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Executive summary

The most up-to-date estimates by the Economic Commission for Africa indicate that during the
period 2000-2015, net illicit financial flows between Africa and the rest of the world averaged US$73
billion (at 2016 prices) per year from trade misinvoicing alone. Recent exposure of illicit financial flow
scandals shows that those involved in such activities have used a range of practices to perpetrate
the flows. Furthermore, there are a number of fundamental enablers of illicit financial flows that cut
across institutions, sectors and stakeholders, such as: the benefits to the perpetuators, the facilitating
infrastructure, the absorptive jurisdictions and the constraints of public authorities.

Since the release of the African Union-Economic Commission for Africa High-Level Panel on lllicit
Financial Flows report in 2015, some headway has been made at the global level, but this continues
to be in silos of sectors, groups of nations or stakeholders. Moreover, evidence reviewed for this study
suggests that illicit financial flows continue to present a serious challenge to development in Africa.
Given that illicit financial flows from Africa involve actors from across the globe, and that the laws and
policies of non-African jurisdictions have a serious impact on illicit flows from Africa, it has become a
priority to review the adequacy of global frameworks in tackling illicit financial flows (High-level Panel
on lllicit Financial Flows from Africa, 2015).

In the present study, the global framework or architecture for combating illicit financial flows and its
effectiveness in tackling the illicit financial flow problem are examined. Another objective of the study
is to identify the gaps in the existing architecture for preventing illicit financial flows, and how Africa
should feed into this process to improve its efficiency, effectiveness and inclusiveness. The literature
available on the issue was examined, while delving into the framework for tackling illicit financial flows,
and analysing actions and their impacts on: (a) the world as a whole; (b) the subregions of Africa; and (c)
individual African countries, with a focus on Cameroon, Cote d'lvoire, Morocco and South Africa, from
which primary data were collected to support the study.

The results of the study indicate that a range of different institutions and agreements exist with the aim
of tackling the various aspects of illicit financial flows. However, the institutions have different mandates,
which often overlap. In addition, there is currently no mechanism covering all relevant organizations and
all aspects of illicit financial flow problems at the global level, indicating substantial gaps in the global
fight against illicit financial flows from Africa.

Accordingly, as the perpetrators of illicit financial flows have the ability to exploit the different methods
of transfer available, a weakness in any part of the global regulatory architecture on such flows could
substantially compromise the overall efforts to tackleillicit financial flows. This is because the perpetrators
may conduct “regulatory arbitrage” and divert the flows through channels with weak controls. In addition,
aside from creating opportunities for regulatory arbitrage, the lack of a comprehensive coordination
mechanism for anti-illicit financial flow efforts also risks duplication in the activities of the different
organizations trying to tackle those flows. Consequently, in a context characterized by a complex
web of actors and issues, the application of the principles of effective governance becomes critical to
influence the commitment, coordination, and cooperation of all stakeholders involved in combating illicit
financial flows. Accordingly, the study highlights, the urgent need for Africa to play a more active role
in addressing the imbalance in global power structures. This requires a concerted continental approach,
which includes actions at both the regional and domestic levels.

Based on the analysis above and the gaps identified, some recommendations to improve the performance
of the global governance architecture in combating illicit financial flows at the global, regional and
national levels are provided in the study.




The main global recommendations include: (a) the development of a global governance framework
to mitigate illicit financial flows; (b) publication by the Bank for International Settlements of the data
it holds on international banking assets by country of origin and destination for all jurisdictions; (c)
support be given for the setting up of and capacitating of transfer pricing units; (d) promotion of global
minimum standards for the publication of ownership information; (e) consideration of countermeasures
for noncompliant jurisdictions; (f) immediate reciprocity not be considered as to entry requirement to
tax information exchange; (g) establishment of global standards in conducting reviews of accounts held
by senior government officials, leaders of political parties, executives of State-owned enterprises and
others with access to substantial State assets and power to direct them.

Recommendations at the continental level include: (a) piloting of “follow the money” partnerships to
curtail trade mispricing globally; (b) setting up of a continental-level data standard for the exchange
of tax information; (c) extending the provisions of the African Union Convention on Preventing and
Combating Corruption, especially, with regard to the functions of the Advisory Board on Corruption;
(d) amending the African Peer Review Mechanism questionnaire to include illicit financial flows; and (e)
introducing systems for automatic exchange of tax information among African countries.

Recommendations at the national level include: (a) requiring multinational corporations to provide
comprehensive reporting on their operations, indicating disaggregated financial reporting on by-country
or by-subsidiary bases; (b) require companies to prepare cost-benefit analyses before allowing them to
invest in a country; (c) African countries should join voluntary initiatives, such as the Extractive Industries
Transparency Initiative; (d) African Governments should provide training to and empower investigators
responsible for combating illicit financial flows; (e) greater coordination should be instituted between
revenue authorities and ministries of finance in developing transfer pricing rules and build capacity in
this area; (f) ensure transparent procurement procedures and government tenders and build capacity
in this area; (g) introduce effective incentives for civil servants with clear documentation; and (h) place
politicians’ companies into trusts for the duration of their political term and prohibit them from engaging
in any government businesses.



Chapter 1. lllicit inancial flows: definition,
scale and development impact

Over the past 10 years, great strides have been
made in uncovering the international financial
structure surrounding illicit financial flows (IFFs).
This has included global scandals, such as Swiss
Leaks (International Consortium of Investigative
Journalists, 2017a), where money was legally
housed using many accounts and trusts at the
HSBC bank in Switzerland; LuxLeaks (International
Consortium of Investigative Journalists, 2014),
which disclosed similar information on tax
avoidance in Luxembourg; and WikiLeaks, which
revealed many secret documents, including a
database on IFFs. More recent ones include the
scandal around the failure of Apple to make tax
payments in Ireland (Peter Hamilton, 2017), the
Panama Papers (International Consortium of
Investigative Journalists, 2017b), which included
documents from a law firm in Panama revealing
diverse aspects of IFFs that have had a global
impact, and a case in which the European Union
ordered Amazon to pay back taxes to Luxembourg
(Bartunek, 2017). Those scandals showed that the
parties involved have used a range of practices to
perpetrate IFFs and that corporations, organized
crime groups and public officials are all involved in
this phenomenon.

In the ensuing debates pertaining to IFFs, one
question that is repeatedly being asked is: what
is the global framework or architecture for
combating those flows, and how effective is it
in tackling the problem? From the perspective of
developing countries, one can ask: If the existing
framework for preventing those flows is not
working in developed countries (as evidenced
through the series of scandals over the past 10
years, including those listed above), how can it be
expected to work in developing countries? Where
are the gaps in the existing system for preventing
I[FFs, and how should Africa feed into the process
to improve its efficiency and effectiveness? How
robust will the system need to be to respond to
ongoing and future changes in the techniques
used to carry out IFFs?

The central message of the United Nations Report
of the High Level Panel on lllicit Financial Flows is
that “IFFs are not only an African problem, but are
indeed a matter of global governance that calls for
a wide range of actions, including at the level of
the global financial architecture” (United Nations,
no date, p. 21). In other words, global governance
is at the centre of efforts to curb those flows.
Indeed, many participants in the debate on IFFs
have argued that the current global governance
architecture for tackling them is inadequate, and
have called for new approaches. For example,
EURODAD (2014) and the African Civil Society
Circle (2015) argue for African Governments to
adopt a global perspective; otherwise initiatives
and processes at the national and regional levels
will not yield substantial outcomes. A strong and
broad-based global and continental financial
architecture would not only reverse the problem
of IFFs, but it would also mobilize the necessary
domestic resources for development financing. In
that regard, Ecuador, the 2017 Chair of the Group
of 77, is showing the way for other developing
countries by leading a call for a global tax body
(Deen, 2017).

The aim of the present report is to provide
answers to the question of how to reform the
global governance architecture for combating
illicit financial flows. In particular, in the report,
the legal, policy and regulatory activities of
international institutions and other global,
continental, regional and domestic actors are
examined to gain a comprehensive picture of global
rules, institutions and cooperation programmes
to tackle IFFs. In addition the report includes, an
analysis of the weaknesses and gaps within the
current global governance architecture and policy
recommendations to improve the performance of
the global governance architecture in combating
those flows at the global, regional (African)
and national levels. In addition to a review and
analysis of the relevant literature, the analysis is
based on four case studies of African countries:
Cameroon; Cote d'lvoire; Morocco; and South
Africa. The case studies examine how IFFs work




in the selected countries; this information can be
used to highlight gaps in the global architecture
that allow IFFs to take place in the ways identified
through the case studies. Finally, the report also
draws on interviews that were conducted with
relevant regional organizations.

In the present introductory chapter, discussions
on the definition, magnitude and development
consequences of llicit financial flows are
summarized.

1.1 What are illicit financial
flows?

The definition of IFFs is contentious. The most
common definition in the literature is the legalistic
interpretation, which suggests that the term refers
to money that is illegally acquired, transferred or
utilized in contravention of existing law. In some
cases, this money is earned illegally, for example
through organized crime, money laundering, drug
trafficking, embezzlement, terrorist financing or
bribery (Baker, 2005; Rowe and others, 2014). In
other cases, the money could have been earned
legally but is transferred out of the country illegally
by circumventing currency controls or customs
controls. An example of customs fraud is trade
misinvoicing, which involves buyers and sellers
presenting fraudulent documentation to customs
officials. The value of their trade is falsified by
under or over invoicing their trade documents
to be less or more than the actual market value
in order to circumvent the payment of customs
duties, to hide transfers or wealth between the
importing or exporting countries or to evade
controls on foreign exchange (Times Live, 2015).
In other cases, money might have been earned
legally, but the tax due is evaded through illegal
failure to comply with a country’s tax laws, for
instance, by deliberately falsifying tax returns and
books of account (Meyerowitz, 2009). Prosecution
is required to apprehend the perpetrators of such
illegal activities.

If one adopts a narrow, legalistic interpretation of
IFFs, tax evasion, which is illegal, is part of such
flows, but much tax avoidance is not classified
as IFFs, as tax literature defines tax avoidance as
involving the arranging of one’s affairs to pay less
tax by utilizing loopholes in tax laws and exploiting

them within legal parameters (Rapakko, 1989).
This interpretation is backed up by earlier British
court decisions, such as the Duke v Westminster
(51 TIR 467) ruling that “every man is entitled if
he can to order his affairs so that the tax attaching
under the appropriate Act is less than it otherwise
would be” and that no legal or moral obligation
rests upon a taxpayer to pay higher taxes than
he or she is legally bound to pay under the law
(Blankenburg and Khan, 2012). However, it is
worth noting that Picciotto (2018) has argued
that tax avoidance can sometimes be unlawful,
without being tax evasion. The distinction may be
that abusive tax practices can constitute unlawful
tax avoidance when they are a civil offence,
whereas they are called tax evasion when they are
a criminal offence (which may be when the intent
to reduce tax payments can be proven).

An alternative approach used by many analysts
of IFFs is to define them more broadly, on the
understanding that “illicit” does not refer only to
being illegal. Indeed, the Oxford English Dictionary
defines llicit as “not authorized or allowed:;
improper, irregular; [especially,] not sanctioned by
law, rule, or custom; unlawful, forbidden” which
is much broader than what is only illegal.* On that
view, excessive tax avoidance practices should be
seen as improper or not sanctioned by custom or
both, especially given the backlash against such
practices illustrated by the public outrage against
illegitimate but legal commercial activities in the
wake of the 2008-2009 global financial crisis,
during which non-governmental organizations
raised concern about companies paying little
or no corporation tax in the countries they do
business in (Christian Aid, 2008). This prompted
investigations by the United Kingdom of Great
Britain and Northern Ireland authorities into
corporations, such as Google, Amazon, Starbucks,
Thames Water, Vodafone and Cadbury (before it
was taken over by Kraft) that showed how those
companies used aggressive tax avoidance schemes
to shift profits to low-tax countries. Because of
failure to live up to societal expectations, in line
with the definition of “illicit” above, aggressive tax
avoidance practices by multinational enterprises
were deemed to be illegitimate and thus fall under
the broad interpretation of IFFs (Rowe and others,
2014).

1 Taken from the Oxford English Dictionary online. Available at
http:/www.oed.com/.



While the broader definition of IFFs does seem to
be closer to the meaning of “illicit”, an even more
powerful argument for including aggressive tax
avoidance in IFFs is that it should be considered
as harmful, and therefore illicit, because of the
negative impacts that it has on development
(ECA, no date). Accordingly, it needs to be
measured, tracked and stopped. From a practical
point of view, given that tax avoidance and tax
evasion result from weak tax laws, which are
difficult to interpret and enforce, it would seem
important to measure tax avoidance along with
tax evasion in order to understand completely
a country’s losses resulting from weaknesses in
its tax system. In addition, in many cases, it is
impossible for researchers to determine whether
a particular flow constitutes tax evasion or tax
avoidance, which is a practical argument for
measuring them together.? Furthermore, from an
African perspective, there is a political advantage
in considering IFFs to include aggressive tax
avoidance. Considering such activities to be illicit
places a stronger moral obligation on governments
whose legal regimes facilitate tax revenue losses
from African countries to take action to stop such
behaviour (the role of such jurisdictions in the
problem is covered in more detail in chapter 2).
As indicated in the next section of the present
chapter, African countries face substantial losses
from aggressive tax avoidance, and pressuring
other jurisdictions to take action to prevent it
would be to the continent’s advantage. In line
with this analysis, the broader definition of IFFs is
adopted in the subsequent sections of the report.

1.2 The scale of the
problems

1.2.1 Estimates of illicit financial flows

The exact level of IFFs is difficult to ascertain
owing to the absence of clear data, as those
flows remain mostly hidden. However, such
challenges should not deter attempts to estimate
the volume of those flows. It is very important
to estimate IFFs, and to make the estimates of

2 This is because common methods entail estimating the mismatch
between indicators of economic activity in a particular jurisdiction
and profits reported there, or how economic links with low-tax
jurisdictions reduce taxes paid. Neither of these methods can distin-
guish between tax avoidance and evasion ex ante. See, for example,
Cobham and Jansky (2017).

them as disaggregated as possible, for example
by country (and if possible by region within the
country), industry and sector. This is necessary in
order to inform individual countries of the scale of
the problem at the national level and how much
weight to accord to tackling it in policymaking,
and to prioritize the prevention of illicit flows from
the regions or sectors that are the main sources of
such flows.

Current data point to mining and the extractive
industries and the import-export sector as being
among the main sources of IFFs (ECA, 2018).
The Organisation for Economic Co-operation
and Development (OECD) reached a similar
conclusion, although the data supporting this
result are not yet publicly available (OECD, 2014).

Given the hidden character of IFFs, most
researchers attempt to estimate them by
identifying discrepancies in recorded capital and
trade flows, assuming that those discrepancies
are the result of unrecorded or hidden flows and
further assuming that those flows must have been
hidden because they were illicit (as this seems to
be the most likely reason for concealing them).
Though statistical errors by officials compiling
the data can contribute to those discrepancies,
empirical work suggests that they are likely to
account for only a very small share of the data
(Spanjers and Salomon; 2017: Mevel, ‘Ofa and
Karingi, 2015)".

lllicit financial flows arranged through trade
reinvoicing (when the invoices used for exporting
and importing the same shipment differ by more
than the cost of insurance and freight) were
estimated by ECA on a net basis by examining
gross outflows. This was done mainly by looking
at detailed trade data retrieved from the United
Nations Comtrade database of international
statistics and the BACI database. The latest
estimates from ECA show that during the period
2000-2015, net IFFs between Africa and the rest
of the world averaged $73 billion (at 2016 prices)
peryear from trade reinvoicing alone. Spanjers and
Salomon (2017) estimate that illicit gross financial
outflows through trade reinvoicing averaged $87
billion (at 2016 prices) per year over the period
2005-2014.




Figure 3: Estimates of illicit financial outflows between Africa and the rest of the world
(through trade re-invoicing only), 2000 to 2015 ($ billions at 2016 prices and as a

percentage of GDP)

140
120

100

80
60
40
111111
0
2000 2001 2002 2003 2004 2005 2006 2007

mmm ||licit financial flows

2008

9%
8%
7%
6%
5%
4%
3%
2%
1%

0%

2009 2010 2011 2012 2013 2014 2015

e |||icit financial flows as a share of gross domestic product

Source: ECA calculations based on United Nations Department of Economic and Social Affairs/United Nations Statistics Division, 2017; Gaulier and

Zignago, 2010; World Bank (2017a), and US Bureau of Labour Statistics, 2017.

The implication of those estimates of losses
through IFFs is that the level is high and a cause
for concern. Spanjers and Salomon (2017) also
estimate that the amount of financial flows that
left Africa by way of other channels averaged
$26.7 billion per year over the period 2005-
2014. Spanjers and Salomon (2017) and Boyce
and Ndikumana (2002) used a different approach
for trade mispricing, but reached results similar to
those of ECA: $353.5 billion in net IFFs between
2000 and 2010 for 33 African countries. Cobham
and Jansky (2017) estimate that Africa (excluding
North Africa) lost over 2 per cent of its gross
domestic product (GDP) through tax avoidance in
2013.

It is worth noting that those estimates are
contentious, and critics have a number of concerns
related to them, including thatinaccuracies in trade
statistics or inaccuracies in the estimates used by
researchers of the cost of insurance and freight
(which is subtracted from the difference between
reported imports and reported exports for a given
pair of countries and commodity in a given period)
which may lead to an illusion of IFFs in situations
in which there are none (see, for example,
Forstater, 2016). It may be that not all of the flows
identified in the estimates are illicit (though there
are also illicit flows that are not captured through
the methodologies cited above, such as the
mispricing of services or intangibles, or in cases in
which invoices for a given transaction are falsified
at both import and export). Nevertheless, the

scale of those estimates is still cause for concern:
these are cases of unexplained discrepancies in
official statistics, which could potentially be illicit,
and this in itself is cause for concern and further
investigation.

Other work argues that a fraction of the amount
lost in IFFs could have enabled African countries
to achieve the Millennium Development Goals
by 2015 (Froburg and Waris, 2010; Waris and
Kohonen, 2011).

1.2.2 Evidence from the case study countries

The present section contains an overview of the
challenges related to such flows in the case study
countries, based on information gathered in the
course of the studies. The information serves as
an illustration of the scale of the problem within
the selected States.

South Africa

While the level is unclear because of statistical
issues, South Africa may suffer from substantial
IFFs. The South African Revenue Service
Commissioner indicated in a recent presentation
to the parliamentary Standing Committee on
Finance that South Africa faces a very high risk
of illicit outflows, which can partly be attributed
to the country’'s world-class financial systems,
along with lIts large extractive industry of mining
and resources, the presence of large multinational



Figure 1: Cameroon: Court cases involving offences related to illicit financial flows, 2015

Suspected offence

Financing of terrorism 8.00
Misuse of corporate funds 1.33
Corruption 1.33
Embezzlement of public funds 12.00
Forgery 1.33
Scamming 7333
Sundry trafficking offences 2.67

Percentage of cases

Financial flows identified (CFA francs)
10095170775

26 238 280

185 000 000

7459 290 857

188 183 242
1263430579

Source: Adapted from Cameroon National Agency for Financial Investigation, Progress Report (2015).

corporations, and its open economy and tradable
currency (African Monitor, 2017).

A presentation by the South African Treasury
in June 2016 at the inaugural meeting of the
Consortium to Stem lllicit Financial Flows from
Africarevealed that South Africa has lost significant
illicit financial outflows through transfer pricing
abuses by multinational corporations. Pervasive
tax abuse by multinational corporations was also
confirmed in interviews conducted by the authors
of the present study with government officials in
June 2017, as well as in a number of academic
studies (see, for example, Lord, 2014, Oguttu,
2016). It was also reported by Goredema (2007)
that in 2001 between $2 billion and $8 billion
were laundered through South African institutions
every vear. The South African real estate market,
in particular, is considered to be a major conduit
for criminals to launder their funds by purchasing
and/or developing properties (Boles, 2017).

Cameroon

The data set out in figure 1 show thatin Cameroon,
scamming is more common than the misuse
of corporate funds as a source of illicit financial
flows in the leaked Swiss files, Cameroon was
ranked 137 among the countries with large dollar
balances (Cameroon, Ministry of Finance, 2017).
There is no evidence that Cameroon is pursuing
any investigation to determine whether criminal
proceedings should be brought against those
individuals.

Cote d'lvoire

Cote d'lvoire continues to face problems with
money laundering by drug traffickers, particularly
those trafficking drugs to Burkina Faso. The
following techniques are being used to launder
money:

Shell companies through which transactions in
contraband products are effected;

Investment in property (a rebel leader was
reported to have purchased at least two houses
in Bouaké, Cote d'lvoire, and property in Korhogo,
Cote d'Ivoire and Burkina Faso);

Small business investments;

Use of the hawala system of book transfers of
debt, by which money is moved to safe locations.

There are no public data available on court cases
or on networks involved in IFFs.

Morocco

In 2016, the latest year for which data are available,
the country’s financial intelligence unit received
437 reports of suspicious transactions related
to money laundering and a further 15 related to
the financing of terrorism (Unité de Traitement du
Renseignement Financier, 2017). Drug trafficking
is one of the most important factors behind
IFFs in Morocco. Despite the Government’s
exemplary efforts to tackle drug trafficking and
illicit drug production, cannabis resin continues
to be produced illicitly in Morocco (International
Narcotics Control Board, cited in Davis, 2017).
According to the 2016 Annual Report of the




International Narcotics Control Board, the illicit
production of cannabis resin in Morocco is one
of the major sources of illicit cannabis resin found
in Europe, and indeed the world (International
Narcotics Control Board, 2017; UNODC, 2016).
Cocaine trafficking also takes place in the
country. As a result of drug trafficking, the north
of the country has become a hub for money
laundering (UNODC, personal communication,
17 May 2017). According to the United States,
Department of State (2017a), “while some of the
narcotics proceeds are laundered in Morocco,
most proceeds are thought to be laundered in
Europe”.

1.3 What are the
development
consequences of illicit
financial flows?

There are several development consequences
of illicit financial flows. First, such flows transfer
wealth abroad that could otherwise have been
invested in the source economy. Boyce and
Ndikumana (2012) estimate that the capital stock
of Africawould have expanded by more than 60 per
cent if funds leaving Africa illicitly had remained in
the continent, and GDP per capita would be up to
15 per cent higher. Similarly, the continent’s ratio
of domestic investment to GDP would probably
have increased from 19 per cent to 30 per cent
if the stock of capital taken out were available
for investment within the continent (AfDB and
others, 2012). Those great losses point to great
development deficits. Africans would most likely
have had much better livelihoods without IFFs
from their countries. Even though such flows may
in some cases be “round-tripped’, (brought back
to the source economy), for example, when the
purpose of the outflow was money laundering or
to hide illicit wealth by not storing it in a domestic
bank, there are still negative consequences. This
is because a percentage of the funds go to those
involved in facilitating the international transfer,
and the possibility of hiding illicit wealth through
round-tripping means that the illicit activities that
generate the funds are more likely to be able to
continue unpunished.

Beyond those first-order financial effects, there is
also need to consider other effects that are not
easily measurable in financial or quantitative terms,
but are still relevant for development purposes.
For example, aside from the direct consequences
of IFFs in terms of resource losses, such flows
draw the economy’s factors of production and
resources into the illicit economy, which is both
typically untaxed, undermining important social
spending or investment programmes (which can
add significantly to the economic output - see for
example, Mevel, ‘Ofa and Karingi, 2013), and more
unequal than the licit economy, making income
distribution worse than if the illicit activities had
not taken place and the resources had stayed in
the licit economy (Cobham and others, 2016).

Given the substantial amounts of IFFs and the
established empirical links between them and
aid inflows and debt and such flows, some
stakeholders, such as honest donors and investors,
do not trust that transfer of their funds would
be used according to pre-determined objectives
(Ndikumana and Sarr, 2016; Davis, 2017). This
situation probably leads not only to lower inflows
of development finance and investment resources,
but also to a drain of resources, as part of the
transferred resources must be channelled into
control mechanisms, rather than the projects
that are the focus of the development finance/
investment.

Furthermore, IFFs draw resources from productive
activities into unproductive ones. Many large
companies, especially multinational corporations,
devote considerable efforts towards increasing
their profitability through tax evasion and
avoidance, instead of focusing on improving
operational efficiency. IFFs undermine the quality
and accountability of public institutions, helping
to keep corrupt elites in power. This situation
does not encourage a tax-paying culture (on the
part of individuals or corporations) and reduces
investor confidence (Sharman, 2012). IFFs
from African countries have also been shown
to discourage value additionand structural
transformation. This is particularly harmful to
the continent given the important role that value
addition and structural transformation plays
in providing sustained, inclusive growth (ECA,
African Minerals Development Centre and African



Union Commission, 2017; ECA and African Union
Commission, 2014: African Union and ECA, 2015).

Inaddition, the above consequencesincombination
help to sustain or even worsen poverty and
inequality levels. IFFs tend to be the tools of the
already wealthy people, and not of people living in
poverty. However, itis the people’'sresourceswithin
the State and government that are being exploited
and transformed into IFFs. When large companies,
especially multinational corporations, engage in
base erosion and profit-shifting activities, the bulk
of the tax burden falls on small and medium-sized
enterprises and individual taxpayers. This runs
counter to the idea of progressive taxation, in
which those who earn more income contribute a
larger percentage of tax revenue. It also becomes
unfair when multinational corporations engaged
in substantial economic activities evade or avoid
taxes while benefiting from the physical and social
infrastructure, most of which is still provided by
the public sector in Africa. Another area in which
IFFs generate inequalities concerns the reduced
level of social services and social protection
schemes, given the drainage of public revenue, as
mentioned above and as noted in the Association
for Women'’s Rights in Development (2017). In
addition, IFFs contribute to additional wealth
creation among the already rich, which increases
inequality. The African Tax Administration Forum
estimates that up to 33 per cent of the wealth of
Africa is being held abroad. Through such direct
and indirect channels, IFFs help to sustain and
widen poverty, inequality and underdevelopment
in general (Cobham and others, 2016; Association
for Women'’s Rights in Development, 2017).

The mineral sector is an area of the economy that
is worst affected by IFFs. One of the ways in which
this occurs is through the reduction in incentives
to add value to minerals, frustrating the continent’s
efforts to industrialize, which is considered to be
key for delivering sustained, inclusive growth (ECA,
African Minerals Development Centre and African
Union Commission, 2017; ECA and African Union
Commission, 2014).

Furthermore, the High Level Panel on Illicit Financial
Flows (African Union and ECA, 2015) had found
that if IFFs were to be translated into sources of
finance for African Governments and the economy
at large, the dependence on development

assistance and other sources of support would be
lowered, or disappear entirely. This is a powerful
argument in favour of tackling such flows; it shows
that to do so would not only bring great financial
benefits for Africa, but it would also enable the
continent to end its dependence on aid, and thus
avoid the governance problems that have shown
to be associated with aid dependence. Indeed,
the Panel found that successfully combating IFFs
would also lead to improvements in governance
throughout Africa, which would, in turn, enhance
private-sector development and sustainable
development in general.

The challenges associated with IFFs are known to
generate peace and security concerns and outright
wars. A study by Cobham (2014) concludes
that IFFs have close linkages to environmental
degradation, security concerns and conflicts in
Africa. This is because IFFs undermine public
institutions and democracy, while strengthening
extractive institutions and corrupt officials. In
that context, conflicts may arise in the struggle to
control the available resources. In fact, IFFs may
be used to disturb or subvert legitimate power
(IFFs become power). OECD (2018) discusses the
impacts of IFFs that go beyond financial concerns
in West Africa. The conflicts, in turn, are likely to
exacerbate |IFFs even further, leading to a vicious
circle.

All'in all, IFFs have substantial adverse effects on
the countries affected in multiple areas. This is
also true from a global perspective. For Africa, the
continent’s image remains tainted, while economic
and political power remains at low levels. In short,
the continent’s chances of rising are reduced when
IFFs are increasing, and tackling such flows should
be considered a priority for the continent.

1.4 Conclusion

The evidence reviewed in the chapter suggests that
IFFs present a serious challenge to development in
Africa. Accordingly, tackling such flows should be
considered a priority. Given that IFFs from Africa
involve actors from across the globe, and the laws
and policies of non-African jurisdictions have a
serious impact on illicit flows from Africa, reviewing
the adequacy of global frameworks to tackle those
flows should be a priority (African Union and ECA,




2015). Based on this, in the subsequent chapters,
the mechanisms that lie behind IFFs (chapter 2)
and the governance arrangements designed to
frustrate them (chapter 3) are reviewed. Chapter
4, includes highlights of situations in which it
apparent that those governance arrangements
are not sufficient to deal with the ways in
which IFFs work in practice. In chapter 5 policy
recommendations to address these inadequacies
and fill in those gaps are presented.



Chapter 2.

How illicit financial flows in

Africa operate in practice

In the present chapter, how IFFs are able to occur
in Africa, and the techniques used to acquire,
transfer and store or hide illicit financial flows to
or from the continent are laid out.

2.1 The political economy of
illicit financial flows in
Africa

2.1.1 Weak accountability and perverse
incentives

One of the key aspects of IFFs is the weakness
of accountability mechanisms, which allow
those involved in such flows to perpetrate
them unpunished. Actors involved in IFFs in the
public, private and criminal sectors are often
able to perpetrate such flows from behind a
veil of secrecy, or, even when their actions are
uncovered, to escape punishment. Indeed, while
one might expect electoral competition to drive
governments to prosecute those perpetrating
such flows, experience shows that this is often
not the case. For example, the LuxlLeaks scandal in
Germany in 2014 did not result in the wholesale
prosecution of the perpetrators, but rather in an
unpopular tax amnesty under which there was no
collection of back taxes despite popular dissent in
Germany and Europe (EURODAD, 2014).

This context allows those in the public sector who
should be working to prevent IFFs to sometimes
exploit their position and become beneficiaries or
perpetrators of such flows. This may take the form
of public officials receiving bribes in return for not
preventing such flows. Officials may be using IFFs
themselves to transfer the proceeds of their own
illicit activities; or they may have a personal or
political association with the persons carrying out
the flows. Evidence shows that this phenomenon
is or was prevalent in Cameroon and South Africa
and in Tunisia under former President Ben Ali | for
example Nyaissi (2017), Kellecioglu (2017) and
Rijkers, Arouri and Baghdadi (2016), respectively).

This phenomenon can be exacerbated if politically
influential firms have an interest in IFFs being able
to continue, and are able to lobby governments
not to take action against them (see for example
Rijkers, Arouri, and Baghdadi 2016 for evidence
of this in Tunisia under former President Ben Alj).

Personal or political benefit to public officials from
policies that encourage IFFs may particularly arise
in countries that institute financial secrecy or low
tax rates or both . This is because low tax rates and
financial secrecy attract IFFs into the country’s
banks and allow them to benefit from supplying
financial and legal services to those perpetrating
those flows. Covered in more detail later in the
report.

Despite these perverse incentives, it is in the
interest of African Governments to stem those
flows if they want to maximize the extent to which
earnings are reinvested domestically or spent on
domestic goods and services, or to increase tax
revenue. Preventing or reducing IFFs should also
be of interest to them if they wish to prevent State
capture, crime and corruption.

Other factors, such as a lack of public fiscal
resources to take new action against IFFs, can
also contribute to the weakness of government
actions against such flows, Furthermore, conflicts
of interest in efforts by external partners to
strengthen capacity in Africa to tackle IFFs may
mean that those efforts are not fully effective.
This includes the Tax Inspectors Without Borders
initiative, in which some of the “borderless” tax
inspectors advising African countries worked for
international accounting firms that also advised
multinational firms that attempt to find loopholes
in African countries’ tax laws (ECA, 2018). Private-
sector firms with similar conflicts of interest also
offer transfer pricing risk assessment tools to
African countries.® Another key stakeholder that
could frustrate IFFs from Africa but often does

3 3lIntervention made by T. Shongwe at a meeting on transfer pric-
ing toolkits held at ECA in Addis Ababa on 28 September 2017.




not - the formal financial sector - can also have
perverse incentives to look the other way when
it receives suspicious transaction requests or
suspicious requests to open accounts. The next
section of the present chapterincludes a discussion
on how weak mechanisms for preventing IFFs fail
to prevent those flows from taking place.

2.1.2 Weak mechanisms and institutions for
preventing illicit financial flows

African  Governments tend to employ law
enforcement and regulatory agencies to prevent or
reverse [FFs. Those agencies are the police, financial
intelligence units, anti-corruption agencies, public
procurement agencies, customs agencies, revenue
services and other specialized or general agencies.
Unfortunately, preventing IFFs faces significant
challenges stemming from lack of knowledge,
poor data, corrupt practices, capacity constraints
and limitations in enforcement capabilities (African
Union and ECA, 2015). One example illustrating
the challenges facing agencies that are meant to
prevent IFFs is an ongoing court case against two
tax auditors in Liberia who had promised to halve
a tax bill in exchange for a bribe. Another such
example (related to capacity constraints rather
than corruption) is that few African countries have
institutions that provide instruction on how to
recognize and combat abusive transfer pricing, and
in countries where such institutions do exist, such
institutions are underfunded (see e.g. ECA, 2018
for details). Other public institutions relevant to
efforts to combat IFFs also face severe challenges
in terms of financial, technological and human
resources. For instance, African Governments and
research institutions often find it difficult to retain
staff who are recruited by the very corporations
that are being researched or investigated (African
Civil Society Circle, 2015; United Nations, no
date). Another case of capacity constraints can
be seen in a comparison of African and European
countries. For instance, Kenya, with a population
of 42 million, employs 3,000 tax and customs
officials, while the figures are 140 million and 5,000
for Nigeria, yet there are 30,000 tax officials in the
Netherlands for a population of 10 million (AfDB
and Global Financial Integrity, 2013). It is worth
noting, however, that improving the efficiency,
capacity and integrity of tax officials is even more
important than increasing their numbers.

International organizations are involved in
setting global norms and rules that tackle IFFs.
In particular, the World Customs Organization,
the United Nations Tax Experts Committee,
the United Nations Office on Drugs and Crime
(UNODCQ), the Financial Action Task Force (FATF),
G-20, OECD, the World Bank Group, the Bank of
International Settlements, the Basel Committee
on Banking Supervision, the Financial Stability
Board, the International Accounting Standards
Board, the International Organization of Securities
Commissions and the International Monetary
Fund (IMF), are working on various aspects of IFFs
and from different perspectives. They provide not
only global norms and rules, but also important
research, policy advice and direct technical support
and improved coordination and coherence to
support the continent’s efforts to cope with those
flows. They also conduct advocacy on the need
to tackle the problem and how to do it (Financial
Transparency Coalition 2017; United Nations, no
date).

African countries tend not to be represented in
such organizations. Figure 2 below shows the
global distribution of membership of selected
international institutions through which States
agree on policies to tackle IFFs.

As can be seen in the figure above, certain
countries are members of the six key institutions
that are leading the process of rule-making, while
the only African country that is a member of most
of those institutions is South Africa. In addition,
OECD is leading efforts to tackle tax avoidance
by multinational corporations, but no African
country is a member of this organization (though
21 African countries are members of the Inclusive
Framework on BEPS, which discusses these issues,
but the extent to which this will allow African
countries to influence international efforts in this
regard remains to be seen) (ECA, 2018). 24 African
countries are members of the Global Forum on
Transparency and the Exchange of Information and
Tax Purposes, but this forum appears to discuss
the implementation of standards developed by
the OECD on exchange of information, rather
than giving African countries a say in the design of
those standards (OECD, 2018b and 2016).



Figure 2: The institutional rule makers and their member States

Who makes the rules?

KEY

Member to all 6 institutions
Member to 5 institutions
Member to 4 institutions
Member to 3 institutions

Member to 2 institutions
Member to 1 institution
Member to none

Map compiles the number of memberships various countries have to the six* financial institutions outlined in this brief. The darker the color,
the more memberships a country possesses. Does not account for multilateral institutions which have membership, such as IMF and OECD.

*Bank of International Settlements, Basel Committee on Banking Supervision, Financial Action Task Force, Financial Stability Board,
International Accounting Standards Board (used country of origin of Board representatives, as seats are allocated on regional basis),
International Organization of Securities Commissions (only included IOSCO Board Members)

Source: Financial Transparency Coalition (2017).

In other words, some countries make the relevant
rules, and the rest of the world simply implements
them.

Global rules allow certain jurisdictions to pursue
policies that make it easy for them to act as
‘destination” jurisdictions for IFFs, from which
they may benefit (as mentioned above). Those
policies include financial secrecy provisions or low
tax rates. Even where a country’s rules may not
explicitly guarantee financial secrecy, it may have
policies that make it difficult for other countries
to obtain information on funds held by their
nationals. One example is the “upon request”
system on tax-pertinent information instituted
by the Government of Switzerland, whereby
governments must send specific case-by-case
requests to access information on potentially
illicit tax practices. There are several reasons
why this system is barely enforceable in practice.
First, African Government officials or employees
may have a personal interest in refraining
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from requesting such information. Second, the
requesting institution must make a specific
request, which requires prior knowledge that is
very difficult to obtain. This is one of the reasons
behind the push towards the automatic exchange
of tax information between tax authorities - so
that tax authorities do not need to know what
to ask for in advance Yet participating in the
automatic exchange of tax information proposed
by the OECD requires new legal frameworks and
IT systems to be put in place, which has proven
challenging for African countries - it appears that
only 3 have so far managed to do so (ECA, 2018).

In addition, African countries technically renounce
their right to withhold taxes on financial resources
channelled out of their countries when they
conclude double-taxation agreements with tax;
this provides an incentive for firms and others
to exploit cross-border accounting and intra-
group transactions to shift their earnings into a
form in which taxation rights accrue to the other




jurisdiction, if the rate of tax is lower, In this way,
tax havens substantially erode the tax bases of
African countries (African Civil Society Circle,
2015).

2.1.3 Ability of actors to exploit loopholes,
and the feedback loop

The weak response of African countries to IFFs is
even more problematic because of the strengths
of the private sector and criminal organizations in
interpreting, and finding loopholes in laws and rules
aimed at preventing such flows, in part because of
the legal, accounting and finance assistance they
can draw on (ECA 2017; United Nations, no date;
ECA, 2013). This was apparent from discussions in
the case study countries.

As indicated in chapter 1, IFFs from Africa are
estimated to involve sums of upwards of $100
billion per year. This suggests that those benefiting
from such flows may have a substantial interest
in ensuring that they can continue to perpetrate
them. Those behind the flows are incentivized to
continue to undermine accountability mechanisms
for those involved in the flows, to corrupt public
officials to ignore the flows (indeed, public officials
in some cases may be those with a principal
financial interest in a given flow), to weaken policies
to tackle the flows and to maintain their capacities
to take advantage of loopholes. They also have
access to the financial resources needed to do so,
through bribes or political campaign contributions.
In that way the illicit revenue made possible by
I[FFs maintain or strengthen the deficits that made
such flows possible in the first place.

2.2 How funds transferred
as illicit financial flows
are acquired

From a political perspective, there are a number

of different methods through which IFFs are

acquired, transferred internationally and then

stored or hidden. The following sections detail the
methods used for this.

2.2.1 Corruption

Corruption  provides  officials  and  their
counterparts in the private sector with funds that
can be transferred out of their countries, which
are considered to be illicit financial flows. They
may include bribes received and funds embezzled
from the State. Embezzlement can be carried out
through officials abusing their discretion to award
government contracts, subsidies or directed credit
to firms belonging to an associate (see, for example,
Kane and Rice, 2000). Subsidies and directed
credit form an integral part of industrial policies
essential to enable Africa to pursue structural
transformation, but they should not be abused to
benefit the politically connected (ECA and African
Union Commission, 2014).

A recently conducted household survey in
Cameroon gives the average citizen’s perception
of corruption. The practice is considered a “plague
that hinders the good functioning of institutions ...
[it] is discredited by 44 per cent of the population
and more than half of the urban area”. Some 62 to
72 per cent of the population claim that agents of
justice, such as police or gendarmerie, and the tax
administration are engaging in corrupt practices.
One in five Cameroonians reported to have been
victims of corruption during the period under
study. (Cameroon National Institute of Statistics,
2017).

2.2.2 Theft of natural resources

The extractive sector is particularly vulnerable
to IFFs, although other sectors can be a source
of such flows, including logging, for example, as
is frequently the case in Central Africa (African
Union and ECA, 2015). Countries, such as the
Democratic Republic of the Congo and Nigeria,
which have extensive oil, gas and mineral sectors,
are vulnerable to that problem (see for example
Ndikumana and Sarr, 2016). In addition, the natural
resources sector in Cameroon, and in particular
the oil and timber industry, is an important
conduit of capital flight through trade misinvoicing
(Ndikumana and others, 2016). For example, at the
port in Douala, timber from Cameroon is declared
as being from the Congo, enabling exporters to
fraudulently evade paying tax in Cameroon, as
it is assumed that tax has already been paid in
the Congo. Further, data collected in Cameroon
have revealed that $1 billion is lost annually in the



artisanal mining sector in the Adamawa region
(Mbonteh, 2017).

2.2.3 Tax evasion and aggressive tax
avoidance

Tax evasion and aggressive tax avoidance are also
often carried out through international trade or
investment, when an international transaction is
mispriced or misinvoiced to reduce tax liability in
onejurisdiction (see e.g. the section on South Africa
in Chapter 1 of the present report). However, firms
may also withhold funds from the tax authorities
funds illicitly through aggressive tax avoidance
or evasion even before transferring them out of
the country. The use of confidential negotiation
and tribunals within revenue authorities can also
lead to the amounts of tax due being modified
without any clear explanation being furnished to
the general public.

2.2.4 Unequal contracts and other forms of
illicit financial flows

Another harmful aspect of commercial IFFs is the
use of unequal contracts. Those contracts are
particularly common in the resource extraction
sector. Basically, they involve the government in
which the value of a resource concession awarded
is substantially lower than the amount bid, or
public procurement in cases in which governments
overpay for goods or services. The contracts are
often concluded or negotiated secretly and can be
motivated by corruption, though it appears that in
some cases, particularly with extractive licensing,
African Governments may be less well informed
than extractive sector corporations with regard to
the true value of the resources in question. The
disparity in values is often extensive and almost
certainly the result of bribes paid to public decision
makers (ECA, 2016a; 2017; United Nations, no
date).

2.2.5 Organized crime

Organized criminal groups obtain illicit wealth
through a range of activities that are too extensive
to list here. They may wish to transfer funds
across borders in order to repatriate illicit funds
from a foreign “subsidiary”, to invest or spend
illegally obtained funds or to make payments to
suppliers or employees in their organizations

along their supply chains. They may also have an
interest in hiding the proceeds of their activities
in jurisdictions offering financial secrecy or tax
havens, for the same reasons as others that use
those jurisdictions (see section 2.4 for further
details). Finally, they may also have an interest
in laundering their profits through international
transactions using otherwise legitimate businesses
(The Economist, 2014; United Nations, no date).

One example from the case study countries is that
challenges related to border control in Morocco
allow contraband goods, human beings, illicit drugs
and terrorist materials to be smuggled across the
border, allowing those sources of illicit financial
flows to continue to exist (Davis, 2017).

2.2.6 Licit means

Funds used in IFFs may also be obtained through
licit means, but the flow may be illicit because of
the way it is transferred or used. This can include
the profits of legitimate commercial enterprises
and legitimate earnings of individuals who seek
to use international transfers to avoid or evade
taxes or foreign exchange controls or to finance
illicit activities at the other end of the transaction
(including terrorism).

2.3 How illicit financial
flows are transferred

2.3.1 Informal transfers

Although there is a wide network of banks and
banking laws globally, a large portion of the world
does not use the formal banking system. This
includes barter trade, which may be as complex
and criminal as the exchange of ivory for small
arms. Such trade is not recorded in official trade
statistics at either import or export, and its scale
is, therefore, difficult to estimate using existing
methods for estimating IFFs.

A particular example from Africa is the illicit trade
in ivory. The lucrative nature of poaching and
the opening up of the ivory trade worldwide has
created a source of income for terrorist groups in
Africa. The promise of a quick payday at little cost
has made this a profitable and powerful enterprise
among criminal organizations globally. Poaching,




in particular for ivory, destined as trophies for the
traditional markets of Asia (China) and the United
States of America, skyrocketed over the past two
years in Africa. The business continues to be
lucrative, with an estimated annual volume of 75
tons of ivory worth $62 million, according to the
transnational organized crime threat assessment
for East Africa carried out by UNODC.

According to a source within a militant
group, between one to three tons of ivory,
fetching a price of roughly $200 per kilogramme,
pass through the ports in southern Somalia every
month. A quick calculation puts Shabaab’s monthly
income from ivory at between $200,000 and
600,000. Maintaining an army of about 5,000 men,
each earning $300, demands at least $1,500,000
a month, of which the ivory trade could supply a
big chunk.

Indeed, increased poaching has opened up not
only the legal but also the illegal ivory trade.
Middlemen and women can now legally acquire
and sell ivory. For criminal enterprises globally,
this provides a quick and secure source of funds
to promote their various agendas. This form of
barter and cash is almost completely unmonitored
unless and until elements of it enter into the
formal banking system or the formal economy for
laundering of the proceeds. Consequently, this
remains a global unresolved challenge.

One of the most significant problems with
transnational crime facing Africa is the trafficking
of small arms and light weapons. Using money-
laundering techniques, arms traffickers exchange
money for small arms. These are exchanged for
drugs or ivory, and the exchanges continue as
barter, with only periodic engagement with actual
money or banks, until finally there is movement
from one account to another for what is perceived
to be a legitimate exchange of goods or services
against monetary payment, completely shrouding
the diverse web of illegal and criminal transactions
that have taken place.

There are also other forms of money transfer that
may be considered as semi-formal, as they may
avoid regulations but involve service providers
in the formal sector. Among them are transfer
through Internet money transfer firms or “mobile
money”, and postal money transfer.

Box 1: Informal methods of transfer and
laundering

Informal methods of transfer today include:

1. Financial wire transfer to relatives or friends or with deliber-
ately falsified details

2. Trade-based money laundering in which a higher amount
is paid across borders for goods or services than is declared
either to a relative or friend or through an undisclosed in-
termediary

3. Misuse of money or value transfer services using hawala and
mobile technology

4. Cash smuggling across borders

The money being made from this is being used and or invested
and laundered through:

5. Tradein khat
6. Real estate often within rather than outside borders

7. Local business to finance and ease the logistics of the crim-
inal activity being engaged in, for example, truck transport,
petroleum, farming and other criminal activities, such as
smuggling people across borders.

Source: International Bank for Reconstruction and Development
(2013).

The informal systems of cross-border transfer
discussed above do not make use of the formal
banking system but, instead, form part of a
predominantly cash-and-barter-based economy
unregulated by the global system. However, very
often segments of the transaction take place
through the formal system and elements of a
particular system that are not well regulated or are
regulated in such a way as to allow for protection
of criminal activity are used. For example, a
criminal may use the same tax havens or secrecy
jurisdictions, discussed below, or corporations
