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Abstract:

Switzerland and ten microstates are the safe hawerisurope providing low taxes and
offshore banking. Microstates offer a veil of anamy to funds passing through, and Swit-
zerland offer safe storage of funds. It is showat thafe havens are wealthier than their
neighbors. Equilibriums are likely to exist, whetréncreases the welfare in a small country
to be a safe haven, but decreases the welfareeibighneighbor if it follow suit. The policy
package necessary for a safe haven is discussgd, iarshown to be dynamic. The unusual
paths of the Swiss GDP per capita and the exchatgeof the Swiss Franc are discussed. It
is further argued that the future of the safe haverbright in a world where debt is high and
growing in the big economies. The conclusion loakthe many attempts to control grey and

black money flows.
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1. I ntroduction

No internationally accepted definition exists cfede haven. However, the common usage is:
A safe haven is a country that makes moireyn abroadby helping foreigners to do
something that is heavily regulated in their owniroy such as gamble, buy cheap booze,
and escape taxes. In this connection the mainigcoV safe havens is to provide offshore
financial services. It is a particular type of ekp@n export of a service that is generated by
a relatively low level of regulations. For easgodsentation a safe haven is often referred to
as S. Its neighbor county is F, for foreign.

Section 2 takes off from a survey of all Europeaurtries. It identifies 11 safe
havens: Switzerland and 10 microstates. When nggitiis often visible to the naked eye that
wealth is being generated in an unusual way. Sainil& not only an off-the-map hilltop. It
is a place where Ferraris are more plentiful theatgy And even a five minutes stroll down
the main street in Vaduz (Liechtenstein) reveads the main industry is financial services.

Section 2 shows th#tpaysto be a S, and why smaller countries are moreylitebe
a safe haven. The reason is: (a) To be a safe hiaEses a cost on the natives, but this cost
(b) is offset by income produced by the inflow @&ngrates from abroad. The smaller the
country is relatively, the more likely it is thdi)(exceeds (a). The logic of the argument will
be briefly analyzed in section 3 below.

The largest safe haven is Switzerland, with 7°680’thhabitants — it is about 4 times
larger than the other 10 countries added toge8tér.Switzerland has only 1 % of the popu-
lation of the West.As regards the service of offshore finance therostates mainly provide
short-run veils of anonymity for funds passing through, wh8evitzerland also provides
long-run storageof funds either in the country itself or as a gqumee for funds invested
abroad. Switzerland is the only safe haven witlowts currency.

Section 2 looks at the data to establish the maisality: From small to safe haven to
rich. Section 3 presents a simple model permitéggilibrium between a small safe haven
and a large normal country. Section 4 deals witfshafre financial centers. Section 5
considers the case of Switzerland, section 6 deidtrsthe economic instability in the world
increasing the demand for safe havens, and sectcmncludes by considering the pressures

on the safe havens making them comply with thelatigms of other countries.

2. The organization of microstates has Malta akitgest member. The literature on microstatesaderate in
size, but see e.g. Armstrong and Reid (1998), amdd8chino (2004) concentrating on islands. A miacger
literature deals with tax-havens, see e.g. SleramtiWilson (2006) and Dharmapala and Hines (2006).
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2. The 11 safe havensin Europe

This section considers the data. Section 2.1 labksset of correlations showing that the safe
havens are small, wealthy countries. Section 28ents evidence that the causality is from

small to safe havens to wealthy. Section 2.3 cenglie trade-offs of dependent microstates.

2.1  The main pattern in the data
The assessment that a country is a safe haversesl lwm lists made by the IMF and OECD,
and the entries about the economy for each countrthe CIA World Factbook and
Wikipedia. These sources have a high degree otawget in the matter.

Europe has 54 fully and partially independemtintrieswith enough policy autonomy
to develop into safe havefidlo less than 11 are classified as safe havendl lspurces |

have found. Seven borderline cases are often nm=atias well, but they are not included.

Table 1. Matrix of Spearman’s rank correlation éicefnt

Safe-haven Income Area Population Post-com Dependent
Safe-haver 1 0.57 -0.62 -0.62 -0.51 0.40
(p-value (0.0 (0.0 (0.0 (0.0 (0.3)
Income 0.57 1 -0.2¢€ -0.2¢ -0.82 0.33
(p-value) (0.0 (25.8) (23.0) (0.0) (1.5)
Area -0.62 -0.26 1 0.86 0.17 -0.44
(p-value (0.0 (25.8 (0.0 (22.6 (0.1)
Populatior -0.62 -0.2¢ 0.86 1 0.1z -0.45
(p-value) (0.0 (23.0) (0.0 (39.9) (0.1)
Post-com -0.51 -0.82 0.17 0.12 1 -0.29
(p-value) (0.0 (0.0 (22.6) (39.9) (3.6)
Depender 0.40 0.33 -0.44 -0.45 -0.29 1
(p-value (0.3 (1.5) (0.1) (0.1) (3.6)

Note: The sign of the correlation to income rankeigersed. Rising income gives a positive estimate.

For most of microstates listed in the first sectadrthe Appendix Table data are scarce, as

they are routinely excluded in international statss except for the data analyzed in Table 3.

3. The key terms used identifying the safe haveascanter of offshore finance’ and ‘low taxes/teven’. The
economy of Jersey is thus characterized in Wikiedi ‘financial services contribute approxima@dypercent
of the island's economy. The island is recognizedrge of the leading offshore financial centens.tie CIA

World Factbook the text is very similar.
4. See Appendix for a complete list of 50 undisguteuntries and 14 possible ‘countries’.
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However, the income rank (for 2005) in the CIA Wbfactbook exists for all 11 safe
havens. In Table 1 the sign of the coefficientstmrmcome rank are reversed to be in
accordance with intuition. The other variablesraegle as explained in the Appendix.

Table 1 gives the correlation matrix of the 6 viles. The table has 15 different
entries of which 11 are significant. Safe haverswagealthy, small and often dependencies.
Post communist countries are relatively poor antddependent, but they are not safe havens
so the variables have some collinearity.

The Appendix tables A4 and A4 use regressions atyaa the multicollinearity. The
main pattern is as followSafe-havers explained bymall sizeanddependencyand by not
being post com Incomeis explained by being safe havepand notpost com but not by

small size or dependency status.

2.2 Causality: Small size to safe-haven to income

Table 2 assumes that in the absence of the satnhanlicies the income of the countries
would be the average of its surrounding neighbbrssome cases — notably the islands
(Cyprus and the Isle of Man) the choice of neigskame difficult. The footnotes explain the
comparisons made.

The test results show that the safe havens arerrittan their neighbors by 15.7
places in the income ranks. The result is robushéopossible changes in the comparison.
This is taken as a confirmation of the causal lirdm the choice of S-policies to a high
income: It pays to be a safe haven.

Table 3 reports the income data in the World Dgwalent Indicators. They cover 9
of the safe havens. It confirms that the incomellév safe havens is higher than the one of
their neighbors. The result is statistically sigraht. However, in Table 3 Cyprus is richer
than Greece and Monaco is the richest country asyrto the ranks used in Table 2

It is a great problem how expatriates are countetheése data. Precisely the same
problem applies to bank assets in the financiaissies. It is easy to cite very different
numbers. It should be handled by the conceptgatibnal versusdomesti¢c but more catego-
ries appear necessary to fully catch what is goimgand few microstates give both data.

Finally, it should be noted that safe havens tenldalve a somewhat faster population
growth than other countries. Andorra is actually thstest growing country in Europe. The
fast growth of these countries is due to in-migmatiRich people want to live there for tax

reasons, and they provide work for a great deakofice staff.



Table 2. The gain of income rank of 10 of the 1fe $mvens compared to its neighbors

Andorra 12 Isle of Man 36 M onaco? 44
France 39 U.K. 37 France 39
Spain 48 Ireland 27 Italy” 43
Gain 31.5 Gain -4 Gain -3
Cyprus® 62 Jersey 6 San Marino 31
Greece 47 France 39 Italy 43
Russia 71 U.K. 37 Gain 12
Turkey 94 Gain 32 Switzerland 17
Gain -15 Liechtenstein 2 Germany 32
Gibraltar 16 Austria 19 France 39
Spain 48 Switzerland 17 Italy 43
Morocco 152 Germany) 32 Austria 19
U.K. 37 Gain 20.7 Gain 13.5
Gain 32 L uxembourg 3
Guernsey 14 Belgium 26 Average Gain 15.7
France 39 France 39
U.K. 37 Germany 32 T-test for average Gain % 0
Gain 24 Gain 29.3 P-value 0.53 %

Notes: TheGain is the excess rank of the bolded safe haven cpwatmpared to the neighbors. In several
instances it is dubious which ‘neighbors’ to in@ud here some possibilities are given. ltalics daté# a
possible neighbor that is not included in the daldon of gain. (2) The income rank differs fronetbne
suggested by Table 3. (b) Distance from Liechténsie the German border is 40 km. (c) Distance from
Monaco to the ltalian border is 15 km. (d) Normalibt rejected by Shapiro-Wilks W-test.

Table 3. GDP per capita for 2007 in US$

Prices 2000-% Current 2000-$ Current 2000-$ Current
Neighbours (F-countries) Safe havens (S-countries) Gainin%
Spain 16369 32130 Switzerland 37,935 57,490 60.6 % 43.4 %

Italy 20001 35641 Of which microstates
France 23585 40460 Cyprus 15,149 27,853 1.0% 0.3 %
Belgium 24991 43161 Andorre 21,496 39,875 11.2% 11.2%
Germany 25249 40468 lIsle of Mar 29,462 50,191 -34 % -3.4%
Austria 26786 44850 San Marino 31,590 54,428 57.9% 52.7%
U.K. 28929 46092 Channel Is|? 45,226 76,413 74.0 % 77.3%
Countriesin crisig/failed safe Luxembourg 56,389 106,902 129.4 % 158.7 %
Greec: 14,995 27,767 Liechtenstei 82,308 130,504 183.4% 18C.2 %
Irelanc 32,214 59,489 Monacc 98,397 169,270 354.6 % 34€.6 %
Iceland 38,166 65,566 Average gain in % 96.5 % 96.4 %
Binominal test for 8 of 9 positiv@d 20% 2.0 %

Notes: (a) The Channel Islands are Jersey and Gewerib) Compared to same neighbors as in Tab{e) 2.
Normality of the two gain-distributions jus rejedtat the 5 % level by the Shapiro-Wilks W-test, tke
classical t-test is dubious, but it has p-values.8f% for both variables anyhow.



2.3 A note on dependent microstates

Most microstates are partly independent only — tueythe last ‘loyal’ parts of past empires.
This applies to the 37 overseas microstates that Bpecial treaties with the EU as they still
somehow ‘belong’ to EU members though with a largege of legal arrangemerit$or
simplicity we shall speak of a ‘dependency’ andrether country’. This also applies to the
dependent microstates in Europe.

These states typically feel that they deserve soimgfor their loyalty to the mother
country, and it typically feel that it ‘owes’ thesomething in return. Also, they are small and
the mother country is rich, so it can afford to plagm. Consequently, many of these depen-
dencies are subsidized — in some cases the subsadyubstantial part of their GDP. Paldam
(2004) presents a model of the dependency/subsady ©off for small parts of a large union
originally developed to explain the cases of Graedland the Faroe Islands in the Danish
Kingdom.

An alternative to subsidization is to ‘allow’ thegkndency to be a safe haven. It is
arguable that since there are enough safe havem®wnit does not cost the motherland
anything to let their dependency catch a bit ofdhke instead of letting somebody else eat it.
Also, it saves in subsidies. Consequently, it seargsod deal for both the dependency and

the mother country.

5. These microstates are Anguilla, Aruba, AzoresnRida, Bonaire, British Antarctic Territory, Bsiti Indian
Ocean Territory, British Virgin Islands, Canaryasts, Cayman Islands, Ceuta, Clipperton Islanda¢ag,
Falkland Islands, French Guiana, French PolyneBi@nch Southern and Antarctic Lands, Greenland,
Guadeloupe, Madeira, Martinique, Mayotte, Melildpntserrat, New Caledonia, Pitcairn Islands, Réanio
Saba, Saint Barthélemy, Saint Helena, Ascension Bmstan da Cunha, Saint Martin, Saint Pierre and
Miquelon, Sint Eustatius, Sint Maarten, South Geomnd the South Sandwich Islands, Turks and Caicos
Islands, and Wallis and Futuna. Only the Canamgnid$ and Réunion are too large to be microstates.
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3. The basic safe haven model

Section 3.1 sets up the mod#la beneficial regulion in an isolated count. Section 3.2
considergwo countries of which one opt for bein safe haven, Sp reap an income froi
the other, F. It also shows theduilibriummay exist, where the &oes not reacSection 3.3
discusses an alternative \art of the model, whi section 3.4 discusses path depende
i.e., how countries develop into one or the othedeh

Figure 1. The two curveWL' aWL'-curve in the main casedrawn per capil
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3.1  The set-up discussederiving the W!-curve for an isolated country

The model consider a world where an acti'A is regulated by a rate so thatA = A(r). It
further assumes that in an isolated cour has a perceived optimurﬁ A safe haven, S, is
country that chooses a lowerto obtain anA-flow from abroad. The ®odel uses twi
curves: ThewL'-curve shows the welfare loss of keepr too low in an isolated countr
while the WA -curve shows the welfare gain generated byA-flow. It pays to be a sa
haven if theWA -curve is &ove theWL'-curve. The paper argues that the curves loc
drawn in Figure 1.

The model consideran activity, A that has benefit8(A) and costsC(A) — both
measured in welfare unit$he benefits have two ternB(A) = D(A) + Y(A), whereD(A) is
the welfare from ‘consumingd, while Y(A) is the welfare from producing. For high and
low A-levelsit is believed thathe costs exceed the benefits. Thws, assume that it
regulated, andhe regulation is take to be a rater > 0. Once the administtian is set ufit

has much the same adminisitva costsof the regulation it is set one value or anothThe



democratic decision process choose a certain tfvek r that is believed to be optimal by
people.

TheWL' in the perceived welfare loss of deviating froh
1) WL(r) = WAr) — [BA()) — C(A(N)]

Thus, the population believes that ivé'-curve has a minimum irf at zero and rises to both
sides as drawn on Figures 1 and 2. We are maitéyeisted in the path of th&L'-curve in
the interval fromr = 0 tor® In this interval thaNL'-curve is monotonously falling, and we
assume that it is fairly linear till it approachés

A may be a transfer to the poor, paid by a tax with rater on the non-poor. The
activity A is the transfer received by the poor and the irctawmed to generate the revenue. A

productionY(A) is needed to generate the revenue. ObviousdyaitdosC(A) to pay the tax.

3.2 Two countries: Deriving the VWi&urve for a safe haven where r & r

Now two countries are considered: S and F. Firsy thave the same=r% They are thus
isolated as regard&. They both produce tha they consume. Now S decides to become a
safe haven by reducing r td< r%. This generates afflight from F to S:A™ = A7(r? — ).

The welfare gain from consumi§ goes to the foreigners and so does the costs. Hawe
the welfare gain from producind” accrues to S. This means that S produce and c@nsum
A(r®) > A(r?). This gives the welfare los4L'(r%) as showed by the/L'-curve.

However, in addition S obtains the welfare gaimfrproducingA”, and we assume
that W(A") is proportional toA™ as all benefits of consuming and c@ét are in F. The
production welfare in S follows th&A -curve. It must look roughly as théL'-curve, so that
it is flat at zero around”, and rises monotonically farfalling to zero. Even when the two
curves have the same general form they are lilkelgiffer by the width of the flat section
aroundr® and by the slope later on.

From introspection | think that the flat sectionw&ler for theWA -curve, as drawn
on Figure 1, but maybe | am wrong and Figure 2hstéer approximation.

As regards the slope of the two curves the keyrmhsen is that th&VL'-curve has to
do exclusively with the natives in S, so per cajtita constant, but the/A -curve is genera-
ted in F, so the size of the effect is positivadiated to the size of the population in F. If S is

small relatively to F th&VA -curve is steep, as drawn witdA™, which does intersect with



the WL'-curve at (1) However, if this is the case thF is large relative to S and tIWA®-
curve results, which is below tWL'-curve throughout.

This means that pays for ¢ to be a safe haventifis choserin the intervalbetween
the Welfareaxis and (1): The choicemarked by the gray arrow. That is,r is reduced
enough. However, F has way to gain from being a safe haven. The samelagsion als
applies for F wheiit comes to react to S’s safe haven policy to imcA™ to come back fron
S. It is an equilibrium that S is a safe haven androt:

3.3 Ifthe WLand the WAcurves are differel

If the WL' and theWA curves have exactly the same f, the WL'-curve iseither fully
below theWA -curve or fully above. So if S is sufficiently smallpays t pursuc a safe
haven policy for alt <r®.

A more interesting possibility is shown as Figuretere thewL'-curve is the flattes
aroundr®. Here it is pssible that the safe haven occurs f (0) r® and up to a certain val
(2) where thaVL'-curve exceeds tPWA™-curve. Herdt is an advantage for F to retaliate
to (1), but ifr® is between (1) and (2) it does not pay for F tactieand there istill an

equilibrium with a safe haven and a country can do nothing about it.

Figure 2. The two curve?/L' aWL'-curve in an alternative caselrawn per capi
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3.4  The path ta low level of regulation in an important fie

To be a safe haven meatigat a certain regulation is kept lower than evédmgre else
resulting in Aflight into the country Also, it is an advantage taken, which has a ce
moral ambiguity: A safe haven may be seen as atgotelping people in F fe riding on

the regllations of their own countr



It is not likely that S just decide to go theredlla sudden. Also, it is a rather difficult
choice to make in a public debate due to the maradiguity. So the typical way to develop
into a safe haven is for some event to happenstiaat a dynamic path into the policy. One
possibility is a war in F that causes the regufatio increase dramatically. Also, it may
simply be that for some reason a blocking coalilemelops to prevent a certain regulation in
being increased as everywhere else. So it is reallyybody else that change the regulation
leaving S as a safe haven.

Once the A-inflow occurs it expands the A-productend automatically creates an
A-lobby that wants to expand the flow. Also thesea period of adjustment where the
country develops institutions to handle the lowelenf the regulation in the A-field. Perhaps

the ill effects of an excessive A-consumption maycbunteracted by alternative methods to
raisingr.
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4, Offshore banking asthe key to being a safe haven

The list of safe havens makes it clear that byHarbiggest money-maker for the safe havens
is offshore bankin§.First section 4.1 give some numbers, then secti@looks at the
relation between capital inflows and Dutch Dise&ection 4.3 consider the conditions for

running a safe haven, it brings Table 4 preserdisgt of ‘safe haven conditions’.

4.1  Offshore banking

Offshore banking is big business. However, moshefsafe Havens have blank entries in the
IFS (from the IMF), so to get some idea of the nitagies one has to patch together data
from many sources. In the typical developed Wesezonomy theasset-ratio— between
bank assets and the GDP - is in the range of 0.6-1.

The bank assets/GDP-ratio is 10 in Switzerlance(iik Gibraltar). The Swiss bank
assets are thus a bit larger than the GDP of GernTdnis huge asset balance has been built
over half a century. The record of Swiss banksoistsong that the crisis of 2009 caused
massive capital inflows to the safe haven, andgelappreciation of the Swiss Franc (CHF)
resulted — see 5.5 for a particularly wild quamethe life of the Swiss Franc.

In Iceland a similar asset/GDP-ratio was build dgrihe first decade of the 21
century, but it was built by increasing the crediiltiplier, so it collapsed when the crisis of
2009 hit the economy. It is a major job to buildbegh credibility so that a safe haven is
robust to crises.

Jersey, Gibraltar, Guernsey and Liechtenétappear to be countries where financial
services are the biggest industry. With the assettigart of tourism, accounting and legal
advice it probably comes to well above 50 % of GDFhe UK dependencies of Jersey,
Gibraltar and Guernsey have Financial Service Casions that give some information. It is
not very detailed and of dubious comparability. ldeer, the statistics given allow us to
assess that the assets-ratios are about 67, 4baedpectively in the three countries.

The main purpose of using offshore banking is ttehinoney from the authorities of

your own country. This has two elements: (a) Yoy want to pass funds through the veils

6. The definition of amffshore banks that it is located outside the country of resice of the depositor, in a
jurisdiction that provides: (i) Greater privacyi) (Lower taxation. (iii) Greater freedom over dep®s(iv)
Greater protection against political or financratability.

7. The most common financial institution in Liecd&gin is thereuhandgesellshafivhich administrate funds.
168 such firms are listed at the URL: http://wwwiggene.li/liechtenstein-treuhandgesellschaften-3ilht

8. The ‘associated’ part mentioned is the partisgny the foreigners using the financial servicéhen the in-
direct effects in the input-output sense are aduiehcial services must completely dominate thesmemies.
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of anonymity and (b) you may want a safe place to keep younaypoThe tvo roles are
different: (a) Is a shontun facility that is served | all safe havens, antl does¢ put great
demands on the credilty of the safe have (b) Is a long-run facility thateeds a substanti
economy. It demands an economy with high credibilitythe long ru. Only Switzerlan: is
well suited for that roleThis is precisely because it is the only one ofstie havens that h

a full normal economy in addition to the large fical sectol

4.2  Offshore bankingapital inflon and Dutch Disease
If an offshore financial center is successful, it geras large capital inflowsThe inflow
increases the supply of foreign currency in S agnce the price fallsThe simple quasistat
analysis of Figure 3 shows the equilibriurks, Q,) before the inflow andg,, Q,) after the
inflow. This is termedan appreciation and it i revaluation. The real exchange rE shown
is calculated from the nominal reE” by E = E"(PF/P®), wherethe P’s are the price levels
F and S.Theoretically, they the two equilibriums are thansain the floating and fixe
exchange rate case. Theory predicts that the aujund$ are faster and smoother in the
of a floating rate, where the rational traderstenrarket perform the jc

The inflow means thahe bank in Sare awash with liquidity, interest rates fall ¢
the activity level increases this causes inflation a real revaluationHowever, f the

exchange rates are floating the nominal rate rewe:, and his offsets the intian.

Figure 3 Capital inflow and the real exchange

k Supply 1
Inflow Supply 2
E, >
lRevaluation I
Ez loss
\Demand
Q  Q Q
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My reading of the experience is that in the flogtexchange rate case the market reacts so
fast that the inflationary pressures of capitalowk is normally offset. Also, the floating is
normally rather gentle. However, in times of finehdnstability it does give large move-
ments of the exchange rate, and this surely mafeesxciting for firms involved in foreign
trade. The example in section 5.5 shows the daitha&nge rate if the CHF (to the Euro) for
the 3% quarter of 2011 where the Greek economy was fagtet the brink of default. The
CHF covered a distance down and up of 19 pp.

In order to dampen the fluctuations it is necesshay the economy has some size.
When the Swiss economy has movements as discugssd,surely they would be truly
immense for an economy as Guernsey or Liechtenktartheir own floating exchange rate.
Hence, the microstates all have fixed their exchaate.

This makes the effects of the story on Figure Beyf domestic price adjustments.
but thanks to the complex dynamics in the fixedhaxge rate case the path to equilibrium is
likely to be influenced by the economic policiegsued, and it may take some time to get
from (E;, Qy) to (E2, Q2). The path may even be cyclical involving overditap

The way to insulate the economy from these movesnento make sure that the
inflows are quickly sent out again. Also, it isailghat an economy such as the one of Jersey
cannot absorb inflows in the order of 40 times®&i2P. They must by necessity be invested
somewhere else. These countries provide veils @fianity, not storage. Even in the case of

Switzerland most of the foreign funds floating bawve to be invested abroad.

Table 4. The long-run safe haven package

(1) A system of well-secured and highly trustedpemy rights

(2) A developed banking system, with high solidityd a well-protected secrecy

(3) A stable, conservative political system geriegapredictable policies and low taxes
(4) A high level of honesty within the country

(5) A solid economy with no looming debt and bakxof-payment crises

(6) Anarm’s length principle as regards fully tlkdands

4.3  The policy package necessary to generate langsredibility for a safe haven
A large literature discusses the conditions foroady‘investment climate.” The modern
discussion started by Borner et al (1995) and tloeld\Bank (1997). Also, a handful of firms
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— such as Standard & Poor’s, Moody’s and ICRG -tdryjneasure aspects of the credibility
of countries. To be a credibly long-run safe haserountry obviously has to be extremely
credible and have been so for some time. Thatisniot enough to score triple A at Standard
& Poor’s in a few years.

Based on the literature, and common sense, it appleat the 6 conditions listed in
Table 4 are the key ones for a country that wamtsetome a long-run financial safe haven.
All six items are very good for generating normasiness. Even if it did not generates large
scale offshore banking it would still be the packagcommended by business organizations.
The package hangs together so that if some ofdhdittons are fulfilled the others are easier
to meet. If the policy starts to work, the coungsts large capital inflows, and the balance-
payments improve, and wealth is produced. Wherptpilation sees that the policy works,
so it becomes popular, and easier to defend. Tthespolicy has an inner dynamic which
becomes a good cycle.

The bank secrecy in (2) is essential to attracy @rad black funds and the low tax
part of (3) is necessary to attract white fundss Essential that the state does not seem to be
in desperate need of taxes (5) so that dangewntisfentering loom large in the future.

A safe haven is a promising place to turn black eyowhite, but it is an obvious
point that to be inviting a safe haven have to hoichinals at an arm’s lengthWe shall
return to this point.

When international companies choose to place tieadquarters in S, it means that
some of the profits generated by these compan@si@in S, and when the very rich indivi-
duals decide to live in S this also generate incom®. These moves are an extra gain as a
consequence of the safe haven policy. It is naasy to calculate how large income these
moves generate: Also it gives some tax income feamings made abroad. The public
consumption made from these taxes generates ine@ntlee usual multiplier mechanisms.

The number of rich companies and persons living iseems moderate in numbers,
but they own great wealth and have generated a etitop among the cantons and the

concentration is high in some cantons that haveialmed in attracting tax refugees.

9. The arms length principle (6) is a bit like tmafia rule in Las Vegas: No owner of a Las Vegasmais
allowed to have any economic connection to knowmicals. However, a casino appears to be a greatele
for turning black money white, so from time to timafia connections to casinos are discovered.
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5. The Swiss case

The key to understanding the case of Switzerlanthas apart from being a safe haven
Switzerland is also a perfectly ‘normal’ economythwa hardworking population and a high
level of economic efficiency. Section 5.1 shows plagh of the Swiss economy, while section
5.2 looks at the nominal and real exchange ratettfer Swiss Franc (CHF). Section 5.3
considers the tricky accounting for capital infloimsa safe haven. Section 5.4 looks at the
domestic consequences of absorbing capital infland,5.5 is a case study of a wild quarter
in the life of the CHF. Finally section 5.6 discesshe really black funds in the world, which

also look for a safe haven.

5.1  The path of the Swiss economy
Figure 4 shows the relative path of gdp (GDP peitap compared with the West and
Western Europe. The aggregates are weighted withtgosizes?

Figure 4. The relative path of the Swiss gdp (GEBPgapita)
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10. The statistics used (Maddison 2003) are PP#&{datthe West. It covers 20 countries: Austriajgien,
Denmark, Finland, France, Germany, Greece, Irel#taty;, Netherlands, Norway, Portugal, Spain, Swede
Switzerland, UK in Western Europe and Australian&a, New Zealand and the USA overseas. The two
groups are of roughly the same size.
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The two graphs show that Switzerland was alreadglatively wealthy country in year
1990™ Since then Swiss income has risen in two wavet) associated with a world war.
After World War | Switzerland grew by about 20 % madhan the other countries, but the
crisis of the 30s and World War 1l were hard on 8wiss economy even when Switzerland
remained neutral. Switzerland is a very trade déeencountry, with no resources to speak
of, so the periods of trade disruptions are diffipgriods for Switzerland.

However, the two world wars were the events thatvocwed a lot of people — espe-
cially in Germany — that a financial safe haven wasessary. After World War | Germany
had a prolonged period of political chaos — witeadful of failed local revolutions and then
hyperinflation. Then the Jews and other victims popbsecution needed to get out and
preferably to bring their money as well, and durihg last 1% years of World War Il many
Germans could see that they would loose, and needst/e some funds from the debacle.

It also taught the Swiss that if they pursued tightrpolicies they could become
wealthy in the process, and they certainly sucagdéolemost of the century to become richer
than most developed countries. Especially from 1®44975 Switzerland was much richer
than its neighbors. However, from both curves sh@nrFigure 4 it appears that the high
income of Switzerland was due to a large upwardpjjunst after World War Il and then it has
been followed by a low growth in productivity.

In Paldam (2011) it is shown that the path showedrgure 4 for Switzerland is
unique. Calculated as the sum of numerical deviatipom the common growth path Swit-
zerland is the country that has the most diffegnowth path, also if it adjusted for the
average deviation. The path of Switzerland looka akear case of Dutch Disease. When the
foreign exchange inflow starts there is a high ughjamp, but then the revaluation genera-
ted by the inflow causes a slow growth that graguaidermines the jump.

When the relative position of the PPP-income aedr#fative GDP in current income
is compared it appears that the Swiss nominal irecisnabout 50 % higher. This is a measure
of the Dutch Disease afflicting the Swiss econothys amazing that a landlocked country

with fine transport infrastructure can have suckescess price level.

5.2  The exchange rate: nominal and real
The oil-country ‘look-alike’ development path ofettfBwiss economy in Figure 4 suggests

Dutch Disease. As the jump is large, the aggregatess income is substantial. The term

11. In the historical data Switzerland was a regyi poor country in the first half of the 1%entury, but
exceeded the European average already in the feoimdl850-75, and has been relatively wealthyesiien.
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Dutch Disease suggests something bad. Howeveagrit svith something very good, a large
income raise — the ‘disease’ element is that rigiggadually undermined by revaluation. The
good is not as good, at it seems at first. The DDisease observation suggests that the CHF
(Swiss Franc) has revalued, in the period. Andaat Switzerland is the world champion for
the 20th century in revaluatioisDuring the Liberal Century Switzerland was a mentfe
the Latin Monetary Union where the Swiss, the Fheaued the Italian currencies were fixed 1
to 1. The Union collapsed during the First World WWaince the abolition of the union the

French have cut 22 zeros and the Italians almastds of their currencies.

Figure 5. Logarithm Index of CHF price of US $ _
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Source: Blomberg data base.

In August 1971 the US dollar started to float —stlsiaused a major realignment of all
currencies. Figure 5 shows the monthly developroétite Swiss exchange rate since Janu-
ary 1971 before the realignment. For a constaetathange to show up as a straight line it
is a logarithmic transformation. In the period c®dk the euro (and the weighted sum of the
euro currencies before that) is virtually trendlesktive to the US dollar, though it has

varied a great deal.

12. An alternative formulation is that Switzerlamaks kept its currency very close to the (pre Wavit 1) gold
parity while everybody else has devalued.

17



In the period of Figure 5 the CHF appreciated Setmelative to the US dollar or by
4.1 % per year. The fitted straight line says thatannual rate of revaluation is 3.2 % per
year, which corresponds to the revaluation to theEEven 3.2 % per year is a world record.

Figure 6 is one specimen of a table that has nbtdoeen calculated and recalculated
by all Swiss macroeconomists — the nominal rat8.2f% revaluation is compared with the
inflation rate. If Switzerland has 3.2 % less itiia than its trading partners/neighbors the
CHF stays stable in real terms. The constant hotatdine at 1 shows that possibility.

Switzerland has in fact had less inflation thanHEuweoland, but not 3.2 % less, so the
CHF has steadily revalued in real terms as welis Thshown by the six downward sloping
curves that give the real rate relative to the melgtvant countries. Before the establishment
of the European monetary union (1/1 1979) the atemhad very different rates of inflation,

but from the late 1980s the inflation rates conedrfprobably not enough, but still some).

Figure 6. The real rate of revaluation of the CHF
2.8

= ['uro area 1.7 %o

— Austria 2.5 %
g 23 ECU == Germany 3.2 %
2 France 2.3 %
Il 19 Ttaly 1.8 %o
o \A swee Ayt neigh 2.5 %
wn
Q — Constant
s
' L]
[P) u.-"---....
on .
; \ Euro
-% . ‘%‘i
e N
o
T 07
(=4

1971 1975 1979 1983 1987 1991 1995 1999 2003 2007

Note: The real exchange rates are calculated fhenGDP deflators.

The Euro was launched (1/1 1999) and the numbelsdokets shows the average rate of

revaluation in each of the 6 cases since thes.iftteresting that Germany has had the same

18



rate of inflation in the period, but in all the ethcases inflation was higher than in Switzer-
land, but not 3.2 % higher. So Switzerland hasdatkady rate of revaluations. When large
capital import leads to a real revaluation it isgisely what is termed Dutch Disease.
It is a common observation that countries with éagapital import and resulting

Dutch Disease, come to suffer from deindustrialimgtand turn into rentier societies — as in
the richest oil countries — where natives work Vdtle and foreigners are imported to do the
work. In Switzerland the capital inflows are borexvfunds, and though the country has had
large scale labor import no de-industrializatios loacurred. It is a simple fact that Switzer-
land has a rather hard working population with pgliticipation ratios in the labor force and
moderate unemployment. However, many Swiss industis (and independent economists)
have warned that deindustrialization is becomimgad possibility — especially in connection

with the revaluations in 2011.

5.3 National accounting and the autonomous postseobalance of payments
The balance of payments always balances, so wederranly the autonomous posts such as
they are registered, and disregard balancing items.

Switzerland is a country that exports capital. TisatSwitzerland has a permanent
balance of payments surplus, which corresponds tanmual capital export. For a financial
safe haven we expect to see a capital inflow.

To see how ends meet we need to go into the defaidalance of payments accoun-
ting. Consider the case where foreigner deposité @hirchased abroad on a Swiss bank
account. The first thing happening is that a Swissk lends or sells CHF's to an exchange
agency abroad. The result is a registered (a)alamitflow. The next thing registered is (b)
an increase in (another) Swiss banks depositsiteiple, this should be registered as (c) an
increase in foreign holdings in Switzerland — ikia typical balancing item.

The whole idea of a safe haven is that (c) is discrMaybe it is done via a Swiss
Lawyer, who administrates the funds, so that lggilis a Swiss account that rises, not a
foreign one. Many methods appear to be possible,same of them are likely to be hard to
distinguish from a Swiss bank deposit. We may tmsume that while (a) is fully registered
this does not apply to (c). So the funds deposiieBwiss banks are likely to appear as net
capital export. This in particular applies to suntgere care is taken to insure anonymity.

Item (b) is that Swiss banks see a balance increasest of the money has to be
invested. As we are dealing with bank balancesatatlO times the Swiss GDP it is obvious

that a great deal of the funds will be investedatrand hence be registered as capital export
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— one more time. All said, it appears that capitgdort is likely to appear as capital export on

the autonomous posts in the balance of payments.

5.4  Awash with liquidity

With the inflow discussed it is not easy to hinfrrtch Disease, and as shown it has been
substantial. This necessitates a correspondinglyimberest rate. Foreign investors will not
make money from interests, but from the appreaiadixchange rate.

A depreciating CHF causes domestic wages to rikdive to foreign, but as the
natives can buy foreign goods cheaply; wages needarse so much. Living standards will
rise anyhow. Since the Swiss banks in are awashmamney earning very low interest, Swiss
producers in will be able to borrow cheaply. Thisoahelps offsetting the high wage costs.
So for some time competitiveness will not beconeeliad.

Another consequence of the low interest rates as tbal estate prices will go up.
Imagine that interests are half the ones abroadreatl estate prices are twice as high.
Clearly, natives will become relatively big actorsthe capital market compared to people in
other countries. Everybody becomes capitalists,imgakolid conservative policies a more
likely outcome. From Table 4 (in section4.3) weentiat key elements in these policies are
(3) low taxes and (5) balanced budgets that gemenat public debt. Hence public
expenditures will be low. Social expenditures \Wwdlve to be private insurance schemes.

It is dangerous for Swiss citizens in if the saf@dm policies get in trouble, as it may
cause a lot of money to float out. This will fortte Swiss Central Bank to raise interest rates
so that housed prices fall, and a lot of nativel bécome technically insolvent. Thus, the

Swiss will develop a strong interest in a contimrabf the safe haven policies.

5.5  The example of the third quarter of 2011
The third quarter of 2011 was a period of unusuaibil on the international exchange
market. Greece was constantly at the brink of def&tandard & Poor’'s downrated the US,
and the discussion about the solvency of Portugdy, and Spain moved from the business
and finance sections in the media to the front page

The result of the currency uncertainty in the woslds the movements of the Swiss
Franc shown on Figure 7 — over a period of jusegks the rate revaluated 19 %, and then it
devalued most of the way back again, but then Sdpe started with a new revaluation, and
then September&the Swiss National Bank (SNB) announced that:
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Figure 7. The price of 1 Euro in CHF
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‘The current massive overvaluation of the Swissidrposes an acute threat to the Swiss
economy. ...The SNB is therefore aiming for a substantial anstained weakening of the
Swiss Franc. With immediate effect, it will no lergtolerate a EUR/CHF exchange rate
below the minimum rate of CHF 1.20.’

It is surely an important step and perhaps the $hiB sustain the policy. However,
when large amounts of funds floats in next timeilt be interesting to see if the SNB will

resort to negative interest rates or make largke sepatriation schemes for the funds?

5.6 Black funds and the veils of anonymity
The inflow of gray funds needs bank secrecy. Butkbsecrecy also attracts black money
made by criminal activity as drug trade, corruptitreft, plunder ...

The turnover in the illegal drug trade exist hagmwfbeen assessed. It might be in the
order of 1-2% of the GDP of the West, so it is ganhusiness. The goods traded are small
in bulk, but they have to travel in clandestine aodndabout ways between producers and
markets, and the business is highly volatile, apmasses suddenly occur due to the police
or gang war. Thus, flexible financial arrangemerts highly necessary. The more legal these
arrangements can be made, the better it is. Thedassis very profitable, so it can employ
lawyers and financial managers to create insuldéggrs between the generating crime and
the resulting transactions. And in the end theifgohade needs to become legalized, and be

invested in normal business.
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Poor countries often have bandit rulers of bothrtheng and stationary type. Such
rulers have lots of loot for which they want saévéns. They live a dangerous life, and they
may have to fly suddenly. Once they escape thewkiiat all funds within reach of their
successors will be grabbed. To be able to liveeace and prosperity they need ample and
secure funds abroad. While they rule they can lggahploy lawyers and financial managers
to generate safe ‘pension’ funds. The more deamhtsafe these havens look, the better will
the bandits feel, when their loot crosses the borde

All of this means that plenty of black funds areddl They would like to hide in a
decent safe haven, but to remain decent it hackép lblack money at arm’s length. An all
safe havens have developed a set of rules andatemd keeping such funds out — the
authorities can show that they make an effort, theg certainly do, but they can only do so
much, without seriously harming the world capitalriet that provide an important services
to the world.

The market has developed a complex set of ingiitgtio handle capital flows in safe
and discrete ways. It is a recurrent theme in tediemhow sophisticated these institutions are
and how many innovations they generate. Apart ftbm 10 dwarfs in Europe there are
plenty more. The pirates of the Caribbean, who usettade their loot for rum, are now
replaced by far more polished loot handlers. Ttetates are the homes of post-box or even
virtual banks that provide veils, through which ragrcan travel, if they leave a fee. One of
the services these veils supply is that they predwx financial statistics. There is a lot they
cannot tell, even if they wanted.

Everywhere there is a risk of disclosure. If trekris 10 %, the funds may pass three
veils, and then the risk has fallen to 0.1 %. i i deemed an excessive risk the funds may
take another round adding three more veils. Alse,ftinds can be broken in 10 parts sent
different ways. If funds are dirt black, when tlo@ijney starts, they are shining white when
they reach the safe haven. Also, it is obvious timeie such money reaches Switzerland, the
banks cannot possibly know how they were originallgde. Even if they were stolen at a
bank robbery in the very same bank that they have neached after a journey through three
veils they are now of an unknown origin.

Obviously, somebody in Switzerland help some aitizén other countries commit a
crime even in the gray case. However, the Swishaaities do what they can to prevent

crime from being committed in Switzerland.
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6. Safe havensin aworld of debt

Section 6.1 looks at the grand pattern of debt, sextion 6.2 consider the place of safe
havens in the pattern. The process of governmeiotaas myopia. Public debt is typically
long-run loans. So there is a large time consist@nablem, and perhaps it is no wonder that
the debt of public sectors of the West are growiith no end in sight. This is slowly
undermining peoples trust in the stability of thaimcurrencies and in the bonds issued by
the states. Increasingly people ask: Are the $tatels of Greece, Portugal, Italy, Spain, ...
really safe? Also, Standard & Poor’s have takerfitsestep downgrading the USA.

6.1  The grand pattern of debt.

The three main currencies in the world are the Uthé& Euro and the Yen. Figure 8 shows
the debt burdens of general government debt inceet of the GDP from the OECD
statistics, so an attempt has been made to maldathecomparable, even when debt data are

famously open to definition games.

Figure 8. The path of the debt-ratio in three lwgremic areas
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What the data show is that in ‘normal’ times, thél debt of the US and the EU stays
fairly constant, and when a crisis occur they juopward. The reader will recall that
Keynesianism used to be the idea that the budbetdd be balanced in the long run. Thus,
debt should be zero in the log run. However, coastwere recommended to use counter-
cyclical surplussed and deficits to dampen econdhaactuations What is shown in Figure 8
is irresponsible Keynesianism

The story of Japan is even worse. It shows a daetolem that increases steadily with 8
pp per year. This is obviously unsustainable. fiess that a major factor building the Japa-
nese debt has been the repeated failure to kicktseaeconomy by big budget deficits.

As the countries had an average debt of 70 % of @DI®93, where the data starts
we are speaking of a prior period of irresponskdgnesianism. It appears that the debt was
largely created after 1970, where it was aroun&i2&ince then it has kept rising.

Part of the rise is the inertia of the big spendinggrams throughout the West that
has generated ratchet-like ‘welfare states’ thp¢tedly break free from the control of elected
politicians. Far too often governments have assediactual spending increases with vague
plans for savings well into the future. The cheagnpse that some little extra spending now
will lead to big savings in the future. Thus, ingsangly states ar@ax starved

Also, there is the tax-demanding dynamics of thputetion pyramid throughout the
West that promise that the tax starvation of traest will increasesubstantiallyin the
future® The seemingly unstoppable slide into debt is iasiregly worrying to everybody.

When the story of Figure 8 is compared with thednisal record as presented by
Reinhart and Rogoff (2009) it is clear that we hgeed reasons to be worried. Defaults,
bank crises, etc., have occured quite frequenttpénpast? Also, there is the story of LDC
debt from 1970 to 2010 which tells of a similar defgcle. The LDC capital markets are
shallow, so most LDC debt was foreign. From 197@h® mid 1990s debt increased from
about 20 % to about 100 %. However, since then siebe has been paid and the West has
written off about half of the debt. So it is nowiawas in 1970.

The key observation is that even if the approximya®@ countries covered by Figure

8 contain some basket cases where debt has toitbervaf, it is dominated by a handfull of

13. The deteriorating population pyramid can beveored into arimplicit debt burderthat has to be added to
the explicit one. The promises made to an agingulabien add about 40 % to the explicit tax burderthe
average country. However, it is larger in the Edrtln the USA. For Germany it brings the debt baorffem
90 % to 150 %, which is the same as the explic#te®mebt at the moment.

14. The data they have painstakingly collected sthat/Greece — since independence in 1827 hasligdbean
in default 60 % of the time. They also write thae&e may have matured to be a non-defaulter,ibcg she
book was sent to the printer this hope has beeassagal.
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countries that are so big that nobody can finandeld forgiveness package. Somehow the
debt will have to be paid. Combined with substdiytimmcreased tax starvation it ensures
plenty of future problems.

The most likely scenario for the future is polic@snbining substantial tax increases
and public sector cuts— this will be contractionary, and probably alsditically destabili-
zing. That is, governments may come to change roftes, strikes and demonstrations may
become more frequent, etc. It is also possible gbate of the debt will be reduced by infla-
tion. Also, it is likely to lead to a great dealefchange rate instability.

The outcome of this analysis is that the world roagne to need safe havens more in
the next few decades. And the need may be espehigl for safe havens that provide safe
storage of funds. Obviusly the 10 microstates capravide safe storage, so the role of these

states is to provide veils of anonymity as usual.

6.2 The debt of Switzerland and its neighbors
For most of the 11 safe havens public debt dataagpto be unavailble. In the OECD
comparative data only Luxembourg and Switzerlamdiacluded. We expect that the public
debt of a safe haven is small, as is predictethéesafe haven package of Table 4 (in section
4.3). This is indeed the case.

For Luxembourg the debt ratio has increased froft i the mid 1990s to 20 % in
2010. Figure 9 shows the development of the Swest-chtio compared with its four
neighbors. Italy stands out with a permanent deditrad 120 % . Thether three- Germany,
France and Austria — has a common trend: Till 20@5Swiss debt was only 10 percentage
points lower than the other three and rising witlicimthe same rate. Since 2005 Swiss debt
has fallen while the one of the other three haseamed. As a result the Swiss debt burden is
now half the one of the three neighbors, and omé df the one of Italy.

Switzerland is a small coutry, and it is worth twrgare with the other six similarly
sized West European countries at the ‘German rBelgium, Denmark, Finland, Nether-
lands, Norway and Sweden. They present a somewixadnpicture, where a great many

stories can be told, so we just look at the avepadle in Figure 10.

15. Some well-known economists — notably Josep8itigliz and Paul Krugman — still advocate expanaiy
policies so that the denominator in the debt burfien, GDP) increases sufficiently to reduce theden.
However, it does mean that in the short run delitngie. Thus, it increasingly looks like the preption of
more of the same failed old policy.
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Figure 9. The path of the debt-ratio of Switzerlamdl its neighbors
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The main picture emerging from Figure 10 is tha&t $ix countries have managed to reduce
debt. In average the reduction is from about 8@ %biout 55 %. It is by 25 pp over 19 years,
or by 15 pp per year. This corresponds rather well to gt Burden reduction generated by
the growth of the GDP, so the stock of debt has ladmost constant. Recently debt has gone
up to 65 %, but at the rate of reduction accomptisim the period, debt may still be reduced
to zero over the next 50 years.

Thus, if we see the debt reduction of these coemts the best that can be done under
normal circumstances and look at the big threeigare 8 it is clear that we are dealing with
a problem that will be with us for most of the’2®ntury. This also means that the world will

need the Swiss safe haven for a long time intduthee.
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7. Conclusion: Isthe scope for safe haven seriously hampered?

Recently a great deal of pressure has been applisdfe havens to reduce bank secrecy and
money laundering. The IMF, OECD and EU as well asumber of countries — notably
Germany — have demanded that owners of accountsudinenticated and account informa-
tion is available to the authorities in the cowdrof origin of the funds. Also, the USA has
made a large effort to catch black money flows eis¢ed with the illegal drug trade and
international terrorism.

On paper a lot has been done. A handful of intewnat agreements of tax
cooperation and money laundering have been mademastl safe havens in Europe have
gradually signed these agreements. However, asetder may imagine, it is a complex
ongoing process to make sure that such agreemmantsnplemented. The governments of
safe havens surely have very mixed interests imtater, so they cannot be expected to be
overly fast. Also, in order to make them sign, tteaties they are not too rigorous. Also, an
army of lawyers is working to find loopholes. Itaswell-known that it is easy for countries
to pay lip service only to international agreements

Consider the job at hand. In Guernsey the latasisst puts the total bank balance at
139 billion U.K. £, and most of the bank customkas chosen Guernsey instead of their
neighborhood bank for some reason, which may ndheeaeason given, if they are asked.
The Financial Service Commission of Guernsey hag@home page. It does not state how
large the staff is, but from the organizationalgdéan and the text, it appears that less than 50
employees are actually checking accounts for dsbéries? If nobody points to one parti-
cular account, it is extremely unlikely that a fistow through a normal looking account will
be noticed.

Thus, it appears that the efforts made do makédafésbanking a bit more difficult,

but by no means impossibM/here there's will , there'saway.

16. Thus, each regulator may have a balance dfi@rbE to keep free of money laundering and taaston. If
the average balance on an account is £ 5,000 ¢water deals with 600,000 accounts. With a norwaking
year each account can be scrutinized for abouet6rgls once a year. Of course, the scrutiny wilinbele by
computers looking for patterns, but then a pattemto be singled out as suspicious.
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Appendix: Classification of countries and definition of variables

Table Al. A survey of the countries and independeeas of Europe

Name Statu: Populatior Ares Income  Finance  Lowtax Postcor
Vatican City Country 832 0.44 Transfer?

Gibraltar HR, UK 28'95¢€ 6,5 16 Yes Yes

M onaco Country 30’539 2 44 Gambling Yes

San Marino Country 31'817 61 31 Yes (Yes)
Liechtenstein Country 35'236 160 2 Yes Yes

Faroe Islands HR, Denmark 49'267 1'393 41

Guernsey HR, UK 65’068 78 14 Yes Yes

Isle of Man HR, UK 84’655 572 36 Yes Yes

Andorra Country 84'82¢ 46€ 12 (Yes Yes

Jersey HR, UK 94'161 11€ 6 Yes (Yes;

Aland HR, Finlanc 275'00C 13’517

Icelanc Country 311'05¢ 103'00C 25 (Yes

Malta Country 408'33: 31€ 53 (Yes,

L uxembourg Country 503’30z 2'586 3 Yes Yes

Montenegr Country 661’807 13’812 10¢€ X
Cyprus Country 1'120°489 9251 62 Yes

Estonia Country 1'282'963 45'228 63 (Yes) X
Slovenia Country 2'000'092 20273 50 X
Macedonia Country 2'077'328 25'713 112 X
Latvia Country 2'204°708 64’589 77 X
Armenie Country 2'967'97¢E 29'743 14C X
Albaniz Country 2'994'667 28'74¢ 132 X
Lithuanie Country 3'535'547 65'30C 70 X
Moldove Country 4'314'377 33'851 17¢€ X
Croatie Country 4'483'804 56’594 67 X
Georgit Country 4'585'874 69'70C 14¢ X
Bosnia & Herz Country 4'622'163 51'197 134 X
Irelanc Country 4'670'97€ 702732 27 (Yes, (Yes,

Norway Country 4'691'84¢ 32380z 7

Finland Country 5'259'250 338145 34

Slovakia Country 5'477°038 49'035 58 X
Denmark Country 5'529'888 43'094 28

Bulgarie Country 7'093'63¢E 110'87¢ 89 X
Serbit Country 7'310'55E 88’361 101 X
Switzerland Country 7'639'961 41°277 17 Yes Yes

Austrig Country 8'217'28C 83'871 19

Azerbaijar Country 8'372'37: 86'60C 10C X
Swedel Country 9'088'72¢ 450'29¢ 23

Belaru: Country 9'577'552 207'60C 88 X
Hungary Country 9'976'062 93'02€ 64 X
Czech Rey Country 10'190'21< 78'867 54 X
Belgium Country 10'431'477 30'528 26 (Yes)

Note: The 11 safe havens are bolded
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Part 2 of Table A1

Name Statu: Populatior Aree Income Finance Low tax Postcor
Greece Country 10760136 131’957 a7

Portuga Country 10'760'30% 92'09C 57 (Yes)

Kazakhstan Country 15'522'373 2'724'900 91 X
Netherlands Country 16'847°'007 41'543 20

Romania Country 21'904'551 238391 96 X
Polanc Country 38'441°58¢ 312'68¢ 65 X
Ukraine Country 45134707 603'55( 13¢ X
Spain Country 46'754'784 505370 48

ltaly Country 61'016'804 301’338 43

U.K. Country 62'698'362 243610 37 (Yes)

Franct Country 65'312'24¢ 643'427 39

Turkey Country 78'785'54¢ 783’562 94

Germany Country 81'471°'834 357022 32

Russia Country 138'739'892 17°098'242 71 X

Notes: The table covers all European countriesuldzbave liked to include. However, the two initalare not
included as data are missing.

The countries and near-countries are included ey éine deemed sufficiently independent to pursue
safe haven policies if they so choose. SvalbardAdadtiri and Dhekelia have some de jure indepedeas
well, but it is assessed to be insufficiently lalyethe said criteria. The list includes some coasf which may
be termed Asian as well: Armenia, Georgia, AzegrgiKazakhstan and Turkey.

HR means that the country has enough home ruléaatoig can pursue safe haven policies, if it so
desires. The countries in this group have diffenestitutional arrangements with the ‘mother’ caynincome
is the gdp per capita rank in the CIA Factbookislnot a good measure, but is available for allntoes
included with the exception of the Vatican and #iands. The countries are sorted by population @inidied
into four sections with 14 countries in each.

In addition Europe has 6 contested areas, of wKiz$ovo is almost a country. However, only fully
established national entities can provide enoughritg to be a viable safe haven. The remainingeas are:
Abkhazia, Northern Cyprus, South Ossetia, Nagorataakh and Transnistria. When Chechnya in 1997-99
had de jure independence its government attemptekate an offshore banking sector.

For the calculations in section 2 the following magis used:

Safe-haven if (at least) one ‘Yes' it is coded 2, if onlyy'€s)’ it is coded as 1, else it is coded as zero

Income ‘Rank’ of the GDP per capita in 2005. Scaled byision by 10. The rank falls when income
rises — this is irritating, so the signs in Tablkt and A2 on income effects have been
reversed.

Population Scaled by division with 100,000.

Ln-pop Natural log tdPopulation

Area Areain kn?. Scaled by division with 100,000.

Ln-area Natural log tcArea

Status if HR it is coded 1 else 0

Post-com if ‘X’ it is coded 1 else 0

A number of alternative sources exist for the défecsgion of safe havens. The International Mongt&und
(IMF), the Financial Secrecy Index (managed byThg& Justice Network) and the Organisation for Ecoico
Co-operation and Development (OECD) have made wsriists covering the offshore financial centers.
Appendix Table A2 is the list as summarized by \fédia:

The reason for excluding Ireland is the recentagsle of the Irish economy. The list shows thas it i
not controversial which countries to include. ItSwitzerland and the 10 dwarfs: Andorra, Cyprudyré&tar,
Guernsey, Isle of Man, Jersey, Liechtenstein, Lib@ung, Monaco and San Marino.

Finally, it should be mentioned that Livigno andr@pione d'ltalia are Italian areas (in the Dolos)ite
with a special status allowing them lower value extidaxes and a big casino respectively. Helgoland i
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German island with a special history allowing iver sales taxes on booze, giving the island endogtism

for comfortable living.

Table A2. Summary of lists of offshore financiats®s in Europe

Country IMF

FSI

OECD

Others

Andorra
Cyprus
Gibraltar
Guernsey
Isle of Man
Jersey
Liechtenstein
Luxembourg
Monaco

San Marino
Switzerland

X X X X X X X X X X X

X X X X X X X X X X X

Clear cases

X X X X X X X X X X X

X X X X X X X X X x X

Ireland
Malta
Belgium
Portugal
U.K.

xX X

X X X X X

Dubious case
X

x X X X X

Table A3. Regressions explaining thafe-havewariable

Income

Population Area

Post-comDependent Constant  Adj. R?

ExplainingSafehaver. Pog andAree arenotin logarithm:

(1.1) All variables Coef. 0.031 -0.001 0.008 -0.609 0.622 1.048 0.394
t-ratio (0.9) (-2.6) (1.5) (-2.1) (2.9) (5.8)
(1.2) Pop as si.  Coef 0.04: -0.001 -0.44¢ 0.69: 1.00¢4 0.37¢
t-ratic (1.3) (-2.2) (-1.6) (2.1) (5.6)
(1.3) Area as si: Coef 0.05( -0.00zZ -0.351 0.82: 0.891 0.32:
t-ratio (1.9) (-0.5) (-1.2) (2.5) (5.0
(1.4) Tested down Coef. 0.082 0.875 0.911 0.324
t-ratic (3.6) 2.7) (5.2)
ExplainingSafehaver. Pop andAree are in logarithm
Coef 0.03¢ -0.08¢ -0.11¢ -0.25¢ -0.127 3.31: 0.63¢
(2.1) All variables t-ratio (1.4) (-1.1) (-2.2) 2 (-0.4) (4.8)
Coef. 0.029 -0.225 -0.371  -0.077 4.215 0.608
(2.2) Pop as si:  t-ratic (1.2) (-6.0) (-1.7) (-0.3) (7.4)
Coef 0.04( -0.172 -0.20¢ -0.06¢ 2.60¢4 0.63:
(2.3) Area as si: t-ratic (1.6) (-6.5) (-0.9) (-0.2) (8.8)
Coef. 0.057 -0.172 2.613 0.641
(2.4) Tested down t-ratio (3.4) (-7.6) (11.3)

Note: As in table 1 the signs on/to income (rardyehbeen reversed to be in accord with casual usage
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Table A4. Regressions explaining fihneomevariable

Safe-haven Population Area

Post-comDependent Constant  Adj. R?

Explaininglncome (rank) Pog andArez arenotin logarithm:

(3.1) All variables Coef. 0.548 -0.002 0.033 -6.208  0.165 -3.300 0.585
t-ratio (0.9) (-1.2) (1.4) (-6.6) (0.1) (-3.8)

(3.2) Pop as size  Coef. 0.759 -0.000 -5.711 0.345 -3.819 0.576
t-ratic (1.3) (-0.2) (-6.4) (0.2) (-4.8)

(3.3) Area as si:  Coef 0.81( 0.01¢ -5.76¢ 0.37: -3.92¢ 0.58:
t-ratio (1.9 (0.9) (-6.7) (0.3) (-5.8)

(3.4) Tested down Coef. 0.839 -5.698 -3.870 0.592
t-ratio (1.6) (-6.7) (-5.8)

Explainingincome(rank): PopandAreaare in logarithms

(4.1) All variable: Coef 1.07:Z -0.33¢ 0.351 -5.76¢ 0.571 -2.56¢ 0.57¢
t-ratio (1.4) (-0.8) (1.2) (-6.5) (0.4) (-0.6)

(4.2) Pop as size  Coef. 0.828 0.022 -5.664 0.420 -4.242 0.576
t-ratio (1.1) (0.2) (-6.4) (0.3) (-1.0)

(4.3) Area as si:  Coef 1.19¢ 0.15¢ -5.61( 0.82¢ -5.761 0.58z
t-ratic (1.6) (0.8) (-6.5) (0.5) (-2.3)

(4.4) Tested down Coef. 0.839 -5.698 -3.870 0.592
t-ratio (1.6) (-6.7) (-5.8)

Note: See the note to Table A3.
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