Island beyond the flat-rate non-resident company dU[£750] a year. The administrators of
such companies typically engage Directors in Saidtloer tax-free locations so as to make
them resident for tax purposes in such locatiamseturn for a slightly higher fee, therefore,
and with the help of Sark (or other) Directors viheanany cases appear to have no knowledge
of the company’s activities, the owner of the comps able to escape tax altogether and to
hide other activities of the company. As with otlsde of Mancompanies, there is no
requirement to disclose beneficial ownership.

This category of company, when used in the wayridsesit, appears to have two troublesome
features. The first is the use of bogus Directioos,playing any genuine part in running the
company) to create the fiction that the compargoistirolled in Sark or other tax-free locations.
Chapter 11 discusses this aspect further. The dasdhe secrecy about the company’s
ownership, activities and finances. Whatever thgimal intention behind this category of
company may have been, these two features, tagethir, make this a perfect vehicle for
enabling beneficial owners to evade taxes in tvwin home-jurisdictions and to mask other
forms of disreputable activity.



[The Isle of Man authorities are considering theector abolishing this category of company. |
am sure they will be right to do so.] [OR Severfahmse whom | consulted on the Island
thought that this category of company should bdistied. | agree with them.]

In recent international discussions, the largeugtdal countries in the Group of 7 and 8 and
the OECD have raised the question whether offguneferential company tax vehicles along
the lines described in this section to non-resglennstitutes harmful tax competition.

BANKING BUSINESS AND SUPERVISION
Number c/licensed banks

Total
Of which:
Subsidiaries
“Managed” banks
Home supervisor responsibilities
Scale c/business
Total liabilities, £ bn
Average liabilities per bank, £ bn
£ liabilities, % of total
Liabilities to UK residents, £ bn
Assets invested in UK, £ bn
4
Bank staff
Regulator staff FTEs

Supervision ratiogper regulator staff member)

Deposits, £ bn
Banks
Bank staff

REVISED 10.14 Insolvency and bankruptcy: existing regimes

The remaining sections of this chapter draw heaoiilya review of the bankruptcy
and insolvency regimes in the Islands commissidnetthe Home Office. at my
request from Mr Guy Sears. | am most grateful toSdars.

All the Islands have well established regimes feallohg with bankruptcies and
corporate insolvencies

Jersey has a unified modern procedure, known asttesfor persons and
companies, and separate modern procedures fornvgngli companies

Guernsey has old Laws dealing with bankruptcy dividuals and
insolvency of partnerships and a more modern latmd from 1994, on
company insolvencies, based on the UK’s Insolvekaty1 986



The Isle of Man has old legislation, based on stder UK legislation, on
.bankruptcy and corporate insolvency. A workingtypan 1994
recommended nelegislation incorporatingarangeof reforms. The
authorities hope tbring forward an Insolvency Bill in the next sessa@n
the Island’s Parliament.

As in other jurisdictions, thislands’regimesfor bankruptcy and insolvency take
the distribution of assets oot the debtor’s hands.

10. 15 Insolvency and bankruptcy: main issues

Mr Seats has made two main proposals for improthegslands’ bankruptcy and
insolvency regimes:

(@) Rescue procedures

With some limited exceptions in Jersey, none oflghends has modern procedures
for enabling businesses to be rescued, in apptepé&ses, rather than made
insolvent. There are no procedures comparablertorastration in England.

Mr Sears has suggested that the authorities thalslands would do well to bring
in a new regime allowing companies to obtain a nooiam on action by creditors
for (say)
28 days. Within that period rescue proposals cbeldhade which if approved by a
requisite majority of creditors could bind the dtets as a whole.

The UK authorities have consulted about such agealdbut have not yet resolved
how it could be implemented alongside floating gearand administrative
receivers. The Isle of Man (whose 1994 workingyetommended such a
procedure) would have a similar problem in relatofioating charges

For Jersey and Guernsey, introduction of the praedould be relatively
straightforward. As discussed in Chapter 7, ther@sey authorities would have
found such procedures invaluable in the BaringskRatlapse of 1994.

(b) Official Receier.or equivalent

The public interest sometimes requires that congsané put oudf business even
though no private sector person is willing to téhke initiative in making it happen.
The requirement may arise because the compani@ssateent or for other
reasons

In all jurisdictions, therefore, suitably constédtpublic bodies are needed with
responsibilities, powers and means to investigayesach companies and petition
the Courts to wind them up in the public interest.

Also needed are implementing bodies which ctrgugh the practical business
of insolvency in the public intereshere the situation so demands (for example,
Where no assets are available to finance privgtedators).



Without bodies of both kinds, or bodies which congbboth functions, there is a
risk that no one will wish, or no one will have tloeus or the money, to wind the
companies ugjisqualify Directors or return assets to creditditse bodies need to
have means as well as powers, including accessiiccgunds.

In Jersey, the Viscount’s office includes amongetsponsibilities the
implementing function described. The Viscount lesgowers and means to
discharge this fund ion The Isle of Man and Gueyrtkenot at present have any
corresponding body. The [Isle of Man authoritiealthorities in both Islands] do,
however, have plans to introduce an official Reeeon English lines

The public body concerned should preferably hagpamsibility for two related
matters, both identified by Mr Sears:

Ascertaining access sssets held ifirust The body should be responsible
(as the Viscount in Jersey already is) for askirgg@ourts in appropriate
cases to direct how Trusts assets (not normallifadola to creditors)

should be applied as well as for dealing with distiion of the other

assets

Licensing and supervision of insolvency practitisn&elfregulation for
insolvency practitioners seems to me a less gdednalive in
jurisdictions such as the Islands where practitistend to come from
different backgrounds.

The FSCs. too, should have powers to ask the Ctmuvtend up any company.
whether licensed or not, carrying on an activityvidich a licence is needed.
Anyone who brings an insolvency application agalicshsed firms (or firms
which oughtto he licensed)

should also be obliged to inform the FSCs

In my opinion, the authorities in Guernsey andighe of Man will be well-
advised to include the full range of powers desttibbove in the proposals they
have for updating their insolvency regimes anddiagjion.

10. 16 Insolvency and bankruptcy: other issues

Some other issues examined by Mr Sears were
Universality and non-discriminationin all the Islands, insolvency orders
apply to all assets wherever located There is ligewo discrimination

between; domestic and overseas creditors.

Set-offThe Islands have differing but reasonable provisin setting off
mutual debts and credits.

Discharge periodGuernsey law does not provide for a fixed discharge
period for people declared bankruptperiod of between 2 and 4 years
would be normal



PartnershipsThe procedures for insolvency of partnerships iei@sey
are somewhat dated. Partnerships should prefebabiyeated for this
purpose like companies

Transaction prior to bankruptcy or corporate insehcy.The Isle of Man
and Guernsey provisions for setting these asid&lamefully be updated.

Overseas companieshe Jersey and Isle of Man authorities, like the UK
have powers to wind up overseas companies In Gegrtisee FSCan

wind up overseas banks and insurance companigsboterseas
investment or other companies.

Licensing of insolvency practitionefBhe requirements vary between the
Islands. As discussed above, licensing by theefficthe Official
Receiver or equivalent has much to commend it

Redress against liquidators and oghbr all the Islands, the Courts can
remove from office the corporate liquidator, thestee in bankruptcy or
other office holders. Aggrieved persons can sumtfog breach of duty or
misapplication of assets The Courts would prefgrablve Powys, too, to
investigate the actions of liquidators and othécefholders and oblige
them on a summary bask to pay or account

Disqualification of Directors Directors can be called to account or
disqualified

in all the Islands As discussed in chapter 11. handhese provisions are
under-used and under-funded

Information from debtorfThe Islands appedo have no equivalent to the
UK provisions requiring debtors and other relevagnsons to give
information to the Court]

Wrongful Trading. The Isle of Man does not at preseave wrongful
trading provisions but proposes to introduce therttie forthcoming Bill

Shadow DirectorsShadow Directors, from whom the Directors take
instructions, may be held liable along with thedgtors for wrongful
trading in Guernsey and, by implication, in Jersehe Isle of Man does
not at present have such a provision

Provisional liguidators,These can he appointed in Guernsey and the Isle
of Man to prevent dissipation of assets. In allldlands, Mareva-style
injunctions can be issued.

Mutual recognition of insolvency orddn Jersey and Guernsey the
judicial authorities have statutory obligationgégognise insolvency
orders and folic holders in the’ UK and in othemmal jurisdictions where
there are arrangements for mutual recognition éniske of Man, such
recognition is limited to bankruptcy cases. Intld Islands, the common



law allows for recognition of orders front otherigglictions on the usual
grounds of comity.

The Island authorities may wish to consider thisogitist of points, as well as the
major issues on moratoriums and official receivBssussed earlier, when updating
their insolvency and bankruptcy regimes

11 DIRECTORS AND PARTNERSHIPS
11.1  Directors and disqualification

As in the UK, the Company legislation in all théatsds lays certain duties and obligations on
Directors of companies incorporated in the Islands.

The Courts have powers to disqualify people frotmgcas Directors for significant periods of
years, [?though these powers do not at presemieéxbeDirectorships of companies
incorporated outside the Islands.] The groundsliequalification and the penalties vary
somewhat from Island to Island:

In Jerseythe Royal Court has power to disqualify people [amthe event of
insolvency or bankruptcy]. There are no set catéor disqualification. The

maximum disqualification period in bankruptcy case$5 years. There are proposals
to introduce the same maximum period in insolverases.

In Guernseythe Court may prevent a person from acting as edr or officer of a
company for up t& years if satisfied that this is in the public itst The powers are
not limited to cases of bankruptcy or insolvency.

. In thelsle of Man the Court may disqualify Directors for up%qgears if they are
judged unfit on the basis of specific criteria@et in the legislation. Here, too, the
powers are not limited to cases of bankruptcy solvency.

In practice, no Directors have so far been dis§adlin either Guernsey or the Isle of Man.
The Royal Court in Jersey has disqualified thresges under the bankruptcy law

Corporate Directors are permitted in Guernsey btiimJersey. The Isle of Man requires ( that
all companies incorporated in the Island must reveast two Directors who are individual
persons.

In all three Island§? Guernsey too], Directors are able to delegaterahy of their powers by
Power of Attorney. This resembles the positiorhie UK except that in the UK the Directors
remain responsible and liable even so.

It is clearly in the best interests of any inteio@dl finance centre to promote high standards in
the Directors of the companies associated witlcémre. This requires suitable legislation and
effective enforcement.

The legislation needs to



lay on Directors individually appropriate dutiedaesponsibilities which cannot be
ducked through general powers of attorney;

. make provision for a Code of Conduct for Directors

. give the authorities wide powers, not confinethsolvency or bankruptcy cases, to
disqualify Directors;

extend to Directors of companies operating on shentls but not incorporated there.
As discussed above, the Islands have much ofrilptace already.

No less important is effectivenforcementThe authorities need not only to have the necessary
powers but also to use them. They need in partitalmake a practice of j disqualifying
Directors who are dishonest, negligent or incomputedied risk bringing the centre into
disrepute. This has barely happened so far inipeact

In all the Islands, corporate service providergpbpmany Directors and other company
officers for, the many companies owned by non-ea#tisl There are plans in each Island to
regulate the activities of these providers, inahgdiheir provision of Director services It should
be possible to use this opportunity to providepgiamoting high standards among Directors
generally.

11.2  “Nominee Directors” and the “Sark Lark”

The reputation of all the Islands has sufferecerent years from the presence on the Islands,
especially Sark, of so-called “nominee” Directdfle problem has come to be known as the
“Sark Lark”. But “nominee” Directors are apparenfibyind, to a lesser extent, in other centres
as well.

Although formally Directors of companies, thesermoee” Directors are often Directors of so
many companies that they could not credibly disghdine proper duties of a Director with
respect to all of them, especially in cases wheeg have no professional or technical support.

In Sark itself, where the total population is 5ifBormation publicly available in the autumn of
last year indicates that:

3 residents appeared to hold between 1600 and Bd&6torships each;
a further 16 residents appeared each to hold rhare135 Directorships each; and
a further 30 residents appeared each to hold batd@and 100 Directorships
The perception has arisen, therefore, that marlyeoDirectors on Sark are Directors in name

only, not in substance, and that the real Diredfibrat is, the 'shadow"” Directors in
terms of UK legislation, or the beneficial owneasg other people altogether.



This perception has gained force from reportstiimaDirectors concerned are accustomed to
assign their powers as Directors by general podattorney to others (the 'shadow’ Directors
or beneficial owners) and to provide undated lsttdresignation.

The people or companies who employ "nom-nee- Dorsanhust clearly have substantive
reasons for doing so. To understand what thesebmay is necessary to look at the nature of
the companies concerned.

In the case of Sark, more than three-quarterseofdtal Directorships held by Sark residents
last autumn, about 11,350 out of 15,000, were with-resident companies registered in the
isle of Man. The rest were mostly with companesgistered in the UK, Ireland and Panama.

As discussed in section 10.10, owners of assdigginess interests in other jurisdictions have
found that they can obtain the twin benefits ofreeg and tax-free status by forming non-
resident companies in (say) the Isle of Man, widiréctors' in (say) Sark. The price of these
benefits is a non-resident company fee of £750f@esl of around £100 for a couple of
"nominee’ Directors.

The secrecy results from the limited disclosureinegments for non-resident companies

in the Isle of Man (where there is no requiremerdéclare beneficial ownership or shadow
Directors to the regulatory authorities or to makbstantive reports to the Tax authorities) and
in Sark (where there is no legislation or regulatdd companies or Directors).

The avoidance of tax is achieved (or maintainedjubh the use of Sark Directors to establish
that the companies are resident for tax purpos8&aik, where there is no tax.

In theory, the owners may still be liable for taxtieir own home jurisdictions. But there
may be possibilities to evade or avoid that as aedl to mask other disreputable activities.

When the 'Sark Lark" first came to prominence i 1980s, the nature of the problem was
different. It was common practice at that timetfog Directors of Guernsey and Jersey
companies beneficially owned overseas to hold Bo#dtings in Sark so as to create the
fiction that that they were managed and controtletside Guernsey and Jersey. That enabled
the companies to claim tax exempt status undeGtiernsey and Jersey tax rules of the time
without incurring any tax liabilities elsewherer(se the - re is no company tax on Sark)

The Guernsey and Jersey authorities stopped thdipe, however, by establishing new
rules for tax exempt companies which allowed therdld Board meetings in Guernsey or
Jersey.

Another facet of the problem has been that somepaaras have sought to establish by means
of false addresses that they are resident in Shénwhey are not. The Guernsey authorities
recently brought in legislation to deal with thisference]. The new legislation makes it an
offence to misrepresent where a company or pessesident. It would now be an offence,
therefore, to pretend that a company's Direct@gesident in Sark when they are not.

As the Guernsey and Sark authorities recognisgeher, the main problem has still to
be solved. People on Sark and the other Islaredstéirable to act as 'nominee" Directors of
companies about which they know little or nothirighey can do this, moreover, without any
misrepresentation of domicile. A case now befaeQourts in England indicates that



acceptance of such Directorships may expose thosmemed to greater risks of litigation than
previously foreseen. But a full solution will regufurther legislation and a measure of
regulation.

In theory the problem could be solved by meansctba in other jurisdictions, across the
world, to remove the demand for 'nominee” DirectorSark and other low-tax jurisdictions.
Changes in the Isle of Man's rules for the regotatind taxation of companies registered there,
for example, could choke off the business assatiaith Isle of Man companies. Even if the
Isle of Man authorities take such action, howessrdiscussed in section 10. 10, the demand
for "nominee’ Directors will probably not disappe®ther finance centres willing to host such
schemes will probably be found.

The authorities in Guernsey, Alderney and Sarkagreed, therefore, that the "Sark Lark'
problem must be solved by means of new legislatiti application throughout the three
Islands. The legislation would not prohibit Saekidents from acting as Directors but would
enable (and oblige) the Guernsey authorities taletg those who provide Director services
anywhere in the three Islands.

In my assessment, the main elements in such l&égrslould preferably be as follows:

Licensing or registration of Directors. All thoskroughout the three islands, who serve as
Directors or Trustees by way of a business wouklrie be licensed or registered by the
Guernsey FSC as being fit and proper persons todesuch services, in terms of integrity,
solvency, competence, track record and techniggd@t. A licence fee would be needed to
cover the FSC's costs.

Codes of Conduct. Provision would be made for GafeConduct governing the standards of
conduct and diligence expected from Directors antsfEes. Directors would be required
above all.

€)) to know who owns the company they direct;

(b) to know what its business is;

(© to know what its finances are.,

(d) to ensure that the company is not trading whalhgor breaking the law in other ways;
(e) to ensure that its tax arrangements would nesastainable if publicly known; and

(N not to duck these general responsibilitiesabgigning them to others.

Number of Directorships. Directors would be obfiget to hold an unreasonable number of
Directorships. No specific ceiling number woulddst, since the manageable number would
depend critically on the nature of the companiabtae amount of professional and technical
support available to the Director. Beyond a cartavel, however, perhaps 5 trading

companies from different groups or 30 asset holdomgpanies, consultation with the FSC
would be required.



Enforcement. It would be an offence to serve asrecivr or a Trustee by way of business
without being properly licensed or registered. H®C would have the power and the duty to
enforce this.

Disqualification. The FSC would also have the poared the duty to disqualify persons failing
to discharge their duties adequately, in term$ief@ode of Conduct.

Annual returns. All those providing Director sex@$ on the Islands would be obliged to file an
annual return to the authorities stating the owmprplace of incorporation and main activities
of the companies they serve as Directors (exceptiegucompanies or companies authorised by
the FSC).

A regime on these lines should dispose once andlifof the -Sark Lark" problem. It would
enable suitably qualified residents of Sark andatther islands to continue serving as Directors
while removing the scope for the abuses which liketeacted from the Islands' reputation.

The representatives of Guernsey, Alderney and Bhdin | met all seemed fully committed to
finding an early solution along these lines. Isume they will be right to do so. The Guernsey
authorities propose to legislate for this aheathefother legislation they are planning for the
regulation of fiduciaries. Their aim is to have tiew law and regulation in place by
September 1998,

11.3 Partnerships and Limited Partnerships

The Islands all have legal frameworks [similarttattin the UK] for Limited Partnerships as
well as the traditional unlimited partnershipsrség has also introduced a framework for
Limited Liability Partnerships, with effect from gember 1998.

Most professional practices in law and finance thleeform of unlimited partnerships with
professional indemnity insurance. Partnershipslgoting forms of business subject to
regulation, such as investment business, are sigpdritke other providers of such services.

The Islands created legal frameworks for localgstgtion of limited partnerships in 1995.
Before that such partnerships were registered dbroastly in Delaware. Jersey now has 107,
Guernsey 53 and the Isle of Man 51.

These limited partnerships are mainly used as leshfor pooled or collective investments
with a small number of investors, especially in éneas of private equity and venture capital.
In most cases, the beneficial owners are non-retgdeéOne or more "general' or managing
partners are jointly and severally liable for tledot$ and liabilities of the partnership. The
other partners are liable only up to the limitghadir contributions to the partnership's capital.
The general partner is usually the fund managenastment firm. The other partners are the
investors.

Full details of the partnerships have to be remestevith the authorities. In all the Islands the
authorities have discretion whether or not to altbeir formation. The general Partner may
need to be licensed under the investment busiegssatory regimes. Otherwise, there is no
on-going supervision.



In all the Islands, partnerships are not taxedaasprships. The partners are taxed
individually in respect of their individual sharesthe partnership's profits. Resident partners
are subject to tax at 20 per cent. Non-residerhpes are subject to tax only on income
arising in the Island (other than interest on déppsif partners other than the general partner
are non-resident, the general partner may qualifyaix exempt status.

11.4 Limited liability partnerships and LLCs

Only Jersey has so far introduced legislation fonited Liability Partnerships on North
American lines. [What kind of enterprises are exga¢o use these vehicles?]

Limited liability partnerships, unlike Limited Pa#rships, will have legal personalities

of their own and be taxed on profits from tradimghaties, if any, in Jersey. They will be
required to register and to provide a £5 milliomédo be used solely for the benefit of
creditors in the event of insolvency. The Jerséharities will have discretion to accept or
reject applications for registration. The bonduiegment is expected to deter small
partnerships from applying.

As with private companies in Jersey, there wilkéguirements for [? disclosure of
beneficial ownership to the authorities in confidemnd] maintenance of proper
accounts but not for audit or publication of acdsun

[In my opinion, the Jersey authorities would bdlxadvised to consider the case for requiring
audit and disclosure of accounts for enterprisethmnscale. The adequacy or otherwise of the
£5 million bond will not otherwise be apparent theys wishing to do business with the
partnerships.]

The Isle of Man offers a similar vehicle, somewbt@fusingly called the "Limited Liability
Company" (LLC). [For whom are these designed?] Le@sformally companies, with their

own legal personality and a life limited to 30 y®aBut they are taxed like partnerships.

Profits are divided among the members and taxeordicgly. There is no requirement to
disclose beneficial ownership to the authoritieke other companies, they are obliged to keep
audited accounts. But this requirement is not reeft and there is no requirement to file such
accounts.

[The issues which arise on LLCs seem similar ta¢hwhich arise on companies in the Isle of
Man: see the previous chapter.]

12 TRUSTS AND TRUSTEES

12.1  Introduction

This Chapter draws heavily on a study of Trust laand Regulation in the Islands
commissioned by the Home Office at my request fRyofessor David Hayton. | am most
grateful to Professor Hayton.

12.2 Trust frameworks and terminology

In the Islands, as in other jurisdictions whereldve makes provision for Trusts on
Anglo-American lines, Trusts always involve sesland trustees.



The settlors are the persons or companies whoféramanership of their assets to trustees by
means of a Trust deed and (usually) a non-legafigliibg letter setting out what the settlor
wishes to be done with the assets.

The trustees, who may be paid professionals or aamep or unpaid persons, hold the assets in
a Trust fund separate from their own assets. Tinest and dispose them in accordance with
the settlor's Trust deed and letter. There mayla¢sa protector., with power to veto the
trustees' proposals or remove them and/or a cadtindstee, to hold the assets to the order of
the managing trustees.

Most Trusts have beneficiaries other than theweatthd have a maximum life of 100 years.
The trustees are obliged to account to the bemaeks for what they do with the fund. The
beneficiaries are then able to enforce implememtatf the Trust deed. The settlor may be the
sole ' beneficiary. But such an arrangement, knasva resulting insist is quite likely to be
disregarded by the Courts as being a sham.

Some Trust deeds give the trustees discretionamgsoto use the assets for the benefit of
various people who are not beneficiaries. Suclpleeare known as objects of a power of
appointment rather than beneficiaries. They offemot have the same rights as beneficiaries
to hold the trustees to account. In some jurigmhist Trusts are permitted to have only objects
of a power (until some person becomes entitleceagficiary on expiry of the Trust period)

and the objects have no right to be informed they fare objects. This is known as a blackhole
trust.

Some Trusts are intended, not for persons withsjdiut for charitable purposes. In this case,
there needs to be an Enforcer, such as the Attdgaeeral or the Charity Commissioners on
his behalf Such Trusts are of unlimited duration.

Jersey and the Isle of Man have recently brouglegislation (in the light of earlier Bermudan
legislation) to permit purpose trusts for non-ctadaie purposes as well, such as promoting a
political party or profession. Such Trusts aredvoi England and Guernsey. In Jersey and the
Isle of Man they are limited to 100 years. To béd; they must have an Enforcer.

The Cayman Islands have taken the further stepimging in new legislation for Special

Trusts Alternative Regime (STAR) Trusts of unlinditduration whose beneficiaries have no
enforceable rights against trustees, enforcersustproperty. In the Crown Dependencies, as
in the UK, such Trusts would be ineffective.

12.3 Scale

Trusts are a key element in the Islands' internatiinance centres. A high proportion of the
total business involves the use of Trusts in omeafor another. The Trust and company
vehicles taken together enable them to offer agaridacilities not generally, available in
civilian or Muslim law finance centres, offshorearshore.

The Islands, like the UK, do not register Trusthi¢o than regulated categories such as Unit
Trusts). Hence the number of Trusts and the vallassets held in them are unknown. The
Jersey authorities believe, however, that Jersagt$ probably hold assets in excess of £100
billion. The Guernsey authorities believe thattberesponding figure for Guernsey may be



£20 billion. A survey conducted in 1995 suggested only one quarter of the 26,000
Guernsey administered Trusts covered by the sumeeg for UK clients.

12.4 Scope and purposes

In the Islands as elsewhere, Trusts are usedremarkable variety of purposes. Tile
main categories are family, charitable and commaérci

Within the family category, Trusts are widely usedsophisticated forms of Will. They
offer testators a wide range of possible benéfitduding the ability:

to have some continuing influence, via the trusteesthe Trust deed, over what
happens to their assets after their death;

to prevent the assets being squandered by lazyemdshrift heirs or misused by
mentally handicapped heirs;

to keep assets or properties together rather thea them sold or dispersed into
small parcels;

to avoid forced heirship rules in various partshef world.,

to avoid probate problems, which can be horrendmugersons with assets in
several jurisdictions; and quite possibly

to reduce tax liabilities.

Some offshore centres have introduced legislabgretmit so-called Asset Protection Trusts,
designed to improve protection for the settlorseésagainst creditors, awards of damages or
suits by estranged spouses. The Crown Dependehowsver, have no such legislation. The
Island Courts would be expected to set aside Taestap to prejudice foreseen creditors,
though not (as in the UK) unforeseen future credjto

Within charitable trusts, the trustees may asK e Officers to authorise them to use the
assets for closely similar purposes where the maigiurposes are no longer germane. Some
commercial Trusts include a residual charitablenelet after other obligations have been met.

Commercial Trusts have been a notable growth ardzeilslands as elsewhere. The
major applications include:

Pension Fund Trusts
Employee share ownership Trusts
Unit Trusts
Debenture Trusts for bondholders
Securitisation Trusts for balance sheet reconstmst
Client account Trusts for lawyers and other prorgde professional services,
separate from the providers' own assets
Future income stream Trusts
Subordinated creditor Trusts
Retention fund Trusts, pending completion of carted work



Sinking Funds.

In each of these cases, the Trust instrument dffierparties concerned a convenient
solution to problems which would otherwise be hyghkractable.

12.5 Special advantages of Island Trusts

Compared with the major onshore finance centresldlands’ major advantage is that
they are able to offer a favourable tax environment

Non-resident Trusts (that is, Trusts with non-restdbeneficiaries) do not pay
income tax or any other tax in the Islands.

Both resident (corporate) and non-resident Trustg gain from using the
special International Business Company and Exeroptfany tax vehicles, or equivalents,
described in Chapter 10.

Any resident Trusts that are subject to tax wilkddeed at 20 per cent on income and there are
no capital gains or inheritance taxes.

As discussed in Chapter 10, substantial compangtsties owned by a Trust are quite
common in the Islands. | was told that in Jersemhaps 80 to 90 per cent of Trusts have
corporate structures beneath them.

Where non-residents disclose details of their Brtstheir home authorities, the tax
advantages will depend among other things on theegime in the home country. The UK
introduced measures in 1991 and again in 1998 whrgely remove any tax advantage for

UK residents in having family Trusts overseas. éttountries have different tax regimes. For
expatriates of most countries, the offshore Tremtpany and banking facilities are likely to
offer substantial advantages.

Other possible advantages the Islands may haveareshgvith the main onshore centres
are: .

the reassurance, in Jersey and Guernsey, of hawrgiple and generally
attractive Trust statute to supplement case lad/; an

the availability of non-charitable purpose Trustdersey and the Isle of Man.
Compared with other offshore centres, the Islamgefit from their reputation for competence,
honesty and confidentiality. This must be attracto those who wish to spread their risks
between jurisdictions.
12.6 Risks arises
Hugely advantageous as Trust instruments can leyital as they have been to the

development of London and the Crown Dependencigg@hational finance centres, the
risks too are considerable.



The vast majority of Trusts are probably free frabuses of any kind. But the scope for
abuses and scandals is very great. As Trustsvagepver, the scope for abuses multiplies.

For offshore centres, above all, such abuses ands$ociated scandals could devastate
reputations and business. In the Trust area itselt business would be especially at risk.
Most existing Trusts would probably remain in telaihds, since their trustees are mainly
resident; but a protector may exercise a poweexpdrt" a Trust by replacing the existing
trustees with trustees from a more highly regajdaddiction.

The risks of abuse in Trusts are of two main kimgks from crooked settlers and risks from
crooked or incompetent trustees.

There are three main kinds of abuses that crooéiieis may attempt:

Concealment. They may use Trusts and related coyngehicles and bank. accounts to
conceal assets from creditors, estranged spoustsssor tax authorities. Or they may use
Trusts, with their related companies and bank attsp@as elements in the elaborate processes
for concealing the proceeds of crime of all kinasf police, customs, prosecutors and courts
(money laundering). -

Protection. They may use Trusts to try to putrthsesets, even if discovered, beyond the reach
of the same groups of pursuers: creditors, estthageuses, suitors, tax authorities, police,
customs, prosecutors and courts.

To reinforce the protection given by the Trustlitd@ey may include in the Trust deed 'flee
classes" providing that new trustees in a newdistigon with a new law will take over
automatically when any of a specified range of éveecur, such as prosecution or service of a
writ on the former trustees. To facilitate thisgy may arrange for the assets to be held in
another jurisdiction again.

Sham Trusts. They may have an arrangement wittrubeees whereby the trustees recognise
that the assets remain the settlor's in all butenand that their task as trustees is to do exactly
as the settlor says. So the Trust is bogus or sham

No less serious are the risks of abuses by trusfBes vast majority of trustees are probably
honest, competent and conscientious. But thoseamhaot will sometimes have scope for
being dishonest or negligent without much risk @ilg found out. Potential abuses include:

Stealing. The trustees may be in a position tosfiexr assets from the Trust account or one of
the companies owned by the Trust to their own atisowr one of their own companies, either
directly or (more probably) via other intermediatezounts. Such transfers will be easier if
there is no obligation to keep and disclose auditambunts, either for Trusts or for companies.
The truth may not come out until long into the nesmtury, when the Trust expires, and
perhaps not even then.

Fees. More simply and safely, the trustees mag heposition to bill the Trust fund for
exorbitant fees or non-existent or unnecessarycesyv This too will be much easier if there is
no obligation to keep and disclose audited accounts



Negligence or incompetence over investments. Ty mishandle the investments, through
negligence or incompetence.

Failure to carry out the terms of the Trust de€tey may fall to carry out the terms of the
Trust deed and/or the settlor's letter of wisheh@&uses they make (or fall to make) of the
Trust's assets.

As implied above, these abuses are much more likebgcur if the trustees are not properly
accountable to anyone. There are two particulgsswawhich accountability may fail-.

Non-disclosure to beneficiaries and objects. Istiousts the beneficiaries or the objects of a
discretionary power (as defined earlier) will hdggh the incentive and the locus to call the
trustees to account. This is the principal anditi@al means for ensuring that trustees act
honestly, properly and competently.

In some cases, however, some at least of the loeareds may not know that they are
beneficiaries. Disreputable trustees may tak€liimged) risk of failing to tell them. More
often, perhaps, they may know that they are beiaeiés but the trustees may not keep them
properly informed about the Trust's affairs andetsand their stewardship of them.

In other cases, no beneficiaries may be ascertaingibil expiry of the Trust period. In such
cases there may be objects of a power but theersishay not accept any obligation to tell any
of them that they are the objects of a power. Thay not know, therefore, that they stand to
benefit from the Trust.

In all such cases, the trustees may not be propedyeffectively accountable to anyone.
Especially once the settlor is dead, and the beiaefs or objects are two or three generations
removed from the settlor, the possibilities for sdmultiply.

No proper audited accounts. Trustees are alwajgedlto produce accounts for beneficiaries
on request. But they may not be under any obbgat produce (or preserve) audited accounts
or submit them to anyone unless the settlers higwalated this in the Trust deed or letters of
wishes.

12.7 Existing legislation and regulation

In the course of my consultations, | found genagakement that, for the most part, the Islands
have as good a legal framework for Trusts as angrqurisdictions, and better than most.

Despite some differences of history and substaheeframework is broadly similar to
that in the United Kingdom. The legal basis inl$le of Man, as in England, is equitable
law. In Jersey and Guernsey, Trust Law has simed 980s had a mainly statutory basis.
Jersey codified existing practice in Jersey and&rin a Trusts (Jersey) Law 1984.
Guernsey passed a similar Trusts (Guernsey) Lal@&9, amended in 1990.

In all the Islands, there have been significandlegses concerning Trusts and fiduciary
responsibilities. These have confirmed that thentds' judiciaries are well qualified and able
to deal with such matters.



As in the UK, but in contrast with the UK's Carilalpefinance centres, the Trusts sector in the
Islands is not at present subject to regulatiosupervision. Individual categories of business
with a Trust dimension, notably Pension Funds, Uniists and certain other kinds of
investment business, are subject to the regula&wiynes for those areas. But there is no
general regulation of Trusts or trustees.

12.8 Possible improvements to existing legislation

Professor David Hayton has identified a numberasisible improvements that might be
considered in the Islands' Trust legislation.

To counter potential abuses by settlors, he hagestigd the following provisions
Defrauding creditors.

@) As in England, a settlor should not be allowgdaneans of a Protective Trust created in
favour of himself to protect his assets againgitoes if he goes bankrupt at any time in the
future. At such time, the settled property shoaklin the UK, pass to his trustee in
bankruptcy.

(b) Again as in England, any Trust intended toymige the settlor's future unascertained
creditors should be allowed to be set aside by stmthitors for the first 5 or 10 years of its life.
Such Trusts could include, for example, discretigiausts in favour of the settlor, his spouse
and their descendants.

(c) When non-resident settlors go bankrupt, thesditors should have the same ability to
recover assets as they have from Island-residéidrse

Frustrating legitimate claims of heirs and spousasn England, Courts should
have powers to set aside:

(a) Trust (or other) arrangements made by locailiyidiled settlors up to 6 years before their
death to defeat the legitimate claims or expeatatmf family or dependants under mandatory
family protection rules, and

(b) similar arrangements made to defeat finandaains by divorcing spouses under the

Islands' divorce jurisdictions, especially where #irangements were established up to 3 years
before the claims are made arrangements (and maybthpresumed to have been made to
defeat such claims).

Flee classes. The legislation could usefully idelgpecific examples of events (such as the
bringing of criminal charges or restraint ordersgttmay not trigger "flee clauses" (providing
for automatic replacement of the existing trusteesew trustees in certain eventualities).
These would supplement the general power to reftggdtlauses as void for public policy
reasons. Including specific examples in the lagish would improve the chances of co-
operation by overseas jurisdictions when such elaase triggered for disreputable reasons.

To counter potential abuses by trustees, Profé$apion has suggested the following
provisions:



Number of trustees. As in England, for land asiesole trustees should never be permitted.
To guard against dishonesty and negligence, therald always be at least two individual
trustees or a properly constituted Trust provigenpany. The four-eyes principle can then be
applied.

Requirements to inform beneficiaries and objectdisgretionary powers

(@) The legislation should explicitly require treis$, so far as practicable and except where
there are decisive reasons to the contrary, tanmfoeneficiaries and at least two or three
representative objects of a discretionary powerrttiey are beneficiaries and objects,
respectively. Without such information, Trustkriseing shams.

(b) Trustees should also be obliged to show belaeis and representative objects key
documents relating to the Trust, including annaabants (but not letters of wishes if the
settlor explicitly or implicitly intended them tcelconfidential to himself and the trustees). The
legislation should nullify any attempts to remokestright.

Liability of trustees for negligence. The law shibprohibit or nullify clauses exempting
trustees from liability for negligence of any kiratdinary or gross (as well as for dishonesty).
The Trust Law Committee is recommending such aipiamv in England. The Turks and
Caicos Islands already have one.

Waiver of privilege against self-incrimination. @kaw (in England as well as the Islands)
should require waiver of the privilege against-setrimination as a condition of all future
trusteeships.

Enforcers for Purpose Trusts. If the Islands wwishave Purpose Trusts, they should have
legislation as in the Isle of Man's Purpose Trust 2096 making such Trusts subject to
inspection by the Attorney General, or his représtéres, in the role of enforcer. The
legislation should make clear that this and oteguirements on Purpose Trusts apply equally
to Trusts where there is a provision for any residissets at the end of the Trust period to pass
to persons or charities

Professor Hayton has also suggested that, if tardsauthorities should introduce an optional
registration system for trustees, there could egairement for non-registered trustees to
obtain independent professional auditing of trusidl in excess of some specified amount.
These matters are considered further in a lateiosec

12.9 Case for regulating Trust service providers
The Island authorities have no proposals to reguategister Trusts as such. They do all
propose, however, to extend the regulatory bounttanyclude professional providers of Trust

and trustee services.

Legislation to this end is due to be introducechimithe next [12] months. with a view to
implementing the new regimes as early as possi2€00.

This legislation will also offer a convenient oppoiity to enact the other points suggested
above by Professor Hayton.



In my opinion, the Island authorities are entineght to extend the regulatory boundary As
discussed above, the scope for abuses in the Biflgasts. as also of Companies, is very great..
The sooner the boundary can be extended, theréferbgetter.

The Island authorities are also right, in my opmito focus the regulatory regime on Trust
service providers rather than Trusts themselves. iShhe route which the British Caribbean
authorities, too, have followed.

To require the registration and regulation of Tsuas such, would be an enormous
undertaking, comparable with the registration ofrpanies. It would also be likely to deter
customers who wish privacy in their family and e arrangements.

The better course, therefore, is to extend thelasgny boundary, as proposed, to cover
professional providers of trustee and other Trastises, whether in banks, accountancy
firms or law firms or independents. This seemsionot only the most economical, but
also the most effective, way to regulate the setbathe extent that regulation is needed.

There are some who say that there is no need tatega sector which mainly serves
companies and relatively prosperous people. if thmose bad trustees and make bad Trust
arrangements, so the argument runs, that is el fProvided that there is a satisfactory legal
framework, offering the aggrieved the chance ofess, there is no need for regulation.

In my opinion, such arguments are too cavalier. Mibee persuasive arguments are:

First, the regulatory authorities of' intentionialance centres cannot honourably stand idly by
if crooked or incompetent people are abusing custem

Second, such abuses, if they occur, may destrosefheation of a whole industry and finance
centre. The expectation has grown, and contirugsow, that international finance centres
will be well regulated and will not permit abuse.

Third, a good legal and judicial framework is unbdtadly essential. But such a framework
punishes abuse, often at great cost, after it appdned. It is far better to prevent and deter
abuse from happening in the first place, througtable regulation. By the time the Courts are
involved, the damage has been done.

The Trust service providers, or their customersukhhowever be expected to cover the

cost of regulation through the providers' regisbratee.

12. 10 A possible regulatory regime

As in the British Caribbean territories, where Trssrvice providers have been subject for
many years to licensing and a measure of reguldegrslation will be needed to establish the

regulatory regime.

In the Caribbean territories, the legislation fonpast of the local banking legislation and is
drafted with banks rather than Trust service presrggrimarily in mind. In the Crown



Dependencies the legislation will take the fornasfeparate Law covering either Trust service
providers or, preferably in my view. all Trust a@drporate service providers

The Law will need in my view to cover broadly tlaldwing points (a fuller version is in
Chapter 13, Box 13. 1):

The Financial Services or Supervision Commissiéi&JS) would be tasked to
act as registrars and regulators of Trust Servioeigers.

All professional providers of trustee or other Trssrvices would be required to apply to the
FSCs for registration. It would be an offence tovide such services without registration.

In deciding whether to grant registration, the R&gLlild be obliged to take all reasonable steps
to satisfy itself that the applicants were fit grdper, in terms of integrity, solvency,
competence, track record and technical supporthaddadequate capital and insurance;

The FSC would draw up with the industry a Code ofduct with which registered providers
would be expected to comply. Some elements irlCthae might be given specific statutory
effect.

The FSC would have powers to inspect and obtaornamdtion from providers for purposes of
enforcement and to name, warn and disqualify tHehrey fail to comply on a continuing basis
with the fit and proper tests and the Code of Caohdu

The providers would be obliged to submit annualmet to the FSC, including an audited
compliance return and audited accounts.

For the Code of Conduct, there are again some Kaibprecedents, notably the British Virgin
Islands' "Code of Conduct for the performance aégrised members of the Association of
Registered Agents', which is about to receive giggtforce. The accompanying Box 12.1
summarises the coverage of this Code.

In the Crown Dependencies, the Code could be aonggar lines. It would preferably,
however, deal more specifically with the key arefissk and potential abuse associated with
Trusts, and the means for dealing with them, inalgdhose discussed above:

possible attempts to conceal and protect assetsdreditors;

possible attempts to hide the proceeds of crime.

sham Trusts;

custodians, protectors and enforcers;

disclosure of key information to beneficiaries afgects; such information to include annual
accounts and fees (independently audited for ttyefal rusts).

Box 12.2 gives an illustrative sketch of what a €éal the Crown Dependencies might cover.

It would be possible to have two categories of Tsasvice providers, registered and
unregistered. Settlors would then have the optfc@mploying providers from one group or
the other. The problem with this, however, is tnategistered providers could all too easily
bring the Islands’ finance centres into disreputseems far better, therefore, to require all
providers to be registered.



12. 11 Issues of transition

The Island authorities recognise that, in thisnasther sectors, the transition from
nonregulation to regulation will require carefuhlafing.

In my opinion, there are two important considenagiavhich apply to transitions
generally.

First, the initial registration process shouldtsgh standard's. It should be used to weed out
dubious or incompetent providers. The initial @exwill provide the best opportunity there
has ever been, or will ever be, to achieve thikout being unfair to anyone. It is far easier not
to register in the first place than to remove astegtion previously given

Second, the authorities should make clear pubegll in advance of registration day, how
tough the initial registration process will be. iFill greatly facilitate the task of weeding out.
As with choir auditions, many of the more margipadviders are likely not to apply rather than
apply and be turned down. This makes the wholegg®more manageable and more
acceptable.

In the area of Trusts there is a special probletnaoisition: what happens to the Trusts whose
trustees fail to qualify for registration? Cleaslyme arrangements must be made to ensure that
successor trustees are appointed from among tke odithe registered.

In many cases, this should not present any problérhere may however be Trusts which no
other trustees would willingly take over. Somé-Eack arrangement, preferably not
dependent on Court hearings in each individual,aasikely to be needed.

To deal with such problems, the legislation migtavide that after D-day trustees not
registered should:

appoint new trustees as soon as practicable frematiiks of the registered trustees with the
agreement of protectors and/or enforcers and iaftemrming beneficiaries and objects;

in the absence of volunteers, invite the Attornen&al or his appointed representative to
assume responsibility for appointing new trustae®mporary trustees;

in the meantime, take no act-lon on their Trusteothan to preserve Trust properties.

The Attorney Generals and their appointed repres@et would need a corresponding power
to appoint trustees or temporary trustees at tperese of the Trust concerned and to go to
Court in cases of blackhole Trusts or Trusts widladult beneficiaries.

This, however, is only one approach. The Attor@eyerals or their representatives could
alternatively take responsibility for providing tporary and then permanent trustees for all the
Trusts concerned

12.12 Comparison with the UK

As discussed earlier, 1 am sure that the Islanbaities are right to extend the regulatory



boundary to cover providers of Trust services dhenigh the UK has not yet done so.

| hope that the UK authorities will consider extagpthe regulatory boundary in a
similar way.

The considerations that point to taking this stethe Islands may not seem so pressing
in the UK. In my opinion, however, they are equalbmpelling.

A further consideration is that, when the Islanthatities carry out their plans, the less
reputable providers will tend to move to the UKhé& UK makes no matching move.

A valuable by-product of such a step is that it idaypen the way to create for the first time
inside the UK Government, or the Financial Servigathority, a group of people with a clear
responsibility for overseeing the Trust sector.

This too is much needed. Some on-going oversifjtiteosector, and the law that governs it,
will help to ensure that the sector realises itepial for good while minimising the risks and
abuses described in this Chapter.

Trusts have been and remain a unique and invaleddreent in the facilities offered by the
Common Law jurisdictions. Without a measure ofutagon and oversight, however, they
could all too easily fall into disrepute.

BOX 12.1
BRITISH VIRGIN ISLANDS (BVI)

CODE OF CONDUCT FOR THE PERFORMANCE OF LICENSED MBERS OF
THE BVI ASSOCIATION OF REGISTERED AGENTS

The new BVI Code covers:
.-, objectives of the Code:

BVI reputation

deter criminals

protect members
monitoring of compliance through an annual audit
staff training
relationships with clients, including:

Establishing a suitable paper trail in all casesvking the clients

knowing clients' needs and putting their needs @ingecking that professional service clients
are of adequate standing and have suitable dggdde procedures for the beneficial clients
knowing the identity of end-user clients and olitagra banker's reference

protecting client confidentiality

charging just and proper fees



where fiduciary services are provided, maintaimegprds and checking that Trust assets are
not of criminal origin.

procedures for transfers of clients proceduresli®eiplining, sanctions and appeals
arrangements for modifying the Code.

BOX 12.2

TRUST SERVICE PROVIDERS.

ILLUSTRATIVE SKETCH FOR A CODE OF CONDUCT

Trust Services Providers are required..
to promote the objectives of the Code, which are:
to ensure the highest standards of integrity anéepsionalism in the service of clients,
to prevent criminal or regulatory abuse, and tontzén and enhance the reputation of the
Island;
to act at all times with honesty and integrity amépply the "four eyes" principle,

to know the settlors and undertake the necessaryltigence;

to investigate the provenance of the assets prddos¢he Trust and to ensure
that they are not the proceeds of crime;

to ensure that proposed Trust arrangements wouttdigtainable if publicly

known and are not a device to conceal assets dheunt beyond reach of
creditors, tax authorities or other injured parties

not to set up or participate in sham Trusts whieeetitustees merely carry out the
settlor's instructions and have no significant idison;

to consider with the settlor at the outset whethere should be an independent
Custodian of assets, a Protector or (in the caseRafrpose Trust) an Enforcer;

to invest, distribute and otherwise manage thetBrassets in accordance with
the purposes defined in the Trust deed and arer lettwishes from the settlor;

to disclose to beneficiaries and representativeadjof a power, unless there are
decisive reasons to the contrary:

the fact that they are beneficiaries or objecta pbwer; the Trust deed and the settlor's letter of
wishes; the identity of the Custodian, the Proteatw the Enforcer; the annual accounts,
audited where appropriate, including fees charged.

to co-operate with the Island authorities if th&gd information in the pursuit of
enquiries into possible criminal behaviour or bireatregulation,



apart from the above disclosures, to keep thetdiaffairs confidential;

to ensure that the funds of individual Trusts atalty segregated from each
other and from the provider's and custodian's avnal$;

to manage the investment of individual Trust fupdsfessionally and
responsibly;

so far as practicabl&y exercise professional oversight of any companieseow
by the Trust;

to have a client's agreement with the settiorhtarge a reasonahblevel of fees,
accordance with FSC guidelines; to prepare anragaumts for all Trusts, including a
statement of fees charged,

to send the accounts to settlors, protectors, eafsy beneficiaries, representative
objects and custodians,

to have the accounts independently audited if #seta exceed [£ 250,000].

to keep minutes of meetings, records filed;

to deploy sufficient staff with the required skillad training to look after the
Trust's affairs and apply the four-eyes principle;

to maintain adequate levels of working capital Bnofessional Indemnity and
Fidelity Insurance and to inform clients about them

to manage transfers of clients in accordance thglprocedures defined by the FSC;

to have an independent annual audit of their caanpg with the legislation and
the Code;

to co-operate fully with the FSC and in particulars
to pay the annual registration fees, to submiptioeider's own annual audited accounts
(including a statement of fee rates),

to submit the annual compliance audit, to subnghsather information as the FSC
may require, and to co-operate in disciplinary disdjualification procedures.

13 CONIPANY AND TRUST SERVICES PROVIDERS

13.1 Professional services providers in the Islands

As discussed in earlier Chapters, professionaltland Company service providers play an
even more important and prominent role in the essrof the Islands’ international finance
centres than in the major onshore centres. Theyrateed, the drivers of much of the Islands'
business, especially the Trusts and Companiesdsssin

In Jersey and Guernsey, these providers are soeeetiferred to collectively as

"fiduciary service providers" or ‘fiduciaries'. ishreflects the fact that a large part of



their activity consists in management of assetsusinesses on a basis of trust for the
benefit of others.

In the present absence of any regulatory systeemuamber and distribution of such providers
is not known. But the Jersey authorities estintfade they have about 200 such providers,
including 170 Trust or "managed” Trust companiegy(oups of companies) and about 30
company formation and administration agencies whizimot provide Trust services.

Guernsey . appears to have 130 or more similangeoy and the Isle of Man perhaps 400.
The figures, however, are not necessarily comparalbien if they were, the average size of
provider may well differ between the Islands.

The Trust service providersnownin Jersey as Trust companies, mainly act as profeasion
trustees but also provide other Trust-related sesviincluding setting up Trusts and advice to
clients.

Many banks, solicitors and accountants supply sechices, usually through subsidiary
Trust companiesThere arealso independent provider companies and partnexship

The company service providesgmetimes known as company managers administr@tors
formation agents, perform various functions intielato companies, including company
formation and sales, provision of registered oficeccommodation addresses, company
administration, and provision of Director serviceDirectors.

Some of them operate on an international basi$, bveinchesn many countries. They
are able to arrange company incorporations in gthiesdictions as well as the Islands.

Trust services providers often provide companyisesvas well. As discussed in earlier
Chapters, many offshore companies exist primasglg aonvenient means of holding property,
financial, business or other assets, and many § haste significant company structures
beneath them.

Although sole practitioners are less common thag there, 1 understand that perhaps one-
guarter of service providers are still either qmiactitioners or have only two or three staff in
total

13.2 Present legislation acid regulation

As discussed in earlier Chapters, the Islands hatébstantial volume of Trust and
Company legislation and an established corpus s# tzaw.

In addition, Control of Borrowing Orders and compaegistration procedures in Jersey and
Guernsey enable the Island authorities to exesos®e oversight over the formation of new
Trust and Company service providers. Jersey aratr@ay, in particular, have actively used
this power.

That apart, however, thei®at present no registration, regulation or supesnisif such
providers.

13.3 Islant proposals to regulate service providers



In all the Islands, the authorities have now bradgtward plans to introduce such
regulation'.

The Jerseyauthorities have announced plans to introduce ackady and Administration
Business Law in 1999. This is intended to provfiebasis for a comprehensive regulatory
framework for Trust companies, company administegtcompany formation agents and
custodians.

TheGuernseyauthoritieshaveannounced plans to pass new Laws in 1999 on (a)sioa of
Director services and (b) Fiduciary Business.

As discussed i€hapter 11, theformer is intendedo provide a regulatory framework for
supervision of those providing Director servicesAay of business, including Directors
themselves.

The latter is intended to bring the supervisioafst companies, company administrators and
professional executors within the statutory funwsiof the Guernsey Financial Services
Commission. The providers would be required ircalies, not to be licensed, but to "notify"
the FSC. It would however be an offence to camrguach business without notification. The
FSC would not have power to investigate client rdsdut would be able to hire others to do
SO.

Thelsle of Manauthorities have published proposals, including tietailed consultative
papers, to introduce legislation early in the 1998ession to license and regulate corporate
service providers (CSPs).

These proposals are intended to cover all who geolly way of business company formation
and selling services, Directors and professionaletaries, and registered offices and/or
accommodation addresses. Only registered CSPslweudllowed to incorporate companies
in the Isle of Man. Regulation would be reactianx residents setting up companies for
their own use and providers setting up less theondpanies a year would be exempted.

The authorities have also indicated an intentiomtitmduce similar legislation
and licensing of Trust service providers but haaten® timetable for this.

The Island authorities have all introduced sepdegslation and regulation to deal with
investment advisers and other investment servicegers.

13.4 Case for regulation

In my opinion, the Island authorities are righptan this extension of the regulatory boundary.
The case for registering and regulating serviceigess, and putting the bad providers out of
business, is very strong. It rests on two mairsm®rations.

First, these providers appear to have been asedasath much of the disreputable business
that has come to light in the Islands in recentgedn the course of my consultations with
forensic accountants and others, and some stu@puit cases, it became clear that a small but
troublesome minority of such providers have beeoaated with disreputable schemes for
money laundering, fraud, false booking of profitsl dax evasion. In some cases they may



inspire such activities. In others, they may dalsilitate them either by colluding with master
planners in other jurisdictions or by turning anddlieye. The authorities have not always been
able, in practice, to put such providers out ofihess.

Second, and equally important, the most, and pertiaponly, effective way to regulate the
large Trust and company sectors in the Islands@igh regulation of the service providers.

As discussed in Chapter 12, the UK authorities @dinoense or regulate Trust and
company service providers. | hope, however, they will consider doing so.

The British Caribbean territories license providefrsompany management services as
well as Trust service providers.

13.5 Objectives for licensing acid regulation

The objectives for licensing and regulation shatlitisely reflect the reasons for introducing
them. Above all they should reflect the need nal ®effective yet practical means for regulating
the Trust and Company sectors and ensuring thasldreds' customers are well served.

The mainspecificobjectives should be:

to prevent, deter and combatbuseof the Islands’ Trust andCompany facilities
by, customerswishing to launder money or commit other forms rafne"

to prevent, deter and comlzatilusionbetween providers and clients in such
abuse.

to deter providers from turningkdind eyeto abuse;

to prevent, deter anmbmbat fraud acid other disreputable Activity providerso
the detriment of the Islands’ customers.,

to promote high standards lafisiness conduct acid competenaéh these ends in view, it
the bad providers out of business, dydall these means, to protect and enhancestheds'
reputation.

13.6Legislation and regulatory structures

As indicated above, the Islands' proposals envisageewhat different legislative structures,
regulatory coverage and frameworks, and timetables.

In my opinion, a convenient structure is likelyb® a single piece of overarching legislation,
providing for the registration and regulation dfsdrvice providers, supported by specific
Codes of Conduct for each of the main specificagdusiness, notably:

Trust services

Company services

Director services.



The relevant Codes (or separate Codes) could abfolly set out what is expected of those
fulfilling specialist roles such as Trust custodiamrust enforcers, company secretaries, and
compliance auditors.

Box 13.1 indicates what the broad provisions ofdherarching legislation might be

This is a generalised version of the Trust proadaw sketched in Chapter 12
1
The Codes of Conduct, similarly, might be alonglthes set out in Chapter 11, Box
11. 1, for Directors and in Chapter 12, Box 12a2,Trustees and Trust service providers.

The Code of Conduct for corporate service provideght be along the lines of Box 13.2. This
is based on the proposals in the Isle of Man's Gtats/e Paper of November 1997 on The
Licensing of Corporate Service Providers, with @a@rchanges discussed below.

There is, of course, no absolute requirement téogepe legislation and the Codes of
Conduct in this way. But such a structure woulehsé¢o offer considerable advantages:

Coherence.ln each area of business, the basic requiremeatsarlar. The FSCs are obliged
to register providers, in accordance with "fit gordper’ criteria, and to regulate them in
accordance with the relevant Codes of Conduct Toegers are obliged to register
themselves with the FSC, to conduct their busireessaccordance with the Codes of Conduct
and to submit to regulation.

Simplicity,A single overall legislative structure for regudatiof service providers would seem
to provide an easier and more familiar frameworktfie@ many providers who offer two or
more different kinds of services than three or feeparate laws.

Flexibility. With overarching legislation and Codes of Condtlet,authorities would be able to
add new Codes or change existing Codes in caseeaf without primary legislation.

SpeedThe authorities should also be able, with thiscitnee. to deploy the
regulatory regimes more quickly.

Further to the lagtoint it would seem very much in the Islands' interestsateelthe new
registration and regulation systems in place bybégginning of 2000.

13.7Main issues

The issues of substance that aris¢h@seproposals include the following.

(a) Strategy aintroduction

In any extension of regulatory boundaries, the@ways a strategic Issue as to how
strict the authorities should be in the initiaklising round. There are two broad options:

Strictness.The authorities set high standards from the oatsétrefuseo license
guestionable operators.



Leniency.The authoritiesnitially license all, or virtually all, the existing operego
("grandfathering™) and hope to weed out later theke fall short.

There are also of course a variety of intermedatens.

In my opinion, the case for strictness from thesetits overwhelming. The main
considerations are

First, there is (as discussed earlier) an urgemtt-g4brm requirement to put bad or dubious
operators out of business so as to prevent them d@maging customers or the Island.

Second, it is far easier not to grant licencedatiutset than to revoke licences
subsequently.

The leniency option, on the other hand, tempting ey be in the short term, will not
only fail to solve the immediate problems but asare up trouble for later

The authorities must clearly be fair to provideoshowhen introducing the new regulation and
subsequently. Decisions which deprive people @if foresent means of livelihood should not
be taken lightly. But the customers and the Istareputations must come first. The
authorities cannot properly give the benefit of doeibt to providers of questionable fitness and

propriety.

As discussed in the previous Chapter, the autksritiill be well-advised to give due
notice at the outset that the licensing criterith @ tough. Some of the less fit existing
providers will then decide not to apply rather thenturned down.

(b) Reguirements to use licensed providers

If the Trust and Company sectors are to be suadésstgulated through the professional
service providers, all Trusts and companies inglads, except perhaps for companies
separately regulated by the FSCs or trading conegdnrmed by residents to serve residents,
must be required to have a licensed professiomaiger.

If Trusts andcompanies hadan option tadispensewith such providers, the regulatory
system couldbe readily bypassedand would be ineffective.

(c) Coverage
The requirement for licensing or registration skiozlearly apply tall who provide Trust or
Company services for customers of the Islandshieacentres. In particular, it should apply

with no exemptions to providers:

irrespective of whether they work ' banks, accoucygractices, solicitors, or
advocates offices or other partnerships. or agoewi@ent practitioners;

irrespectiveof their other professional qualifications (for exampk lawyers,
accountants, company secretaries or bankers); and

irrespective of the size or scale of the enteepris



For providers who work in institutions, the instituns or the subsidiary that undertakes

the service provider business would be subjeatémsing. But it should be open to the

FSC to require the institution to identify the $t@embers concerned and, in case of need, to
debar them from taking part in this business.

In [Jersey and] Guernsey, companies may only baddrby Crown Advocates. This
requirement has, indeed, provided a valuable giftiechanism for company incorporations
(though not company administrations). The advacatecerned could be registered as
corporate service providers under the new regimke$s there were reasons to the contrary in
individual cases). It would be for the authoritieslecide whether the requirement that only an
advocate may apply for incorporation should beimethor dropped.

The requirement for licensing should clearly agplgmall as well as large providers.
Past experience indicates that some of the masusgoroblems have occurred with sole
practitioners and small partnerships. The foursepguirement in the proposed Code of
Practice would oblige existing single practitiongrsnerge if they wish to survive.

Providers who incorporate only a small number ahpanies each year should likewise be
required to apply for licences. Here, too, th&gimay be considerable.

(d) Licensing versus notifying

The Guernsey authorities' consultative paper aucfaties proposes that service providers
should not be licensed but should rather be redquoénotify” the authorities that they are
providers. It would still-be an offence to carny such business without notification or if the
FSC had demurred. But the paper argues that Waukl be less risk that customers would
think that the FSC had underwritten the provideusiness. And it might be easier for the FSC
to sue them in case of need.

The Isle of Man's consultative paper, on the oltagrd, proposes a system of licensing and is
ready to describe it as such.

In my opinion, the substantive requirement is falystem of licensed and regulated providers.
While there is some force in the points made inGlernsey paper, | doubt that it is helpful to
suggestasthe word "notification” does, that the system doesencompass these elements.
Other ways can be found to make clear that the ¢&S not underwrite the activities of
providers and has a clear locus in civil proceesling

If the term "licensing'is thought to contain too much moral hazard, "redistrd would be a
possible alternative.

(e) Beneficial ownership and shadow, Directors
In my opinion providers should be required to dalady reasonably can to establish the

beneficial owner and shadow Directors of compatiiey incorporate or administer. If they
cannot do this, they should not to take on thertass at all.



The Caribbeaffinance centresandthe Isle of Man donot make (or propose) this

requirement. They allow (or proposeallow) providerdo rely instead, if necessary, on the
professionalintermediariesvho introducedhe client:

The Isle of Man consultative paper suggests thatigers should be deemed to have fulfilled
their obligations if they have satisfied themselires the professional intermediary overseas
who has introduced a client has a good vettingesystnd would if necessary allow the
provider access to the results.

The British Virgin Islands Code of Practice reqgaipgoviders only to take reasonable steps to
ensure that a professional service client contrg@iservice on behalf of another client (the
beneficial owner or his nominee) has adequate digewnice procedures in place.

In my opinion, it is less than satisfactory to dglee responsibility for due diligence in
these ways. The right approach must be that stdtée beginning of this section.

(g) Criminal and civil law

The Isle of Man authorities have proposed thategeslation should create three criminal
offences within the new regulatory boundary:

acting as a provider without being properly licahse

knowingly or recklessly making false or misleadsigtements or providing false
or misleading information to the Regulator; and

obstructing the Regulator during a statutory ingagton.

They have also proposed that Regulators should malkénum use of civil law procedures,
not least for calling in administrators or liquideg to wind up businesses and for restraint and
recovery of assets. As discussed above, the &igisineeds to give the authorities a clear
locus to use such procedures.

In my opinion, the Isle of Man proposalstiis respect are entirely right

(h) Sanctions and Appeals

Apart from the above powers, the Isle of Man autles propose, rightly in my view,
that the main sanctions should be:

0] withdrawal of operating licenses.
(i) fines, at levels to be fixed frotime to time in subordinate legislation.

The fines need preferably be fixed sahat providers guilty of disreputable activity stand to
lose more than they would have gained had themesinot been detected.

As all the Island authorities have acknowledgedAppeals procedure will also be needed.

() Active Enforcement



The consultative papers of the Isle of Man and Gsey authorities propose that enforcement
of the new regulatory regime should be reactive,ambt proactive. The authorities would
only respond to complaints or other adverse infélana There would be no compliance
visits. In Guernsey the authorities do not eveampb take powers to send in their own staff
on compliance visi.1s. [l understand that the Jeasghorities have a similar approach in
mind.]

In my opinion unenforced regulation, and even tigalt enforced regulation, are likely to be
honoured in the breach rather than the observafisanany respondents to the Isle of Man's
earlier consultative paper argued, therefore atrseessential to undertake a sensible measure
of proactive enforcement, including some on-goimgpection of the licensed population. It

will be no less important actively to police thesfieter" of unlicensed business.

| very much hope, therefore, that the authoritreali the Islands will provide for a serious but
sensible measure of proactive enforcement. | himpe that the FSCs will all have powers to
use their own staff as inspectors or investigaagravell as outsiders.

()) Capital adequacy and Professional OndemnityFadédlity Insurance

If providers fall down for any reason in the seedadhey provide, the client's practical access to
redress will depend importantly on the provideapital base, professional indemnity insurance
(to cover mismanagement and incompetence) andtfidiesurance (to cover fraud by staff
within the provider's own organisation).

The Isle of Man authorities have proposkedt providers should be required to certify each
year that theyre able to meet their liabilities as they fall duehiS'seems to me a promising
idea.

in my opinion, the Codes of Conduct shoalsooblige providers:

to maintain adequate capital resources.,

to maintain professional indemnity afidelity insurance that are adequateterms of
amounts and coverage; and

to disclose these matters to their clienttheir initial client agreements and to
inform them subsequently of any major changes.

The broad principles of "adequacy" would best endd in an Annex to the Code of
Conduct.

(k) Internal controls

The illustrative Code includes a number of provisioelating to internal management and
controls, including the four-eyes principle, rigososeparation of client and provider funds,
audited accounts and an annual compliance autiésé are none the less important for being
familiar.



() Resources

Effective regulatory regimes for service provides8 be quite resource-intensive. If the
authorities opt for a strict initial licensing railiras recommended above, the requirement for
staff is likely to be especially great in the eatsiges of preparing and introducing the new
regime.

For these reasons, the Chapter 6 discussion diresggirements assumed that each of
the FSCs would need between four and seven stdfeirarly stages.

The choice of staff will also be important. Asalissed earlier, regulatory regimes on the lines
envisaged here are not yet found in the major arstentres. So there will be no international
pool of staff with precisely relevant experiend&ut it should be possible to build up effective
teams including people with experience of comp#&mnal and accountancy regulation, and of
compliance and anti-fraud work, as well as sommérpractitioners.

13.8 Lawyers and accountants

In contrast with some other offshore jurisdictioting Islands all have substantial numbers of
resident lawyers and accountants to serve the heguyrements of their international finance
centres. The numbers in the accompanying tabla@reounted on a consistent basis and may
not, therefore, be entirely comparable.

Lawyers Accountants
Jersey 270 500
Guernsey 83* 476
Isle of Man 166 444

*Advocates and English solicitors only. The numbElawyers employed in other businesses
is not known.

In the Islands as in other jurisdictions, the meralod these professions undertake much of the
Trust and Company formation and administration fesss, often but not always through
separate companies. The Islands' finance cemebleavily on them.

As with other professionals operating in thesegraascrupulous or incompetent practitioners
cando great harm by engineering, collaborating inuoning a blind eye to disreputable
schemesand practices.

The Island authorities have decided that the bagtter ensure high standards of integrity and
competence among its professional groups is throeghlation of particular functions and
services, such as Trusts business and Companyelsesand those who provide them,
irrespective of the providers' professional backgas.

The many lawyers ands accountants who provide seichices will therefore be obliged to
apply for licenses and submit to regulation, inwegy/s discussed in this Chapter, ' Just like
other providers. There will be no exemptions.



In my opinion this approach is entirely right,

The Islands have also been concerned, again righthy opinion, to ensure appropriate
professional disciplines for members of the pratess

For lawyers:

The Isle of Man has Law Society and Legal Practérs Acts of long standing to
support its Law Society and Disciplinary Tribunal.

Jersey too hasa LawSocietyand Disciplinary Tribunal. Legislation is to beought
forward in the forthcoming session to improve the framewloritheLaw Society and give
teeth to the Tribunal.

In Guernsey, the Royal Court directly regulatesatigvities of Advocates, with the help of
Court rules stipulating how they must handle clizedounts. English solicitors are subject to
regulation by the Law Society in London.

For accountants, there is no legislation and nalleegulation. But all the accountants in the
Isle of Man and most of those in Jersey and Gugraseregulated by the self-regulatory
accountancy bodies of England, Wales, Scotland\mmthern Ireland.

BOX 13.1
SKETCH OF OVERARCHING LEGISLATION TO REGISTER ANDBEGULATE TRUST
AND CONIPANY SERVICE PROVIDERS

'Re Financial Services or Supervision Commissi&i®&JS) would be tasked to act as licensors
and regulators of Trust and Corporate Service pergiand to publish the names and addresses
of licensed providers in a public Register.

All persons, partnerships or companies offeringtera or other Trust services or company
formation, selling, secretary, administration aniceBtor services by way of a business, and
any others defined in an updatable Schedule, woellcequired to apply to the FSCs for
licensing as providers of the services in question.

Only suitably licensed providers would be alloweddrm Trusts and companies with special
tax status.

In deciding whether to license providers, the FSftilel be obliged to satisfy itself that the
applicants weréit and proper in terms of integrity, solvency, competg track record and
technical support.

The FSC would be obliged to draw up, promulgate grathte, after consulting providers,
Codes of Conduct for Trust, Company and Directovises, and for any other necessary
services.

Registered providers of the various services wboeldbliged to comply with the
relevant Codes. Some elements in them might bengpecific statutory effect.

The FSC would have powers:



(@) to inspect and obtain information from proval&sr purposes of enforcement;
(b) to name, warn, [fine] and / or remove from BRegister providers who cease toflie
and proper or fall to comply with the relevant Cedé¢ Conduct;
(c) to approve compliance auditors;
(d) to bringcivil proceedings to enforce any aspect of the regulatysiem.

The providers would be required to submit to th€FES
(@) annual returns, including an audited compliaietern and audited accounts-

(b) ad hoc reports of changes in key personnegbahehal actions against the provider or
its Trusts or companies”

(c) annual license fees

The providers might also be required to maintaiegaehte levels of working capital,
professional indemnity and fidelity insurance andf@ssional staff, and to keep client funds
separate from the providers' own funds.

It would be an offence:

(@) to act as a provider of the relevant servicigéisomt registration. or
(b) knowingly to deceive or mislead customers, or
(c)  knowingly to deceive, mislead or obstrilnet Regulator.

BOX 13.2

SKETCH OF ILLUSTRATIVE CODE OF CONDUCT FOR CORPORARTERVICE
PROVIDERS

BOX 13.2
CORPORATE SERVICE PROVIDERS.
ILLUSTRATIVE SKETCH FOR A CODE OF CONDUCT

Corporate Services Providers are required:

to promote the objectives of the Code, which are:
to ensure the highest standards of integrity antepsionalism in the service of
clients,
to prevent criminal or regulatory abuse, and tontaan and enhance the
reputation of the Island;

to act at all times with honesty and integrity amgply the "four eyes" principle,



to know their customer, including the identity ofysbeneficial owners of more
than 20 per cent of the worth of the company;

to know and have regular contact with Directors ang "shadow" Directors on
whose instructions they act;

to establish the nature of the company's activit@gnsure that they are legal,
and to ensure that they are informed of any chamgéem;

in the case of asset holding companies, to inva®ithe provenance of the assets
and to ensure that they are not the proceedsrokcri

to ensure that proposed company arrangements wewdstainable if publicly known and are
not a device to conceal assets or put them beysahrof creditors, tax authorities or other
injured parties.

to report anysuspicionsto the Island authorities;

to co-operate with the Island authorities if thegd information in the pursuit of
enquiries into possible criminal behaviour or breatregulation.

apart from the above disclosures, to keep thetdiaffairs confidential;

If they are providing Directors for a Company, tsere that the Directors are fit and proper
persons who can be relied on to act in accordaittetiie Code of Conduct for Directors;

to ensure that the funds of individuadsetholding companies are totally segregated from each

other and from the provider's and custodian's avnal$;

to have a written client's agreemeuith the Directors, the shadow Directors and
the beneficial owners (if different);

to charge a reasonable level of fees, in accordaitbe=SC guidelines”

to ensure that annual accounts are prepared anaittedh for all their companies.
1

including a statement of provider fees charged,

to ensure that the accounts are independentlyealidithe assets exceed [£100,000];

to keep records, files, minutes of meetings andildedf post received by the
company;

to deploy sufficient staff with the required refeces, skills, experience and
training to look after the Company's affairs;

to apply proper internal controls including therf@yes principle;



to maintain adequate levels of working capital Bnofessional Indemnity and
Fidelity Insurance and to let clients know whatythee;
to avoid conflicts of interest;

to manage transfers of clients in accordance witkegrlures defined by the FSC,
to avoid publicity or other material which would britige Island into disrepute; to record,

investigate and as appropriaet on complaints;

to have an independent annual audit of their caanpg with the legislation and the Code,
to co-operate fully with the FSC and in particular:

€)) to pay the annual registration fees,

(b) to ensure that their companies are properlistegd and make the proper returns to
the Companies registry,

(c) to submit the provider's own annual auditecaaots,

(d) to submit the annual compliance audit,

(e) to submit such other information as the FSC regyire, and

(H  to co-operate in disciplinary and licemegocation procedures.

14  FINANCIAL CRIME AND MONEY LAUNDERING, POLICY, LEGISLATION AND
ACHIEVEMENTS

14.1 The Islands' policies

The authorities in all the Islands have made dlegir firm commitment to prevent, deter,
detect, pursue and punish crime of all kinds, wereommitted, including money laundering
and tax evasion as well as drug trafficking, tasmrand fraud. They are likewise committed
to the fullest co-operation with other Jurisdicgdn that end.

Effective policies for countering financial crimeeeaclearly essential in any international
finance centre of repute. The Island authoriteshmitments in these areas are therefore of the
highest importance.

14.2 Compliance with FATF and other internationi@rslards

In pursuit of these commitments, all the Islandgeha policy to comply with the Forty
Recommendations on combating money launderingeointiernational Financial Action Task
Force (FATF), revised in 1996. FATF members inel@bvernment and law enforcement
representatives from all the countries with majoamcial centres in Europe, North America
and Asia.

Expert groups of officials from the UK and Hollafadind in 1994 that the Islands were well on
the way to compliance with the Forty RecommendatioBince then, further progress has been
made. New mutual evaluation groups, including esspieom FATF countries, are due shortly
to assess whether full compliance has been achieved



Through the United Kingdom, [?all the Islands] pagties to the 1990 Council of Europe
Convention on Laundering, Search, Seizure and €catfon of the Proceeds of Crime.
Jersey and the Isle of Man are both parties td 988 Vienna Convention against lllicit
Trafficking in Narcotics. Guernsey expects to ety by around the end of 1998.

14.3 Types of crime

The problems the Islands face in the field of ficiahcrime and money laundering are similar
to those in other finance centres, both offshoe@rshore, but none the less challenging for
that:

From time to time, the Islands' customers abusésthads' facilities to facilitate international
financial crimes such as drug trafficking, terraridraud, theft, insider trading, illegal flight
capital, corruption and tax fraud and evasion. séiith crimes may be organised either by
criminal groups ("organised crime") or companiesolividuals.

From time tatime, customers use the Islands’ financial instituti@oesnpanies
and trusts to hide the proceeds of these and kiheés of crime and make them appear
respectable. Such customers, who may again bé@duodis or companies or organised crime
units, typically move money from one centre to &eotn long trails designed to confound
investigators. This is the process now known asewpdaundering”

Fromtime to time,financial and other practitioners on the Islands themselves
defraud or otherwisket down the Islands' customers.

Whether the Islands have more than their fair shinreoney laundering and other financial
crimes is hard to judge.

There are some who say that the incidence of laeddaoney in the Islands is unusually high.
Compared with the main onshore jurisdictions thég/iwell be so. The Island authorities
certainly receive many more requests from othesdictions for assistance in the pursuit of
money laundering and other crimes than they madwmslelves. But offshore centres generally
probably receive a disproportionate amount of magonally laundered money as the money
launderers move the proceeds of crime through aeuwf different jurisdictions.

The impression of an unusually high incidence ahtiering in the Islands may therefore
reflect this wider offshore problem. It may aleflect the Islands' successes in detecting, or
helping to detect, the activities of internatiomadney launderers and the disproportionate
publicity that crime with an offshore dimensiondsrto receive in tile world's press.

There are others who say that the Islands’ business dspeportantly on tax fraud and
evasion and illegal flight capital.

With regard to tax fraud and evasion, the limitgdrenges of information between the world's
tax authorities makes any assessment of amounte mh@an usually hazardous. Many

practitioners on the Islands told me that they waraware of any such problems. The forensic
accountants whom | have consulted, on the othed,hdearly felt that the Islands still have a

substantial volume of such business.



Schemes used in the Islands, as elsewhere, foloewaiscorporate taxes in other jurisdictions
include booking of inflated profits to companieglie Islands, sometimes supported by sales of
fictitious or overpriced services by such compames connected company in the other
jurisdictions. Such schemes seem typically todasgd in tandem by professionals in the two
jurisdictions.

Schemes for evasion of personal income, capitalsgai inheritance taxes seem typically to
depend more simply on non-reporting by residentstloér Jurisdictions of income received or
assets held on the Islands.

The amount of illegal flight capital is equally Hao assess. In the Islands as in other
internationafinance centres, both offshore and onshore, a proportidghefssets held by non-
residents with the Islands' institutions is likedybe either illegal or of questionable legality in
the country from which the assets have been trenesfe Whether the Islands have
proportionally more or less than other centresiigdssible to say.

[The BCCI collapse provides some clue as to theiptesscale of tax evasion and flight capital
among the customers of one bank in one of thedsléte Isle of Man). Approximately one-
third of potential claims on the liquidator fromdsd customers did not materialise. The
claimants concerned seem to have thought it wbe while to forswear compensation of up
to £ 1 5,000 in order to hide their identities. tdb of them were necessarily evading tax or
other overseas regulations. But most of them fnigbaere. As the BCCI saga has revealed,
however, BCCI is likely to have had a much high@portion of disreputable business than
other financial institutions.] [Comparable figui@ hon-resident depositors of London
branches being sought.]

The presence of illegal business in the Islandsjifable as it is, has to be kept in perspective.
Much of the Islands' business, ' probably the wegbrity, is clearly perfectly legal. As
discussed in Chapter 2, there are good many reagonsustomers may choose to use the
Islands’ facilities. For many customers, there@edectly legal tax and other reasons for
doing so. The Islands' institutions mostly takanpdo vet and select incoming business. As
they have pointed out to me, they have the keentesest in avoiding illegal or questionable
business which could involve them in costly litigator reputational risk.

That said, the Island authorities fully accept thiké other international Finance centres, they
cannot afford to be complacent about abuse of theilities by criminals. They also accept
that in their role as hosts of International finamentres they have an absolute obligation to
minimise such abuses.

14.4 Development digislation

The Islands have developed considerable arsenddgisfation to counter financial crime
of all kinds. It is mostly based on, though not identical to, UKid&gion.

As in the UK financial institutions and professionals in the Islands cargito have a common
law duty of client confidentiality (though theresamo banking secrecy laws). But the Courts
have long had powers to override this duty in thespit of crime and the recent legislation
mentioned above has further enhanced the abilitheofiuthorities to do so.



The Islands have long had legislation on fraud.r@sey and the Isle of Man have theft
legislation, too. [The Islands are also ablenany cases to participate in Mutual Legal
Assistance Treaties (N1LATS) between the UK anémotiountries.]

In recent years they have added to their arsenafgey launderingggislation on UK lines in
relation to drug trafficking and terrorismhis enables the authorities:

(@) to trace, seize, restrain and confiscate the prdsed drug trafficking and terrorism,
and

(b) to institute obligatory systems siispicious transactionby financial institutions,
companies and professionals while also protectiegitagainst liability under the
common law duty of confidentiality.

By the end ofhis year, the Islands will all havall crimes money laundering” legislation,
again on broadly UK lines, giving the authoritiesyers similar (but not identical) to those at
(a) and (b) above in relation to the proceeds infies of all kindsincluding fiscal offences.

Alongside their fraud and money laundering legishatthe Island authorities have either taken
or intend to take two more general sets of powers:

(@) powers to obtain informationeeded fomvestigationsand Judiciakvidencethrough
such means as production orders and search andleseiarrants, for use both in their own
investigations and prosecutions and to assist tbbgther countries. and

(b) international co-operatiopowers to obtain information, documents and eviddoc use
by Courts and investigating authorities outsidelgfends and to assist in the forfeiture orders
of overseas Courts.

The UK model for (a) above is the Police &niminal Evidence Act (PACE) 1984. Tile
UK model for (b) is the Criminal Justice (Intermatal Co-operation) Act 1990.

Also relevant to the combating of financial crimethe Islands, including money laundering,
are the Islands’ legislation on financial regulaticompanies, trusts, insolvency and
bankruptcy, the forthcoming legislation on corperahd trust service providers, and the
Double Taxation Agreements with the UK. Good legien and regulation in these areas can
contribute greatly to the prevention and pursuitrine.

In summary, therefore, the Islands have either detag or will soon complete an arsenal of
legislation on financial crime and money laundesimgilar to that of the UK.

As discussed below, the Isle of Man has ~y comglgtalready. Guernsey will do so shortly.
Jersey plans to complete it by the end of 1999.

14.5 Issues arising on existing legislation
For the most part, the Islands’ existing legisfaseems to work well. In relation to drugs

and terrorist offences, In particular, the authesiin all the Islands have been able to give
exemplary assistance to the investigating and puasg authorities of other countries.



As discussed in the next Chapter, the hithertorimete state of the legislative arsenal has
hindered the Islands' ability in recent times teegassistance in other areas. But that problem
should largely disappear when Jersey enacts themstanding laws mentioned above. The
Jersey authorities, rightly in my view, [are nowaahing high priority to this and have set a
firm objective to have the legislation take effegtthe autumn of next year].

Within the existing legislation and the legislatisimortly due to enter force, there are a few
problem areas, actual or potential, which meritifer consideration. These relate partly to the
legislation itself and partly to the policies oétlsland authorities in implementing it.

(@) Restriction of co-operation under all crimes motayndering legislation to locally
indictable offences or offences carrying a maxinsa@mence of not less than one year

The new all crimes money laundering legislatioimernsey and the Isle of Man follows the

UK legislation in limiting co-operation with overa authorities over searches and seizures and
restraint or confiscation of assets to cases wier@redicate crimes would be indictable if
committed in the home jurisdiction.

In Jersey, where there is no distinction betweeittable and summary offences, the proposal
is to limit co-operation to offences carrying a nmaxm sentence of not less than one year.

In my opinion, limiting co-operation to the proceeaf locally indictable offences (or offences
with a defined maximum sentence) is a mistake. nieesage it gives to the criminal is that
offences treated locally as summary offences (flenaks beneath the sentence threshold) can
be committed with impunity. It is likely to excladco-operation on mofscal offences

(which tend to be summary offences) and all offesrm@ncerning specific taxes, such as
inheritance and capital gains taxes, that do nist @xthe offshore centres. The experience of
other offshore Jurisdictions suggests that suchdiirons may become serious loopholes.

For all these reasons, it is much better in myiopinot to limit predicate offences in this way.

The only potential justification for such limitatie is pressure on resources. The UK
authorities probably feared that, without sometitndn, they would. be inundated with
requests for assistanadich they would not have the resources to handle. Slaadis have
followed the UK's lead. But the reality is that oxerseas Jurisdictions arc so well- resourced
that they will pursue insignificant cases

If the UK takes the opportunity to change its l&gisn in this way, therefore, or to add to the
schedule of non-indictable offences where co-opmratan be given, 1 hope that the Islands
would follow suit.

In the meantime, the problem in Guernsey and tleeolsMan is less serious in practice than
might appear. In Guernsey, virtually all offences imdictable. In the Isle of Man, there is a
power (which should, | believe, be used) to addreany offences to the list of

offences where co-operation may be given.

In Jersey, the limitation on qualifying crimes wabldest be dropped altogether. Failing that,
the scope of the provisions could be limited taitaes" offences, liberally interpreted.



(b) Crime definition thresholds

A similar problem arises on the Jersey fraud legish. This legislation applies only to cases
of "serious or complex” fraudThe Jersey authorities have hitherto interpreted thisiaaning
frauds, actual or suspected, involving amounts2oinfllion or more. They adopted this figure
on "the basis of the £2 million figure initiallytdey the Serious Fraud Office (SFO) in the UK
for the rather different purpose of distinguishaages which the SFO would consider taking
over from local Fraud Squads.

The practical effect has been that, in cases gfesaied fraud, the Jersey authorities have
limited their co-operation with the authoritiestbé UK and other countries to cases involving
amounts above £2 million, while sometimes beingared to assist in smaller cases
considered serious or complex. They have not pespared to assist in relation to smaller
frauds or other crimes.

In my opinion, limiting the pursuit of crime to dieéd categories of case Involving sums of
money above a defined level such as £2 million ¢Wwinmcidentally excludes most fiscal
offences) risks giving quite the wrong messagesdold-be criminals. It leaves an impression
that frauds of less than this amount will not beestigated. As discussed above, the only
justification for such limitations would be presssion resources. But overseas Jurisdictions
are not in practice so well-resourced that they putsue insignificant cases.

[EITHER:For reasons such as these, the Jersegrdtigh are proposing to scrap the
guantitative threshold altogether and to set imsteirm presumption in favour of assisting
overseas authorities in the investigation of aaydis which the latter authorities consider to be
serious or complex.

| am sure . they will be right to do so. Such arse would be consistent with the general
policy set out at the beginning of this Chapter.

The authorities would need of course to reserveitfi, in this as in other areas, to
withhold assistance in particular cases on widé&tipyoolicy grounds.]

[OR. The Jersey authorities have indicated angiiess to apply the fraud investigation
powers more flexibly and to introduce a Police @muininal Evidence (PACE) Law in 1999.

Welcome as these improvements will be, 1 very nhage that the authorities will be willing

to take the further step of publicly scrapping gu@ntitative threshold altogether It would be
much better, in my opinion, to set a firm presumptin favour of assisting overseas authorities
in the investigation oanyfrauds which the latter authorities consider t@ségous or complex.
Such a course would be consistent with the gepelaly set out at the beginning of this
Chapter.

The Island authorities would need of course to reséreeaight, in this as in other areas,
to withhold assistance in particular cases on woddalic policy grounds.]

(c) Fiscal investigations.



The Jersey [not Guernsey or oM, | think?] authesithave also had a policy not to assist
investigationsby overseas authorities in purely fiscal casesjghdhe fraud powers

mentioned above would in principle provide the ss8eey powers to assist on a similar basis as
for other kinds of fraud. The Royal Coistwilling, on the other hand, to meet applications to
assist in the provision @videncan fiscal cases where criminal proceedings haveibeg

The Jersey authorities have now said that theybgilbrepared in future to use the
powers they have under their fraud law to inveséigacal crimes which can be regarded as
serious or complex fraud.

For the period immediately ahead this seems to omnstructive proposal, especially if the
practical interpretation of serious and complexidcés changed in the way suggested in the
previous section. The Police and Criminal EvidefifR&CE) and International Cooperation
Laws, both proposed for enactment in 1999, wilvpte a fuller and more permanent solution.
The sooner these laws can be enacted, clearlpetiber.

(d) Restraints on sharing suspicion reports outsidelshend

The new all crimes moneylaundering legislatioftle Isle of Man and Jersey] [OR all the
Islands] permits the police to disclose informatatrtained through the suspicious transaction
reporting system to people outside the Island wiilly the Attorney General's

consent.

In principle this requirement could result in danmggdelays in the transmission of information
and troublesome increases in the workloads of tier#ey Generals. However, the Attorney
Generals propose in both [all] cases to issue génensents which will permit the police to
pass information to defined recipients without $iiemdividual consents.

(e) Time-bars for prosecution

(f)

As highlighted by the recent Bank Cantrade triats@y has a Miscellaneous Provisions Law,
1978, which requires that the prosecution of amyusbry offence must be brought within 3

years of the date when the alleged offence was dtietn This time-bar meant that there was
no option to prosecute one of the bank staff ingdlin the Bank Cantrade affair (although that
is not to say that prosecutions would necessaalxetbeen brought otherwise).

The Jersey authorities are recommending to their Padrd, rightly in my view, that all
such time-bars to prosecution should be repealed.

[Do Guernsey or the I1oM have anything similar?]
14.6 Delays and lacunas in existing legislation

The Islands have generally followed UK models ahanal as well as commercial legislation,
sometimes with a considerable time-lag.

In my opinion, following UK models is a sensiblepapach. The Islands do noave skilled
resources for law preparation and drafting on &sehich would enable them to re-invent
every wheel.



The principal elements in the UK's legislative aedor combating financial crime and
money laundering are the Acts of Parliament regatn

fraud,

theft,

extradition

proceeds of drug-trafficking and terrorist crimes
all crimes money laundering

police and criminal evidence and

international co-operation.

Also relevant are the Mutual Legal Assistance Tiesawith most of the other larger
countries.

All the Islands now either have all these eleméenfdace or are well on the way to having
them. There have, however, as also in the Braisdrseas Territories, been delays of several
yearsin some cases before they have followed the UK's nsodehese would preferably

have been avoided.

Especially in Jersey , moreover, the missing efgmim the present legislative arsenal are still
the authorities there from co-operating with offaeisdictions to the fullest extent in the
pursuit of crime. It is clearly important, theregothat that there should be no further
slippage in the timetables for enacting these efesne

The present position in each of the Islands, coegaith the UK models, is as follows.
(@) Isle of Man

The Isle of Man now has all the main elements ac@] includincAll Crimes Money

Laundering, Police and Criminal Evidence (PACE.Jldnternational Co-operation ActsThe
only small omissions, compared with the UK legislat are certain additional provisions made
in the UK's Proceeds of Crime Act 1995, notably@vjsion enabling the Court to assume,
when ordering confiscation of the assets of a diatwitli two or more convictions in the
previous 6 years, that the assets are proceedsyd.cThe Isle of Man authorities are planning
shortly to bring in a similar provision. (Will J & have this provision?] [Do we need to add the
outstanding money laundering provision mentionethéeloM (Chapter, p 1097?]

(b) Guernsey

Guernsey does not have precise equivalents tBAIGE and International Co-operatidraws
in the UK arsenal. [ ? But the authorities are aivider other legislation [please specify] to
obtain information and evidence and to respon@guests from overseas authorities.

Guernsey'&ll Crimes Money.aunderinglaw is due to be enacted in the autumn. The
authorities [already have in place an all crimespstious transaction reporting system but] will
not have comprehensive powers to search, seizegireand confiscate until the new law is in
force.

(c) Jersey,



Jerseyhas not hitherto hRACE or International Co-operatiobaws. In the absence of
these, the Jersey authorities do not have poweastton information and evidence, or to
assist overseas authorities, except in casesddlagrugs, terrorism and serious or
complex frauds. The authorities intend, howewehdve these laws in place by the
autumn of 1999.

Jersey'dll Crimes Moneyaunderingis due to be enacted in the autumn. As in Gugrrike
authoritiespowersto search, seize, restrain and confiscate willhged until the Law is in
force. Their suspicious transaction reportingaysttoo, will be limited in the meantime to the
proceeds of suspected offences related to drugseardism.

[A further lacuna in the Jersey legislation is #iisence of 7ieftlegislation on the lines of that
in the UK and the other Islands. The law enforaanaeithorities have found that this further
restricts theirability to pursue financial crime (please explain in whays}y. Can we include
some explanation fdhe absence of a Theft Law is there any intention tmauce one? If so,
when?]

14.7 Improving the legislative arsenals

There are several areas, both in the UK and insthads, where the present legislation and
international agreements might be improved so asrémgtherthe hands of tile
authorities in the pursuit of financial crime andmey laundering,

(a) A general law on co-operation

As the above discussion has indicateé,legislation enabling the UK and Island authorites
counterfinancial crime and money laundering and to assist overaghsriies has grown
incrementally ovethe past 15 years.

The result is that the authorities in each Jurisdichane differing powers, circumscribed i

in a variety of different ways, in relation to diffng kinds of offence, including some choices
as to which piece of legislation they rely on Imtalar cases.The regimes differ as between
drugs, terrorism, fraud, corruption, tax and molaymdering casas ways that have no
obvious rationale.

There is nasimple answer to thesimple question: "How far are you able to co-operaith
overseas authorities the pursuit of crime?”

For law enforcement and other professional pracigis, the variety of powers is unhelpful.
There may therefore be a case for consideringghesigeneral law on co-operation, along the
lines sketched in the accompanying Box, to replheeexisting proliferation of tightly drawn
provisions.

Such a law might empower the authorities of the édnrisdiction to investigate, obtain
evidence and restrain assets at their discretimth, @n their own account and in response to
requests from the authorities in other Jurisdijon relation to all criminal and civil

cases.



As in much existing legislation on regulatory cceogtion, the powers might be available
irrespective of whether the crimes or regulatogaleches would also be crimes or breaches in
the homagurisdiction.

BOX 14.1

GENERAL LAW ON INTERNATIONAL CO-OPERATION
AN ILLUSTRATIVE SKETCH

The authorities would, however, retain the rightiézline requests from overseas authorities
where there were good reasons. The requestingraigh might, for example. be unable or
unwilling to do forthe home jurisdiction, or for themselves domesticalat they are asking
the home jurisdiction to do. Or there might beavidonsiderations of public policy or human
rights.

If the UK should think it right to adopt a simplergeral law along these lines, which
might offer a useful standard for internationalgtice, 1 hope that the Islands would be willing
to follow suit.

It may well be that, for one reason or anotherhsautaw would not be practicable or
convenient. If so, however, a reasonable aim wbaltb amend existing laws over time
to produce the same effect.

(b) Information gateways

If the authorities inside a Jurisdiction are toshecessful in the pursuit of crime, they need to
be able to share information with each other. WKeand the Islands have similar “gateways"
for this purpose.

In both the UK andhe Islands,the most importat lacuna seems to be the inability of the
Tax authorities to supply information to other autties and, to the extent permitted, vice
versa. Such information is potentially invaluaipléhe pursuit of crime. Only criminals
benefit from the absence of such a gateway.

If the UK is able to introduce such a gateway, ¢fae, 1 hope that the Islands will be willing
to follow suit. It would of course continue to becessary to pass on information received
from overseas authorities only to the extent thatlatter authorities were content for this to
happen.

There may likewise be scope for improved gateways/éen regulatory bodies and public
authorities. In this case, the EU Banking Diregsiimit the use that can be made
of information exchanged between Jurisdictions.

(c) Resolving Jurisdictional disputes



With the increasing internationalisation of crinliaativity, and the increasing tendency to
launder the proceeds of crime by transfers betwl#fésrent jurisdictions, the problem of which
country has Jurisdiction in particular cases hasime increasingly frequent.

If a company suspected of criminal activity or mpleundering turns out to be registered in
the Caribbean, with UK and American principals wasS company agent and administrator, a
headquartersttice in the Channel Islands and a bank account in teeofdMan, which of the
finance centres concerned should take the lead in prosgutirhe danger is that none of them
will. In that case, the criminal will be encourdge develop further criminal activities along
similar lines. -

The problem may have further dimensions as welle driminal activity may involve civil
regulatory as well as criminal offences. The dlicisons concerned may have different kinds
of law and investigation systems.

Neither the Islands nor the UK can solve theselprob on their own. The solution must lie in
an international agreement, perhaps under the aétie FATF, for the rules of engagement.
Such an agreement might put the onus on the coahtgsidence of the principal defendant to
Prosecute if other jurisdictions are unwilling to sb.

(d) Double Taxation Agreements (DTAS)

With the removal of exchange controls and contigumprovements in the technology for
money transmission, the evasion of taxes throulgle faooking of profits, bogus international
transactions and non-reporting appears to be dgmobf major proportions for virtually all
jurisdictions. As the EU member states have reiseghin the EC Mutual Assistance Directive
of 1977, the exchange of information between tdha@ities is one important means for
combating such evasion.

Each of the Islands had a Double Taxation Agreeméhtthe UK which includes provisions
for exchanging information. These agreements lavember of drawbacks, including a
provision whereby information exchanged under tigee@ments may not be used in evidence.

It seems clear that the present DTAS, which date fihe [ 1 950s], should now be
replaced byeither

(@) modern DTAS, based on the OECD model,

(b) modern Exchange of Information Agreements (BlAmsed on the 1977 EC Mutual
Assistance Directive.

Either way, the information exchanged should carerequest, spontaneous, automatic and
personal information, as defined in the EC Dirextihe coverage should preferably be as
comprehensive as possible. The authorities sHmilgrepared, moreover, to give assistance
even in cases where they themselves have no Ihterd® tax obligation.

14.8 Achievements

In the combating dfinancial as well as other crime, prevention and deterreneelaarly
of the highest importance. And these in turn ddp®ot just on detecting and convicting



criminals and removing their ability to operater(&xample through prison sentences or de-
licensing) but also on depriving them of their gaamd taking the profits out of crime. As one
offender famously said..

"I'm not botheredhow long they give me so long as they don't take avilaywy
[expletive deleted] money”

In terms of taking the profits out of crime, the WKs not so far been very successful.
Amounts recovered are barely significant in relatio the scale of the problem or recoveries
made by the US authorities.

The experts seem agreed that the sums of monegiderohthrough London alone each year
amount to many billions of pounds, probably mom=ntE100 billion. In no recent year,
however, have tile confiscation orders issued utlieitJK's Drug Trafficking legislation
amounted to more than £30 million. The amountsalst recovered, moreover, have typically
been around one-third of these sums, with variatfoom year to year. Recoveries under the
other recent legislationave (barely yet begun].

The Islands, for their part, have all had considierauccesses in individual drug trafficking
cases. The US Agencies have commanded them fstaag® given. In relation to the likely
scale of the problem, however, the Islands todj ieir similar legislative frameworks and
practices, may not be doing much more than scragatie surface.

In the field of tax evasion, the position looks gamly problematic. A recent calculation
suggests that tax evasion and avoidance in theddikdde running at an annual rate of at least
£25 billion, compared with special compliance resmmoes of around £ 2.5 billion (Martyn
Bridges, Journal of Financial Crime, Vol. 4, No2). many cases, evasion techniques involve
the use of offshore centres. That is wily, asused above, good cooperation between tax
authorities, including offshore tax authoritiessesimportant.

With regard to insider dealing offences, agawmaring trial costs have typically dwarfed
the amounts recovered-

Disappointing as the record to date has been,uldvoa my opinion be wrong to conclude that
the present legislation, intelligence and enforasmapparatus is wrongly conceived or
incapable of delivering results. It must be ex@ang a major deterrent effect. Without it, the
amount of financial crime and money laundering wliadbubtless be significantly greater.
Many criminals in other fields are identified thghufinancial intelligence. The system is,
moreover, fairly new. Even in the UK, the full @fts will not be felt for another year or two.

That said, the battle against financial crime,udahg money laundering and tax oftences, is
not yet being convincingly won anywhere. It wilerefore be an important task for the
authorities in the UK and the Islands, as in otteemtries, to consider what more can be done,
in terms of legislation, systems and practices.

14.9 Possible measures to take the profits outinfec
With regard to legislation and the law, there &ree areas, all potentially important, which

could have a significant impact in taking the potut of crime and disrupting the schemes of
criminals. In the first two of these, it would fme the UK to take the lead and the Islands to



follow. In the third, the Islands are already takithe lead and the UK might be well-advised
to follow.

(@) Unexplained life-styles

In the United States, the authorities have powersgtrain the assets of people with
unexplained life-styles until they have accountadtiem. These powers have proved a highly
effective means of recovering or confiscating thecpeds of crime, especially tax evasion, and
may explain the much higher rate of recoveries thahe UK.

In Ireland, too, the Courts now have power to eestthe assets of persons suspected of
criminal activities until they have proved theinotence. Significant numbers of criminals are
believed to have moved elsewhere as a result.

Further afield, Governments in South East Asiayap@imilar reversal of the normal burden of
proof where public servants have means and lifilestyeyond their incomes.

In the UK and the Islands, the authorities do ngrasent have similar powers. The closest
(but not very close) approximation is the provisioithe Proceeds of Crime Act 1995 whereby
the Courts may now assume, when ordering confmtati the assets of a defendant with two
or more convictions in the previous 6 years, thatdssets are proceeds of crime.

If the UK authorities do decide to take powersdstirain assets, and reverse the burden of
proof, in cases where people are seen to live lzktlogir visible means, | hope that the Island
authorities will be willing to follow suit.

(b) Use of civil laws and locus

In the UK, as in most other Jurisdictions, the atitfes have not in practice succeeded in
bringing criminal convictions for financial crimsych as fraud, corruption, insider dealing,
money laundering and tax evasion, on a scale réynmteportionate to the scale of crimes
committed. Even where criminals are convicted,aower, the authorities have not so far been
very successful in depriving them of the proceddbeir crimes.

As part of their response to the problem, the aitiae make some use of civil as well as
criminal law procedures when trying to recover pexts of crime. The Tax authorities, for
example, make frequent use of Mareva injunctiorésempt disposal of assets ahead of
confiscations and recoveries. The Island autlesri@émploy similar techniques.

There is, however, a school of thought which ardhas as in the United States, the tax and
other prosecuting authorities should make much rertensive use of civil powers (see Barry
Rider (ed.), Laundering Control, Roundhall, Sweet Maxwell, 1996, pp 26-27). Burdens of
proof are typically lower in civil cases, the lawefsevidence more relaxed, and the procedures
faster, not least for international co-operati@ivil forfeiture powers, moreover, can in
principle be used in cases where defendants cénenotought to Court (for example, because
they are dead).

Regulatory authorities haweiccessfully used such powers (?not least in taefdan).
Tax authorities, too, have used them to a limitae .



The authorities may sometimes have difficulty itabishinglocus standwhen using civil
procedures for such purposes against criminal grnises. In general only the victinaslocus
to sue. But these problems might be eased throeghstatutory provisions allowing the
authorities concerned to bring civil law proceeding freeze assets of those under suspicion
and remove them from convicted offenders.

In both the UK and the Islands, the authorities mash to consider these points.

Whether or not the authorities decide to extendueof civil procedures in this way, and to
make statutory provision as required fliocus,the autonomous development of the civil law
itself may powerfully reinforce the criminal proioss of the latest legislation in deterring
financial crime and money laundering.

Recent civil law cases in the UK and the Isle oin\have increased the risks to professional
service providers and advisers if they turn a bégd and do nothing when they suspect
wrongdoing (Barry Rider, ibid). It has now beenlfeclearly established that professionals
who have grounds for suspicion:

(i) are potentially liable if they turn a blind eyestead of investigating something
which clearly should have been investigated (AGiRi¢a) Ltd v Jackson, 1991); and

(i) have a duty to identify and warn potentialtimes of wrongdoing (Finers (a firm) v
Miro, 1991).

Liquidators in particular would probably wish tary suits for restitutions against
professionals who have turned a blind eye or reethinactive in such circumstances.

In the light of these judgements, the potentialil di@bilities of professional advisers and
service providers who turn a blind eye to cleaesasd money laundering or other financial
crimes must be on a scale to dwarf the penaltidstme new criminal legislation for failure to
report suspicions. The requirement in the crimiegislation to report suspicions, moreover,
makes it less likely in practice that oversight Vabloe a convincing defence.

(c) Licensing and disqualifying the service providers

Another valuable element in strategies for preventinancial crime is the licensing,
regulation and, as necessary, disqualificatiomefdrofessional service providers, Trust
companies, company directors and administratoentagand advisers who are potentially
facilitators of such crime.

As discussed in Chapter I- such providers, if itarid proper, risk bringing finance centres
into disrepute, either by introducing and condorbag business or by defrauding or otherwise
letting down their customers. The ability to pigrdputable, dubious or incompetent providers
out of business is therefore crucial.

A further reason for bringing all who provide sigdrvices within the regulatory
boundary is that they are well placed to know aluligreputable activities masked by
company and Trust vehicles.



From this point of view, too, therefore, the Islanghorities seem to me to be right to extend
the regulatory boundary, as they propose to dmdode Trust and company
service providers.

If this policy is combined with the measures disagdsearlier in this Chapter and those
discussed in earlier Chapters for effective enfioreet of regulation and improved regimes for
companies and Trusts, the Islands will, 1 beliéae an outstandingly good total apparatus
for preventing , deterring and combating financrine and money laundering.

The U.K, for its part, does not regulate Trust@mpany service providers. Although many of
the individual providers are solicitors and accamté who are self-regulated by their own
professional bodies, their conduct of Trust and gamy business as such is not regulated.
Service providers who are not solicitors or accantg are mostly unregulated by any public or
professional body.

The reason why the UK does not regulate such peosid doubtless that they play a than in
the Islands. Their much smaller part in the conymard Trust sectors in the UK have not,
therefore, been perceived as a major problem.

On the other hand, the reasons for extending tpdatory boundary in the Islands. both
regulatory and counter-crime, apply with similard®in the UK, even if the population

of providers is proportionately smaller. When Islands extend the boundary, moreover.
the less reputable providers will be tempted togfer their activities to the mainland.

| hope, therefore, that the UK authorities will sater extending the regulatory boundary in the
same way as the Islands propose to do, while alpooiving the disclosure regimes for
companies and the regulation of Trusts. Theseensattould naturally be considered as part of
the forthcoming Review of company legislation ane introduction of the Financial Services
Authority.

14. 10 Tax avoidance and “harmful tax competition”

This Chapter and the two succeeding Chapters nmagadnt references to tax fraud and
evasion as being a significant element in the pbotiof criminal behaviour with which
all finance centres have to contend.

There is a separate and very important set of $ssnentioned in Chapters 2 and 10,
concerning (legal) tax avoidance by the Islandstauers. The G7, the OECD and tile EU
have all been discussing the issue of "harmfuttarpetition” by offshore finance centres
generally through low levels of tax, the absenceesfain taxes and special corporate tax
vehicles.

The Island authorities have argued with force thatissues involved in harmful tax
competition are far from simple or straight forwarthey have made known, rightly in my
view, that they wish to play a full and construetpart, through whatever channels are
available, in the on-going international discussion

Although there arelenty of artificial tax schemes and structures wheredikgnction



between (legal) tax avoidance and (illegal) taxsemabecomes blurred, the basic
distinction remains valid. The present report dogisneed, therefore, to discuss the issues
of legal avoidance or harmful competition, whiclywaay lie outside its terms of reference

15 FINANCIAL CRIME AND MONEY LAUNDERING
PRACTICALITIES

15.1 Overview

This Chapter considers how the Islands' systemk imgoractice to combat financial
crime of all kinds, including money laundering @a# evasion. It looks first at areas of
special interest to overseas authorities pursuimges:

intelligence

investigation

obtaining evidence

tracing, restraint and confiscation of assets
extradition,

and then at domestic prosecutions, convictionspamalties.

The overseas authorities whom | consulted wereealgiteat the Island authorities have
been notably successful, as well as immenselyfiielp the pursuit of drug trafficking
and customs and excise offences, and not onlyeisetiareas. Where problems have
arisen, they have mainly been in other areas.

15.2 Intelligence; suspicion reporting systems

The Island authorities recognise that good inteflice is all important in the pursuit of
crime, as is the exchange of intelligence with sgas authorities. Anti-money laundering
policies, in particular, depend on this.

In keeping with best international practice, theref as set out in the FATF's Forty
Recommendations, the Island authorities have inted systems of suspicion reporting by the
financial, professional and company sectors. Hs&ess are modelled on the UK's system.

(@) Duty of confidentiality

As discussed in Chapter 14, information on custdmances held by the financial and
professional sectors in the Islands continues) dise UK, to be protected by a common
law duty of confidentiality. The Courts have longen able to override this duty for the
purposes of criminal investigations or proceedingBe new legislation defines further
circumstances where the duty is overridden..

The drug trafficking and counter-terrorist legigatobliges financial institutions,
companies and professionals, as in the UK, to teépdhe authorities transactions
which they suspect might be related to these fahastivity. It also protects the staff
concerned from being sued for breach of confidence.



The new all-crimes money laundering legislationr@dated legislation) will shortly
extend the reporting obligation and the protecfarstaff, as in the UK, to transactions
which institutions and staff suspect might be aisded with crimes oéll kinds,
including tax evasion. It will shortly be an offanfor staff not to report such
transactions to the authorities where there aigr ¢eounds for suspicion. [It won't be a
criminal offence in any of the Islands to reportemtthere is no suspicion, will it?]

The Island authorities to whom these suspicionntspuust be made are the joint Police/
Customs Financial Investigation Units in Jersey @uernsey and the Police's Fraud
Squad in the Isle of Man. They in turn are obligetreat these reports in confidence.

(b) Obligations of reporting organisations

In all the Islands, the authorities have gone twsaterable lengths, in co-operation with the
Financial Services Commissions and bodies represgtite industries, to ensure that reporting
organisations and individuals understand theirgabions and their duty of vigilance under the
new legislation for reporting of suspicions. Tlag required:

to have suitable internal compliance systems aadaaiures;

to determine the, identity of customers or potémtigtomers,

to recognise suspicious transactions or activéaresreport them to the

authorities;

to keep records for prescribed periods;

to identify and train reporting officers and kegf§tto keep in touch with the authorities and
the FSCS;

to arrange for regular monitoring of their arrangeis by internal auditors and compliance
units.

(c) Coverage of crimes: tax evasion

The new legislation governing the suspicion repgrsystem, like that of the UK, covers the
proceeds of all locally indictable crimes (or, e tcase of Jersey, all crimes with a maximum
sentence of one year or more). Chapter 14 disdubsedisadvantages of these formulations.

As in the UK, locally indictable crimes include &ily indictable crimes of tax evasion.
Finance sector staff are obliged, therefore, toneguspicions of tax evasion. In the United
States, too, reporting bodies are obliged (undearsee legislation) to report suspicions of tax
evasion as well as other crimes. In most of th@pgean countries, on the other hand,
Governments have bowed to pressure from the bahksy and other reporting bodies are not,
as yet, obliged to report suspicions of tax evasion

In my opinion, the Islands are right to include &wasion and other tax offences within the
transaction reporting system, as in the UK andBe Not only is there no significant moral
distinction between defrauding the tax authoritied defrauding anyone else. But excluding
tax evasion from the predicate offences coverethbysuspicious transaction reporting system
gives the perfect alibi to institutions or stafidiclined to report suspicions. They can excuse
failures to report by saying that they assumedffences to be tax evasion.

Reporting institutions and staff are not, of courdaiged to be expert in criminal or tax laws
throughout the world. Neither is it for them ta@ge whether suspicions concerning non-



residents should be reported to the authoritigk@tountries concerned. Their obligation is
simply to report suspicions to the Island authesiti

(c) Institutional coverage, including companies praferals and bureaux de change

In the Islands, as in the UK, the obligation to malispicion reports extends to all categories
of financial institution, trust companies, othenqgmanies, lawyers, accountants, investment
advisers and other partnerships and individualgerd is a limited exemption for information
covered by legal privilege.

In my opinion, this comprehensive coverage musidig. In many countries, however,
including the US and France, lawyers and accousitznet not yet obliged to report.

Among the bodies covered by the new reporting akihgs are théslands' bureaux de change
Like other bodies, these bureaux are required e hapropriate compliance systems as well
as making reports.

The Islands have many fewer such bureaux than Gédwyaltar. As in the U.K, they are
not subject to regulation by the Islands' FSCs bseghey are simply traders in
currencies and do not take deposits, conduct imestbusiness for clients or undertake
any other forms of fiduciary responsibility.

(e) Levels of reporting

In all the Islands, even ahead of introductionhef All Crimes Money Laundering legislation,
the level of suspicion reporting has been impressivhe new system has led to a step-jump in
the quantity and quality of intelligence.

As indicated in the accompanying table, the Islanthorities received 1670 suspicion
reports In 1997. This figure compares with onlgneal 3,000 in the UK (excluding reports
from the Islands).

The vast majority of reports have come from battsugh life insurance companies too have
made a large number and trust companies a signifreamber. Reports by other groups have
so far been limited.

The table shows the number of reports made by galp in 1997 in the three Islands

taken together.

SUSPICIOUS TRANSACTION REPORTS IN THE THREE ISLANDS

Institution Number of reports1 997
Banks 1231
Insurance companies 366
Otherfinancial institutions 7
Trust companies 35

Other companies 3



Lawyers 2
Accountants 9
Investment advisers 2
Other partnerships and individuals _ 15
TOTAL 1670

As discussed above, the recipient authorities alm ésland are responsible, along with the
regulatory authorities, for ensuring that all loggdtitutions, companies and partnerships have
proper internal systems for reporting suspicionke figures suggest that groups other than
banks and insurance companies may not yet havelatdepporting systems. [The authorities
propose, therefore, rightly in my view, to tardgegit education and training programmes on
these groups.]

In a significant minority of cases, suspicious s&etion reports lead to discoveries of money
laundering or other crimes such as banking frauds.

() feedback

The Island authorities are well aware of the nedrovide feedback to the provider
institutions. It is clearly important that theyosthd do so.

(9) Sharing of information

The Guernsey and Isle of Man authorities feedhalirtsuspicion reports into the NCIS
database in London. The Jersey authorities hatreeipast fed in only a limited number of
reports but propose to bring their practice int@ With that of the other Islands.

With advancing technology for communications andheyotransmission and the globalisation
of crime, intelligence professionals need to be ablshare intelligence quickly and in
confidence with counterparts in other countries dfscussed in Chapter 14, the Island
authorities mostly have a good record in this amekhtaken steps to remove unnecessary
obstacles

15.3 Intelligence: other aspects

The suspicion reporting schemes enable the autd build up information databases which
are invaluable in the pursuit of crime of all kindst just financial crime. Other sources,
however, are important as well.

One such source is companies data. As discusseldapter 10, Jersey and Guernsey collect
information on the beneficial ownership of companiegistered in the Islands though not of
other companies operating on the Islands. Itsevalould be much increased if the proposals
discussed in Chapter 10 were implemented.

Another valuable source is information from memlzdrthe public. To facilitate this, [all?]
the Islands have public "crimestopper” lines toghkce. There may be a case for a specific
"financial crimestopper" line to the Islands' Fingh Investigation Units or Fraud Squads.



15.4 Investigation

When the authorities have intelligence that a ctvag or may have been committed but do not
have enough information to bring charges, they needake investigations. This

“investigation stage" often requires co-operatigrother authorities both inside and outside the
jurisdiction.

The Island's police authorities have had some problat the investigation stage, both when
they have needed to make investigations themsalwsvhen foreign authorities have asked
them for help.

The Islands receive many more requests for help ey make themselves. This imbalance
arises because their international finance ceniwdsusiness primarily with customers resident
elsewhere. The practical issue, therefore, hag miben been-the Islands' ability to provide
assistance to others than the ability of othemdeide assistance to them.

(@) Deficiencies of legislation

As discussed in Chapter 14, the main problem has th&t the legislation empowering the
Islands’ police authorities to make investigatiand assist other countries has hitherto been
patchy and deficient. This has put the police dhffecult position. They have often not had
the powers to give the authorities in other coestthe help they would have liked to give.

The Isle of Man authorities have now resolved phigblem. [The Guernsey authorities
will shortly have done so. The Jersey authorigbgsect to have done so by the autumn of
1999].

In Jersey, the authorities' policies of not helpim@jscal cases and limiting assistance on fraud
to cases above £2 million have been a further prob|These problems, too, however, are
about to be resolved.]

To judge by my discussions with the authoritieseneral countries, four further problems are
worthy of mention.

(b) . Different kinds of investigating authority

Some of these authorities told me that they haffiedlty in co-operating with different kinds

of investigating authority in other countries. Fiproblem tends to arise when the task of
investigation falls to prosecuting authorities meacountry (as generally happens in the
European countries) and to the police or Custonasather (as in the UK and the Islands).
Co-operation may then be problematic, especiallgresthe enabling legislation does not allow
for differences in responsible agencies or prooesiur other countries.

The problem seems to arise most often when otherdeéan countries need to co-operate
with the UK. Similar problems are liable to arisewever, when they need to co-operate
with the Islands.

In my opinion, these problems must be for the UKeolve in the first instance with other
larger jurisdictions. The Islands would then bkeab adopt similar solutions. The problems
cannot be insuperable. There should be no diffiaalresolving them through discussion



leading to Memorandums of Understanding and, iessary, minor changes in the wording of
legislation.

(c) Routing of requests

The prosecution, police and regulatory authoritiesome of the countries | visited seemed to
believe that requests for assistance from the dsldwave to be routed through the Home Office
in the UK or even the Foreign and Commonwealthd@ffiThis misperception arises at the
stage of obtaining evidence as well as at the tigegson stage.

In fact there is no such requirement. The righirse for overseas authorities is to make
contact directly with the relevant Island authesti

(d) Assumptions that no assistance will be forthcoming

Some of the overseas prosecutors and regulatoes, lperhaps influenced by responses
received in other offshore centres, assumed tlea¢ tivas no point in asking the Islands for
assistance in the investigation of crimes or regueoffences, since no assistance would be
forthcoming.

As will be clear from the above discussion, thansl authorities all edgy have a firm policy of
full co-operation with other countries in the putgi crime. There igverypoint, therefore, in
asking the Island authorities for assistance. pehthat the present report, and the prospectuses
in the Island Chapters, may help to clarify this.

(c) Facilities for overseas investigators

A final point, which the authorities in several otties made to me, is that investigation is
greatly facilitated if the requesting country's olmestigators are able, in appropriate cases, to
join the local investigators in making searches @mtucting interviews.

In practice, [?all] the Island authorities are neiling to do this.

15.5 Obtaining evidence

As discussed above, some of the difficulties asgediwith the investigation stage have arisen
also at the stage of obtaining evidence for useaart. For the most part, however, the Islands’
procedures for obtaining evidence for overseasoautigs have been less problematic.

Although the areas where assistance can be giwenldeen limited in the ways already
described, the authorities have been able to pecasdistance to overseas authorities in the vast
majority of cases where formal requests have bestemThe Island Chapters set this out more
fully.

(@) Letters of Request procedure

In (all] the Islands, the traditional procedure pooviding evidence is through formal. Letters
of Request, known in Jersey and Guernsey as "Cosions Rogatoires”. [loM].



Under Evidence (Proceedings in other jurisdictiddg]ers dating from the early 1980s, the
Island Courts can comply with Letters of RequesinfiCourts in other jurisdictions where
proceedings have begun. They can order the poovidi documents or evidence for use in
such proceedings. There is no restriction onype bf crime except that political offences are
excluded. The Jersey authorities, like the othénarities, are able to give assistance on purely
fiscal cases under this statute.

[Is this what happens in the loM]

The more recent legislation on fraud [? and draffibking, terrorist offences, insider dealing
and all crimes money laundering?] offers a fastec@dure for obtaining and providing
evidence. The Law Officers can authorise this autrapplying to the Court. (Is this true in J
and IOM?1. The authorities are always willing tivese overseas jurisdictions on the simplest
way of proceeding.

(b) Swearing of documents

Some problems have arisen from time to time orstiearing of documents for use as
evidence in the Courts of other jurisdictions. THg& Courts in particular require sworn
statements of authenticity under penalty of perpafore such documents can be used in
evidence.

In my assessment, these problems must be solliibke Evidence (Proceedings in other
jurisdictions) Orders already mentioned allow treuf@s in Jersey [and Guernsey?] to order
that evidence be given under oath for use in gtivexdictions. The question is what happens
on the rare occasions when witnesses are reluctaign the relevant affidavits. The
authorities have told me that the problem can abnimey/solved in case of need through the
Letter of Request procedure. [loM?]

(c) Evidence in fiscal cases

With regard to fiscal cases, the Double Taxatiome&gients (DTAS) with the UK do not
permit information exchanged under the Agreemantsetused as evidence. As discussed in
Chapter 14, this and other aspects of the DTAslaecfor early review by the UK and the
Islands.

The Tax authorities in all the Islands have no gam@owers to collect information for the
benefit of tax authorities in other jurisdictionBut the authorities are prepared to obtain
evidence relevant to criminal proceedings in threesavay as for other categories of offences.

[Do the authorities in any of the Islands neetldge an Island "tax interest" before they
are able to give assistance at the investigati@vigience or confiscation stages?]

15.6 Extraditions

The UK's Extradition Act 1989 applies directly tbtaree Islands. Extradition proceedings, if
needed, take place before a Metropolitan Stipenditagistrate in London. The Island Courts
do not have power to prevent the removal of a aifehto the UK, though in Jersey warrants
issued by magistrates in the UK have to be enddrgele Bailiff.



15.7 Restraints and confiscations

All the Islands are able and willing to trace, rast and confiscate assets held by suspects or
convicted criminals, whether based on the Islamds/erseas, where the predicate offences are
concerned with drugs or terrorism. As explainethalsland chapters, the Island authorities
have already confiscated significant amounts uttteedrug trafficking legislation.

The new All Crimes Money Laundering legislationJersey and Guernsey will extend similar
powers to proceeds from crimes of all kinds, sultj@the "locally indictable offences"
limitation in Guernsey and the 'maximum sentenca wpéar or more" limitation in Jersey
discussed in Chapter 14. These powers will extertkde proceeds of tax offences.

In the Isle of Man, the authorities already hawsilsir powers in relation to crimes of all kinds
under the Criminal Justice Act 1990, though thecpeals in individual cases have (regrettably
in my view) to be at least £10,000. The Islanéw @Il Crimes Money Laundering Act makes
no changes with regard to powers of confiscatiBat the authorities plan early legislation [?
to bring the powers into line with those of the UK]

When the new legislation is in place, all threansls will be able and willing to restrain and
confiscate proceeds of crimes of all kinds, inahgdiax evasion, in response to requests from
overseas authorities, within the limitations jugintioned.

Whenever necessary, civil forfeiture procedureshmnsed as well. The Islands' Courts
regularly issue Mareva restraint injunctions. Théso can and do order financial institutions
to disclose information in civil proceedings foetpurposes of tracing the proceeds of financial
crime. As discussed in Chapter 14, there may bpestor extending the use of civil law
remedies.

15.8 Prosecutions and convictions

Where the Islands themselves are the lead-jurisdgtthey all have a policy to prosecute
financial crime, like other crime, whenever theasufficient evidence and a reasonable
prospect of conviction.

The Island authorities have all brought some cesesant to the international finance centres
over the years. Such cases have not, however,doe@mon. In the vast majority of cases,
criminal offences involving the international fir@ncentres have been committed elsewhere.
The Islands' main role has therefore been to absshvestigating and prosecuting authorities
of other jurisdictions. as described above, rathan prosecute the cases themselves.

Where the Island authorities hare brought prosensticonviction rates have generally been
high. They rarely give immunity from prosecution.

The case which has attracted most attention imtgaars is the Bank Cantrade case in Jersey
(1998). The Jersey Island Chapter includes a Haséription.

The continuing civil litigation on the case redisigvhat can be said about it. But the case
concerned the misleading selling of a foreign ergeanvestment scheme, failures to disclose
investment lossesnd the roles of the dealer who managed the ingsnhis accountant and
the Bank.



The Jersey authorities brought prosecutions, tater they would have wished, against the
bank-, two bank staff, the dealer and the accountéhe Bank pleaded guilty to charges of
criminal recklessness. Other charges againstahk Wwere dropped. Charges against one of
the bank staff were time-barred. Charges agawesbvther were dropped on the grounds that
conviction was unlikely. The dealer and accountegrie both found guilty and sentenced to
and...... years in prison, respectively.

There has been some public criticism of the autiestinandling of the case, especially the
delays in bringing charges and the subsequent argmb some of the more serious charges.
The authorities themselves have been anxious to feam the experience.

On the question of delays, the authorities fullgeqat that the statutory time-bar on
prosecutions is unfortunate. As discussed in Gdpt, they are proposing that it be repealed.
. Another lesson they have drawn is the importarid®inging in specialist Counsel and
forensic accountants from England at the earli@gfesin cases of such size and complexity.

On the question of charges brought and droppedrities concerns are understandable. The
Jersey authorities were advised, however, by sémglish Counsel. They succeeded,
moreover, in obtaining two guilty verdicts and ati@ guilty plea in a very complicated case.
Prosecuting authorities need to be realistic. &stnof the world's leading jurisdictions,
prosecutors have tended to find great difficultpitaining convictions

15.9 Penalties

The Royal Court in Jersey has a policy to imposeersevere sentences than in England.
The Guernsey and Isle of Man Courts follow EngBshtencing practice.

16  FINANCIAL CRIME AND MONEY LAUNDERING:
RESOURCES AND PRACTICALITIES

16.1 Policy and resources

In all the Islands the authorities are firmly corttetl to providing the necessary resources of
judiciary, prosecution, law enforcement and ingglhce necessary to police their international
finance centres effectively. The importance o$ tommitment needs no elaboration.

16.2 Judiciary and prosecution resources

As explained in Chapter 5 and the individual Isl&idhpters, each Island has two senior
Judgesand supporting Judges. Whenever necessary, Judgdse brought in from the
UK as well. The Appeal processes involve the U&gal establishment.

My impression is that, with rare exceptions in ieatimes, the Island Judiciaries have
been and remain well able to cope with the conalilerworkloads associated with the
international finance centres.



Each of the Islands likewise has two seméwv officers,known as the Attorney General and
Solicitor General in Jersey, HM Procureur and HMhtCaller in Guernsey, and the Attorney
General and Government Advocate in the Isle of Man.

In each Island, the law officers combine the imaottoles of public prosecutors, legal

advisers to the Island Parliaments and supervi{§&usrnsey) or advisers (Jersey and the Isle of
Man) on the drafting of legislation. They have orjant roles, too, in relation to the provision
of assistance to investigating authorities in ofjbasdictions.

The law officers are assisted by 11 legal adviaatsassistants in Jersey, 7 in Guernsey and
[..... 1in the Isle of Man. Separate teams ofy[&nd z] specialist lawyers, respectively, are
responsible for drafting of legislation. Both fmosecution and for law drafting, the Islands
buy in expert resources from outside when required.

As discussed in Chapter 5, the law officers irttal Islands have a firm policy to prosecute
crime wherever there is sufficient evidence andagsonable prospect of conviction. This is
clearly a key requirement in any international fioa centre. So far as | am aware, the policy
has not been constrained by shortage of resources.

The law officers do, however, bear heavy burddhs therefore crucial that they should have
the resources they need. [The Guernsey team i®fpthe smallest but] is also directly
responsible for supervising the preparation ofdiegiion and approving the registration of
companies. In my opinion, the Guernsey authontiesld be well-advised to consider taking
on two or three extra qualified staff and perhahicing their involvement in approving
company registrations.

16.3 Police and Customs: resources

As indicated in the accompanying Box, the Islandgpley relatively high proportions of their
total populations in police and Customs work. dgemploys 4.6 per cent of its population in
such work. Guernsey employs 4.3 per cent at ptesetuding significantly more Customs
officers than the other Islands, but plans to empiira police and civilian support which will
raise the proportion to 4.8 per cent. The IsI®ah employs 4 per cent. The corresponding
proportion in the UK is about [0.4] per cent.

More intuitively, perhaps, the police and Custommpk®y one person in 22 in Jersey, one
personin 23in Guernsey, and one person in 25 in the Isle of Man.

Of particular concern for the international finarmeatres is the allocation of resources to fraud
and commercial work, financial intelligence andeastiigations. As in the UK, but in contrast
with most European jurisdictions, the Islands' €oknd Customs authorities rather than the
prosecuting authorities are responsible for crifnimeestigations. [And the Tax authorities,
too?]

The tasks undertaken by these sections include:

Investigation of financial crime

Obtaining evidence

Dealing with suspicious transaction reports

Responding to requests for assistance from othisdjations



Relations with the finance sector, companies anéepsionals.

As indicated in the accompanying Box, Jersey nopleys 11 people in these areas, including
2 Customs officers. Guernsey employs 8, agaiudioh 2 Customs officers, The Isle of Man
employs 6.5, all police officers (there is one vagaat present).

The drug trafficking intelligence bureau in Jerssith 14 staff, and the small enforcement unit
in the Isle of Man's FSC, with 3 staff, both do gowork which the police might undertake in
the other Islands.

In considering whether Police and Customs havecseifit resources in each of the
Islands, three questions are especially relevant:

First, are they able to deal promptly and effedyiweith suspicion reports, including briefing
and feedback to the provider institutions?

Second, are they able to respond promptly andtefédg to requests for information,
investigations or evidence from other jurisdictidns

Third, are they able to devote the resources newdiedestigating local
criminals and putting them out of business?

Taking these questions in turn, my impressionas the Jersey and Guernsey authorities
probably do have the resources needed at the mdampricess and investigate
suspicious transactiorand to provide feedback.

The Isle of Man authorities, on the other haiedeivemore reports than the other two Islands,
partly because of their relatively big life insucarsector, while having fewer staff to deal with
them. They have therefore to operate a siftinggss which is clearly less than ideal-

All the Islands have recognised the need for meseurces to deal with the increase in
reports which is expected when all crimes monegdaung takes effect.

The Isle of Man and Guernsey have given prioritgnteting requests for assistarfoem
overseas jurisdictions. For the most part, tregidlation has enabled them to do so. The Isle
of Man's Fraud Squad spends more than half its éissesting overseas authorities,

The Jersey authorities, too, have given prioritynieting requests for assistance on drug
related offences. In other areas, however, asisksd in the previous Chapter, their present
legislation significantly limits the ability of thgolice and others to give assistance, especially
at the investigation stage. The authorities hds® laad a policy not to assist in purely fiscal
cases. [When they introduce the missing elementgdaflation and change their policy on
assistance in fiscal cases, as they are now praptsido, some increase or redeployment of
resources will almost certainly be needed.]

With regard tanvestigating local criminalsvho pose a threat to the finance centres, and
putting them out of business, the Isle of Man arties acknowledge that there is much that
cannot be done within present resources. The dtiésan the other two Islands have not
identified this as a problem to the same extent.



The conclusions | would draw are:

All the Islands will need extra resources to deidh\the expected increase in numbers of
suspicious transaction reports and confiscatioersrdfter the newll crimes legislation and
suspicion reporting take effect. Jersey and G@grhave provisionally estimated a
requirement for 2 extra staff.

The Isle of Man seems to have a special need toa staff in this area. The requirements
discussed above suggest that not less than 4statfaare needed, in addition to filling the
present vacancy and an extra 2 staff for the atles suspicion reporting. The Head of the
Fraud Squad would preferably be a full-time poswal.

The Jersey authorities are likely to need some rsi@fé in this area as they introduce their
proposed new legislation and policies. In thegezdiowever, it might be possible to find these
through some redeployment of resources.

The Guernsey authorities, too, will probably nesdltocate some of the increase in police
numbers now proposed to these important tasks.

The policing and regulation of the internationakiince centres place considerable burdens on
the Islands. The FSCS, the Fraud and Financiasligation Units and the Prosecuting
authorities between them employ between [55 angé6ple in each of the Islands. The Fraud
Squad in the Isle of Man spends more than hatints responding to requests for assistance of
all kinds from other countries. In Jersey and @sey, too, the commitment is heavy.

But the Island authorities accept that they havaleolute obligation to police and regulate
their international finance centres to the higlstahdards, to co-operate with overseas
authorities and to make the necessary resourcdalaea

16.4 Police and Customs: structures and financing

Both Jersey and Guernsey have sradbncial Investigations Units (FIUs)pintly staffed by

2 police and 2 Customs officers, which deal wite@cious transaction reports and requests for
assistance from overseas jurisdictions. As expthabove, the staff in both units will be
increased by 2 to deal with the expected incraasespicious transaction reports when the all
crimes money laundering laws take effect.

Jersey also has a substanbalig trafficking intelligence bureaemploying 14 staff.

The Isle of Man does not have a joint Financiakbtigation Unit. Customs operate separately
from, though in close consultation with, the poliCehe police's-raud Squadindertakes most

of the tasks undertaken elsewhere by the Joint.Fltscts as the receiving house for
suspicious transaction reports and requests festasse from overseas.

In my opinion, there are strengths as well as wes&®s in all the Islands' structures. Jersey
and Guernsey seem to me right to have joint firenietelligence and investigation units
bringing together police and Customs. The IsI®ah seems to me right to have a single unit
dealing with fraud as well as financial intelligenand investigation.

The Island authorities have been considering furiéf®rms of structures. In my opinion,



there is a strong case for reforming the structalesg the following lines:

Single, self-standing unit¥he aies of the present Fraud Units and Finaneiaddtigation (and
Intelligence Units and possibly Drug Traffickingteélligence Bureau in Jersey) be brought
together into single self-standing units, which ntige known as Finance Crime Units

Responsibilities.The Units would be responsible for policing theigls’ finance centres and
supporting the Attorney Generals in their role ablig prosecutors for the finance centres.

TasksSpecific tasks would include, intelligence, hanglof suspicious reports, maintenance
of a comprehensive database, investigation of G@ducrimes including money laundering and
tax evasion, obtaining of evidence, seizures, agd and confiscations, relations with finance,
company and professional sectors, and assistaratbeojurisdictions.

Multidisciplinary Units. The new units would (preferably like the Northergldnd Terrorist
Finance Unit) be multidisciplinary units includi@ustoms and direct tax staff as well as
police officers, policy, accountancy and informattechnology support. Professional
assistance would continue to be brought in fronsidetas required

Full-lime HeadsThe Directors of the units would be full-time Theguld not have other
responsibilities.

Reportinglines. The Units would be separate from the Politestoms and Attorney General's
Offices. But the Director would report to the Attey General, with a dotted reporting line to
the Chief Constable.

Links with other agenciesThe Units would work in close co-operation with thgborney
General's office, the Police. Customs, the Taxadegents and the financial regulators.

Dedicated financing.The Units would be financed separately from thedeand Customs.
The Attorney Generals would be responsible for enguhat budgets and staffing were
adequate to provide effective policing of the fioarrentres and support for the prosecutors.
The Chief Constables or the Police Committees waoaoltbnger have the difficult task of
dividing resources between the policing of thefiicecentres and general policing.

Staff and training.Staff would be encouraged to make careers in tfyrtant but specialist
area of work. They would no longer be requirecthtave back and forth between this and other
policing work. Special priority would be giventi@aining programmes, including UK
programmes.

Dedicated financing is not the least important eatin this prospectus. In my opinion, Chief
Constables and Police Committees are not well dléaxeletermine the allocation of resources
between fraud, financial crime and assistanceherqtrisdictions, on the one hand, and
general policing on the other. The Police are gdnander pressure, quite understandably, to
give more resources to physical crime and neighimmd policing. Switching resources from
this area to financial crime will always be diffiltuThe present allocation mechanisms are
very likely, therefore, to lead to under-resourcaidinance centre policing.

16.5 Comparison with the UK and Other Countries



It must be acknowledged that an integrated straatarthe lines suggested would be very
different from present UK structures.

In the UK, there is a National Crime Intelligencer8ce, NCIS, jointly staffed by the Police
and Customs with some involvement of other DepantmeThere are separate Customs and
Police units for investigation of drug traffickirmond organised crime. There is a Serious Fraud
Office which investigates and prosecutes a limitethber of serious or complex cases. And
there are more than 50 fraud squads, independeatcdf other, which come under the Chief
Constables and Police Authorities of the individBalice Authority areas.

The Police Authorities, and Chief Constables aspoasible for determining what priority,
resources and budgets should be given to the pufsiimancial crime by fraud squads as
against other forms of crime. And police staff thodo short periods of duty in these
specialist areas.

There are two main comments that should be madkeeodifferences between present UK
models and those suggested above for the Islands.

First, the Islands have options, because theyraadi, ghat the UK and other large jurisdictions
do not have. One such option is that they cameiy tvish bring closely related functions
together in one Unit. These functions would idebk brought together in all countries. This
is not, however, a realistic option in the majouries because the resulting units would be
impossibly large.

Second, the many professionals | consulted seenostynto feel that the UK's own structures
for dealing with fraud and financial crime, and Hystems for resource allocation, are anyway
far from ideal. There seemed in particular to laad consensus on the case for a National
Fraud Squad including permanent specialist sta¥faobus disciplines and financed
independently of the local police forces.

17 INTERNATIONAL STANDARDS
17.1 Introduction

The Island authorities all have a clear objecthad their finance centres should be the best of
offshore centres, not only in terms of quantity guodlity of business but also in terms of
international standards of regulation, policing anebperation. Earlier Chapters have been
concerned, directly or indirectly, with how theastls can achieve and sustain such standards.

There are, however, three anxieties that the Isléwagle constantly to face in the quest
for standards:

First, there are fears that higher standards aflatign, policing and co-operation will lead to
loss of businessot just disreputable business whose loss will BEE@me but also reputable

business from clients who see the privacy of th#fairs as threatened. This was a constant
refrain in my discussions with the authorities @nalctitioners in the Islands.

Second, the Islands may receive no internatiorglicor recognition for high standards. Busy
regulators, law enforcers and practitioners inrte of the world will often not appreciate the



lengths to which the Island authorities have gofiee incentive to improve standards may
therefore be diminished.

Third, the Islands’ reputations are liable to suififem jaundiced perceptiorns offshorecentres
generally, even when the Islands themselves arenoeeproach. This suffering by
association may exacerbate the credit shortfall.

17.2 Anxieties over loss of business

Taking these anxieties in turn, the authoritieany finance centre have clearly to accept (as
the Islands do) that, when regulation is improwssane good business may initially be lost as
well as bad. That cannot, however, excuse poadaggn. In the longer-term, moreover,
good regulation is likely to attract more busingsm it drives away. The UK and European
financial institutions who are the largest sourt&siand customers will on the whole be strong
supporters of good regulation provided that itos aver-regulation.

Anxieties about loss of business will be furthéaydd if improvements in regulation can be
implemented at about the same time throughoutffisbare. As discussed below, therefore,
the Islands have been keen to promote co-operhaéitween the offshore centres and a level
playing field.



BOX

LAW ENFORCEMENT RESOURCES AND STRUCTURES
member of full-time equivalent staff in post, imohg civilians, March 1998

Jersey Guernsey Isle of Man
Police
Uniformed - 149* 213
340
Other. 36* 33
Customs and Immigration 53 67 44
TOTAL 393 252 290
Total as % of population 4.6 4.3 4.0
Of which:
Fraud/Commercial units 7 3.5
(police)
Financial investigations unit
(part of police fraud unit in
oM, joint unitin J & G) ik 4 5% 6.5
Drug trafficking intelligence
bureau (J only, joint unit) 14 -

NOTES

* Guernsey is committed to adding 5 civilians imnagely and 28 officers over the
next three years.

**Jersey and Guernsey propose to allocate 2 exaifbvghen the all crimes money
laundering provisions take effect.

17.3 International recognition: accreditation

International recognition of high standards of dagan is likely to enhance the benefits to the
Islands. The Island authorities have thereforalik@en, rightly in my view, to promote such
recognition.



There are two main forms that recognition can take:

International accreditation of regulatory and cewmudrime standards by the main
international institutions and associations, and

favourable treatment by the large countries ofiratlial small jurisdictions that
meet certain regulatory and counter-crime standards

On accreditationsome progress has been made and the Islands reveitmeninent in
pressing for it:

The internationaFinancial Action Task Force (FATF), set up by the G7 and@&CD in

1990 to combat money laundering, does not admitl ganesdictions to membership. It has,
however, encouraged the development of a netwosknufar regional Task Forces in other
parts of the world, mostly including a FATF memidehas encouraged the Offshore Group of
Banking Supervisors (OGBS) to extend its activiteesclude the combating of money
laundering.

The FATF has invited these other Task Forces am®BBS to subscribe to the Forty
Recommendations of the FATF and submit themsetvesspection by mutual evaluation
groups, including experts from FATF countries. @GBS members except Lebanon have
responded positively and the OGBS has agreed bodedustice, Customs and FIU
professionals in its deliberations.

The Crown Dependencies have set an example byngetaluation groups to inspect their
systems. Jersey, for example, [has invited reptasees from the US, France and Holland to
undertake this task]. The inspections are duake place in the autumn.

The Egmon Groupf professionals from national crime intelligence amdestigation units
includes the Islands among its membership.

TheBasle Committee of Banking Supervisiohijle restricting its membership like the FATF
to the large countries, has recently agreed thagréx from member countries may take part in
peer group reviews of whether OGBS members' bardapgrvision meets the Basle "core
principles” for effective banking supervision, tlghuthey have to limit themselves to factual
matters. The OGBS Group itself then makes an atialy, based on the factual analysis.

In practice, the central banks and supervisore®htajor countries have been hesitant to take
part for reasons of moral hazard. The search leasftire switched to retired supervisors. Some
OGBS members themselves have been reluctant tateelufor inspection. The process has
been slow in getting off the ground.

The International Organisation of Securities consioiss, IOSCO, accepts smaller
jurisdictions as associate members. All the Is$aan@ associate members. The Island
authorities take part, therefore, in IOSCO's delibens and self-evaluation exercises. [Do
these happen and what do they achieve?]

The International Association of Insurance SupemdslAlS,likewise accepts smaller
jurisdictions as members. The Islands are [allimoers of IAIS, too. [Does it do anything?]



The Islands have also been instrumental in thdksttianent of an Offshore Group of Insurance
Supervisors to match the OGBS, which undertakesiahetvaluations.

Promising as these activities are, the systemmfemational co-operation have not yet
developed to the point where there is a clearraigtn in all the main areas of regulation and
counter-crime systems between accredited and nenedited countries, based on rigorous
criteria consistently applied. For onshore as aglbffshore centres, the international
institutions have been anxious to avoid the mandl@ractical hazards of endorsing (or
appearing to endorse) standards of regulationmémy parts of the world, moreover, countries
have not been eager to submit their systems fduatran.

A further lacuna is that there are no internatids@lies or forums that set and monitor
standards in the critical areas of Trusts [? amdpamies].

In my opinion the Islands have been right to pfesprogress on international accreditation
and should continue to do so. The UK would be pwited to promote establishment of an
international forum on Trusts.

17.4 International recognition: favourable treatnten

With regardto favourable treatment of high-standard jurisdactsby the larger countries
individually, there is scope for the larger cousdrto grant such jurisdictions market access and
other privileges, in return for high standardsegulation and co-operation. Some examples of
this are:

The UK's grant of "designated territory” status ensection 87 of the Financial
Services Act 1986 to jurisdictions wishing to pramauthorisedollective
investment schemes to the general public in the UK;

The UK's similar grant of designation under secfi@0 of the Financial
Services Act 1986 fdife and pensions insurers

[All three] Islands have designated territory ssatueach area. This enables them to market
investment, insurance and pension products to BKleats which non-designated providers
outside the EU would not be permitted to do [DoEuecountriese.g.Holland, or the US
extend any similar privileges?]

Tax authorities, too, in the larger jurisdictioresb some scope to promote high standards
internationally by designating co-operative juretdins and facilitating taxpayers' business
with them. [The US authorities explicitly differeatie between more and less co-operative
jurisdictions. They apply more stringent enforcaty@ocedures, and tax penalties, to those of
their taxpayers who have dealings with low-stangdando-operative jurisdictions.]

These instruments for promoting and recognising Bigndards seem to me potentially
powerful. The scope for the larger countries teetigp them further seems considerable.

17.5 Suffering by association

The Islands' problem of suffering by associatioont jaundiced perceptions of the offshore
generally, is probably not susceptible of a congpsetlution. The policies for accreditation and



positive discrimination discussed above, if they ba developed, should help to alleviate the
problem by reducing public perceptions that offgharisdictions are all alike. But they will
not solve it totally.

The other means to alleviate the problem, cle@&lthrough th@aromotion of higtstandards in
the offshore generally.

In this, too, the Islands have taken a leading rdlee Jersey authorities in particular have been
instrumental in developing the role of the Offsh@m@up of Banking Supervisors (OGBS) and
in developing the Group's involvement in the FATBgesses for combating money

laundering. Jersey's Chief Adviser has been Claairof the Group since 1981. The OGBS
was the first to be established of the regionaligsdinked to the Basle Committee and remains
the only one that has sought to establish entndsta@s. The Guernsey authorities have been
instrumental in developing a parallel Offshore Gradi Insurance Supervisors.

These Groups have a considerable potential to gehigh standards and improve the
reputation of offshore centres generally througbliaption of peer-group pressure. In this they
have been partially successful, but only partially.

Some particular problems with the OGBS have been:

Membership.In all such groups, there's a
dilemma whether membership should be universahagsto maximise the benefits that flow
from regular meetings with counterparts and eyétbaye-ball contacts) or selective (so as to
differentiate the sheep from the goats).

The OGBS have not so far succeeded in
resolving this problem. Their membership of 1%(Bex 17. 1) does not include a
comprehensive coverage. The British Virgin Islaridsgexample, are not a member. In recent
years, the Group has rejected applications for neeshlip from [57?] offshore centres. On the
other hand, the Group has allowed a similar nurobexisting memberto remain as
members-even though they appear to fall shortegtidorsed by the Group.

A possible solution might be to combine comprehensbverage with selectivity through a
system of members and associate members.

Speed of progressthe Group has found it difficult in practice to negsrogress. The first
round of FATF-style evaluations is only now begmmithough some members are covered by
the Caribbean and Council of Europe evaluation agtsv At present rates of advance, it will
be many years before a single round of mutual ewi@os has been completed. [Are there any
Basle based evaluations?]

Appointment of a paid working Chairman devoting mw¢ his time to the Group's affairs
might help to accelerate the pace of advance.

Subject coverageAlthough the OGBS has taken on a role in relatombney laundering and
FATF-style evaluations, it does not cover all aspet the regulation and policing of offshore
centres.



There may be a case for developing a new structurgrising an Offshore Steering Group
(OSG) at senior level with sub-committees as neggdsr individual areas of regulation or
counter-crime.

Interlocutors valablesIt would be helpful to develop more regular corgdmttween onshore
and offshore. When the large countries meet toudisissues such as drug trafficking, money
laundering, international aspects of supervisiath iaternational co-operation, for example,
they could usefully make a habit of inviting an O&Rpresentative to represent the offshore.

For onshore and offshore alike, moreover, therédche advantage in periodic discussions
between representatives of the OSG and a suitalg foom the onshore jurisdictions. The
latter body might bring together representativesmdrent” countries of offshore centres, other
interested countries or country groupings (sucthadJS, the OECD and the EU) and
international financial bodies (such as the IMBR)forum on these lines could help to build a
more constructive relationship between the onshodeoffshore worlds.

The UK, as the parent or former parent countrynfi@any offshore Jurisdictions, might be well-
placed to convene such a forum.

17.6 Fallback option

If the various approaches discussed above do @otfhet, there could be a case for the
UK, the Islands and the British Overseas Terrigteeset up a small independé&mancial
Centres Audit Office (FCAO3pmewhat along the lines of the Audit CommissiothaaUK.

An Office on these lines would have no executivegs, In close co-operation with the
Island authorities, however, it might:

maintain a professional prospectus fach Island's legal, regulatory and counter-crime
frameworks, systems and practices, possibly albadines of parts 2 to 4 of the present report;

audit the Islands' regulatory and counter-crimeesys and practices on a regular basis,
through a rolling programme of periodic reviewgafticular areas (such as banking
regulation, company registrations, Trust servia/glers, money laundering systems); and

reviewwith the Island authorities and report on particidaues of importance and particular
problems as they arise

In the absence of effective international arrangésehe existence of such a body might help
the offshore centres associated with the UK toe@hhigh standards, a level playing field and
an enhanced reputation compared with other offsbenéres.

In my opinion, the better course would be to depetternational co-operation, accreditation

and recognition along the lines discussed eanli¢his Chapter. An FCAO should be
considered only if this falls.

18 CONCLUSION

18.1 General assessment



The main conclusions from the Report appear irStin@mary and Main Recommendations at
the beginning.

In my assessment, as discussed in Chapter 2, Yetogenent of the Islands’ international
finance centres, especially over the past 20 yeassbeen a remarkable success story. They
have infrastructures of legislation, judiciary, geaution, regulation and law enforcement,
mostly based on UK models, which for the most pegtremarkably good for such relatively
small jurisdictions. In many areas they have cerafed well, sometimes remarkably so. with
the authorities of other countries in the purstitrane and regulatory breaches.

The Island authorities recognise the need for mgym certain key areas. In all cases, they
have identified the importance of:

extending the regulatory boundary to encompasst @n Company service providers,

successful implementation of the All Crimes Moneuhdering regimes and related legislation
SO as to enable the fullest co-operation with eessauthorities in the pursuit of crime, and

adequate resourcing of the regulation and Polioirtyeir finance centres.
In other areas, the strengths, needs and prioviisssomewhat from Island to Island:

In Jerseythe banking, fund management and Trust sectors I tremendously successful.
Improvements are needed in several aspects ofci@aregulation, and companies operating
but not incorporated in the Island need to be tegsl. But the authorities' most urgent
requirement, in my opinion, is to reach a positgrsoon as possible where they can and do
cooperate fully with other countries in the combgtof crime of all kinds, including tax
evasion and lesser frauds, not least at the irgaggin stage. This will involve, among other
things, early passage of the missing PACE andratemal Co-operation Laws as well as the
Proceeds of Crime Law.

In Guernsey,the captive insurance sector has been a partisutaess alongside banking, fond
management and Trusts. The authorities are abontroduce a Stock Exchange. As in
Jersey, certain aspects of financial regulatiordriede developed further, and companies
operating but not incorporated in the Island necot registered. The Law Officers and legal
draftsmen need more staff. The most urgent reopging, which the authorities are already
tackling, is the proposed legislation and subsegregulation to deal with the problem of
bogus Directors and the 'Sark Lark".

In thelsle of Manthe life insurance sector has made good progresgside healthy banking,
fund management and captive insurance sectorghé@mgulatory side, the enforcement
operation has been a particular success, andl#ma lbas successfully implemented its
depositor protection scheme. As in the other tidathere are certain aspects of financial
regulation where improvement and resources areedeeahd the Trust law needs some
attention. But the urgent requirement is to imgroggulation of the Island's large company
sector and its considerable population of compartyTaust service providers.

18.2. Responses to concern expressed



The Island authorities will need also to considmetully and, where appropriate, address the
concerns, summarised in Chapter 3, which profeatspnustomers and others associated with
the Islands raised with me. Taking these in turn,

The suggestions in Chapter 5 should, if implemerdednuch to alleviate residual
concerns about conflicts of interest.

The proposals in Chapter 6 for Customer Protedahemes and a Financial Services
Ombudsman should do something to alleviate thespard absence of any realistic
means of redress, short of extended Court proceesasistomers in dispute with
institutions or professionals in the Island.

The Islands' proposals for regulation of Trust @wnpany service providers, provided
that they are developed, implemented and resotuncie ways discussed in the Report
alongside the necessary improvements in the redone®mpanies, should squarely
address the concerns that

€)) firms and individuals with questionable traekards are continuing in business,

(b) some of them are facilitating tax evasion atieenforms of crime,

(c) too little is known about many of the companaperating in the Islands or using the
Islands' names, and

(d)  certain Island Directors are bringing thlands into disrepute.

The firm commitment of the Island authorities teaqerate fully with other countries in the
pursuit of crime of all kinds, including tax evasjdogether with passage of the outstanding
enabling legislation, should go a considerable t@agllay concerns that the Islands are
depriving other countries of tax revenues. Thaassf harmful tax competition within the law
is beyond the scope of the Report.

The same commitments by the Island authorities pasdage of the same enabling legislation,
together with the proposed resourcing and strukctm@arovements, should mean that all the
Islands will co-operate (or continue to co-operategn exemplary way with overseas
authorities in the pursuit of crime and regulatbrgaches.

18.3 Resources

The Report has identified needs for extra skilladf $n several areas to police and regulate the
Islands' international finance centres. The Bdahle, based on the discussions in earlier
Chapters, indicates a requirement for a total emeeof between 1 5 and 20 s@fbssin each
Island.

It should be possible to meet some of the requingiog redeployments from elsewhere. There
might, for example, be some redeployment of stadi the drugs intelligence unit in Jersey,
from Customs and the increase already proposedlicegnumbers generally in Guernsey, and
from other areas of police work and merging ofriégulatory agencies in the Isle of Man].

18.4 Timetable of implementation

Box 18.2 indicates the timetables [proposed bysland authorities for completion of
the main legislation and policy changes if approbedhe Island Parliaments].



On these proposals, the Islands would have implesddry the end of 2000 all the legislative
and policy changes discussed in the Report exceeterthey are contingent on prior action by
the UK.

In my opinion, these timetables look reasonableilltbe important to adhere to them.

BOX 18.1
STAFF REQUIREMENTS INDICATED BY THE REPORT
Increase in full-time equivalents, gross

Jersey Guernsey, Isle of Man
Support for Law Officers 2

Police and other staff for Fraud and 4 3 7
Financial Intelligence and
information Units (FFIIUS)

Registration of Companies not 3 3 3
locally incorporated, returns of

beneficial ownership, filing of

accounting information,

enforcement

Regulation of banks, investment 3 3 4
business & Stock Exchange

Regulation of insurance 0.5

Regulation of Trust and Company 5.5 4 5.5
service providers

Enforcement 3 1

Customer protection and support to 1 1 0.5
Ombudsman

TOTAL 20 17 20

BOX 18.2
TIMETABLE FOR IMPLEMENTATION
*Requires no legislation or only minor legislation.



**Requires major primary legislation or treaty

1998 Jersey Guernsey Isle of Man
Conflicts of interest * * *

All Crimes Money Laundering o o **
Removal of prosecution time-bar * * *
Financial crimestoppers line * * *
1999

PACE law **

International Co-operation law **

Removal of fraud & ACML thresholds *

Regulation of Director services o

Changes to Law on Purpose Trusts *x
Insurance Law and regulation changes ** *x *
FSC and Regulatory, changes. inc Board * * *

and structural changes. on-site
inspections and staff recruitment

Company regulation changes. inc action

on beneficial ownership and nonresident
companies (IoM), registration of companies
incorporated elsewhere (J,G) & LLPs
disclosure regime (J)

Insolvency legislation * * *
New Double Taxation or Exchange of ** ** o
information Agreements

Establishment of separately financed FFIIUs * *

Complete recruitment of new staff for FFI1Us * * *

& FSCs & LOs

1999 or 2000

Improve Trusts legislation ** ** b
Licensing & Regulation of Trusts * * *
and Company Service providers

Customer Protection Schemes * *x *
Financial Services Ombudsman ** ** *
Investment business legislation changes * * *
Rules of financial business conduct * * *
Finance centre training * *

TIMING CONTINGENT ON UK ACTION

Remove ACML indictable offences limitation * *
Generalaw on co-operation. gateways etc. *x *x *x
Measures to take profits out of crime: o * *



unexplained life-styles/ use of law powers



