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Parallel Economy: 
Tax Evasion, Economic  Crime and Money Laundering 

The problem of economic crime 

Introduction 

Many countrie s suffe r fro m hig h level s o f eco -
nomic crime , whic h hinde r thei r effort s t o 
achieve sustainable economic growth. Particula r 
problems include : 

tax evasion. Individual s an d corporation s 
systematically under-repor t o r fail t o declar e 
their incom e for ta x purposes , using 
anonymous bank account s t o hide th e tru e 
situation, o r relying on cash transactions ; 

evasion of exchange and capital controls. 
Money i s taken ou t o f the countr y throug h 
over- and under-invoicing , o r direc t 
smuggling of currency or high valu e items , 
in breach o f legal requirements ; 

corruption. Governmen t official s ar e bribe d 
to award government contract s t o particula r 
firms or to divert ai d flows. 

These crimes have a  number o f common fea -
tures. For instance the y al l rely on concealmen t 
of the movement of money, either across nation-
al boundaries or within a single country, and the y 
are all ultimately tie d int o th e financial  system . 

Financial and economic deregulation 

A numbe r o f countrie s hav e deregulate d thei r 
economies i n order t o improv e bot h productiv e 
and resourc e allocativ e efficiency . Th e tren d 
towards financial  and economic deregulation ha s 
both a  positiv e an d a  negativ e impac t o n th e 
problems o f economi c crime . B y removin g th e 
regulations an d restriction s tha t ar e subjec t t o 
abuse, certai n form s o f economi c crim e auto -
matically fal l awa y -  i t i s impossibl e t o hav e a 

crime of exchange control evasion i f there are no 
exchange controls . 

At th e sam e tim e deregulatio n coul d brin g 
freedoms tha t ca n b e abuse d b y criminals , par -
ticularly those involved in other forms of activity 
that remai n a s economi c crimes , suc h a s ta x 
evasion an d corruption . 

It i s importan t therefor e t o conside r ho w 
the approache s t o tacklin g mone y launderin g 
discussed i n Par t 3  ca n b e use d t o comba t th e 
l aunde r ing o f th e proceed s o f e conomi c 
crime. 

Factors which complicate the combating of 
economic crime 

There ar e a  number o f factors tha t hav e tende d 
to mak e co-ordinate d actio n agains t economi c 
crime difficult . Thes e include : 

different nationa l definition s o f offences. I n 
some countries , for instance , ta x evasion i s 
not treate d a s a criminal matter ; 

unclear borde r line s between crimina l an d 
non-criminal behaviour . What ma y i n on e 
case be treated a s the lega l payment o f 
commissions t o intermediarie s ma y i n 
another cas e count a s bribery; 

the refusa l b y many countries activel y t o 
assist i n the exchang e o f information an d 
collection o f taxes by another. Similarl y 
countries with no exchange control s ar e 
often unwillin g an d unabl e t o assis t i n 
monitoring th e control s tha t ar e imposed b y 
another country . 

Some o f th e issue s ar e deal t wit h i n mor e 
detail below . 
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Tax evasion 

Tax evasion and tax avoidance 

Public attitudes towards tax evasion ar e compli -
cated b y th e generall y hel d vie w tha t th e 
payment o f tax i s something to be avoided a s far 
as possible . Thi s vie w contribute s t o a n ever -
growing "ta x avoidanc e industry" , servin g cor -
porations an d individual s (particularl y wealth y 
individuals) and advising them how to minimis e 
their ta x liabilities . This often involve s runnin g 
as close as possible to the line that separates what 
is legal - "ta x avoidance" - an d wha t i s illegal -
"tax evasion" . 

Such an approach to tax law is bound to have 
an impac t o n th e attitud e tha t individual s an d 
corporations hav e t o ta x law . I t become s a n 
obstacle rather than an important element of the 
national infrastructure , an d i s thus treate d wit h 
contempt rathe r tha n wit h respect . 

This unfortunate situation , commo n t o bot h 
developed an d developin g countries , i s com -
pounded b y th e comple x natur e o f man y ta x 
regimes and th e different method s by which ta x 
law an d othe r aspect s o f crimina l la w ar e 
enforced. 

The lega l treatment o f tax evasion 

In many countries tax evasion may frequently b e 
pursued through civil, rather than criminal means. 
This is usually because the prime objective for the 
revenue authoritie s i s t o recove r ta x revenues , 
rather tha n t o punish th e ta x evader . Such case s 
are usuall y treate d outsid e th e crimina l courts , 
and settle d throug h repaymen t o f money , ofte n 
coupled with an administrative fine. 

In som e countrie s ta x evasio n ca n only b e 
dealt with through civil procedures. Under thes e 
circumstances internationa l co-operatio n base d 
on any form of dual criminality cannot be used to 
act agains t a  suspected ta x evader . 

Many countrie s hav e take n th e decisio n t o 
exclude tax-relate d offence s fro m thei r mone y 
laundering legislation . I n othe r countrie s th e 
offences ar e still subject t o the money launderin g 
legislation, bu t informatio n tha t migh t relat e t o 
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the launderin g o f the proceed s o f fiscal  offence s 
are not passed to the revenue authorities . Othe r 
countries have, however, involved thei r revenu e 
authorities directly in their anti-money launder -
ing regimes, and can effectively offse t som e or all 
of the costs of their operations against recovere d 
tax revenue s a s wel l a s agains t th e confiscate d 
proceeds of other crimes . 

The attitude o f financia l institution s 

Financial institution s ar e often ke y element s i n 
the "ta x plannin g industry" . The y ar e use d b y 
individuals an d corporation s i n th e proces s o f 
tax planning and asse t handling. This puts the m 
in a  difficult  positio n whe n mone y launderin g 
legislation i s applied. 

Financial institution s wil l frequentl y hav e 
insufficient informatio n t o determine whethe r a 
customer's activities - clearl y aimed a t minimis -
ing ta x liabilitie s -  represen t avoidanc e o r 
evasion. There will be a strong temptation for the 
institution no t t o "rock the boat", but instead t o 
turn a  blind eye and hop e fo r th e best . 

Issues for discussion 

Do sufficient channel s of communicatio n 
exist betwee n la w enforcemen t an d 
revenue authorities to allow effectiv e co-
operation i n followin g u p mone y 
laundering cases ? To what exten t migh t 
financial institutions be encouraged to co-
operate wit h th e revenu e authoritie s 
without their losing the trust of their legit-
imate clients? 

As was discussed i n Par t 3 , the co-operatio n 
of financial  institution s i s a major elemen t o f an 
effective anti-mone y laundering regime. It will be 
natural for financial  institution s t o seek to assis t 
their clients rather than th e tax authorities. Any 
heavy-handed actio n by the revenue authoritie s 
against financial  institution s i s likely to strength-



en thi s attitude , an d thu s t o reduc e th e effec -
tiveness o f th e regim e a s a  whole . Thu s th e 
application o f mone y launderin g legislatio n t o 
tax evasion mus t be carefully handled . 

Bribery and corruption 

Introduction 

Bribery an d corruptio n potentiall y throw s u p 
similar definitiona l problems . Th e borderlin e 
between lega l and illega l payments may in some 
cases b e a s har d t o polic e a s tha t betwee n ta x 
avoidance an d ta x evasion . A  mor e crucia l 
problem howeve r i s that o f internationa l treat -
ment o f such payments . In particula r ther e ma y 
be differences betwee n the criminal treatment of 
the making o f illicit payments and the receiving 
of corrupt payments . 

International actio n against corrupt payment s 

There have been two recent internationa l initia -
tives to respond to the problem of corrupt payments. 
The first has been taken by the OECD, which has 
drafted a  recommendatio n designe d t o outla w 
corrupt payments. The principal target of the rec-
ommendation ha s bee n commercia l enterprise s 
seeking contract s wit h developin g countr y gov -
ernments. Th e recommendatio n bring s OEC D 
countries more closely into line with th e Unite d 
States Foreign Corrupt Practice s Act . 

The secon d initiativ e i s th e establishmen t 
of a  ne w non-governmenta l organisation , 
Transparency Internat iona l (TI) , whic h i s 
working wit h governments , multilatera l agen -
cies an d commercia l companie s t o tackl e th e 
problems o f bribery an d corruption . On e o f th e 
main areas of TI's early activity has been the cre-
ation of draft contrac t terms , which aim to ensure 
that contractors and subcontractors do not mak e 
corrupt payment s while engaged i n governmen t 
contracts. 

Money launderin g legislation and corrup t 
payments 

These tw o initiative s may , i n time , provid e a 
widely accepte d basi s for internationa l co-oper -

ation t o tackl e corrup t payment s directly . 
Meanwhile, however, mone y launderin g legisla -
tion ca n assis t i n this . 

Where financial  institution s kno w thei r cus -
tomers, an d therefor e ca n recognis e abnorma l 
financial flows  withi n custome r accounts , the y 
should becom e suspiciou s o f th e larg e financial 
flows generate d b y corrup t payments . 
Government official s wil l ten d t o hav e a  fairl y 
regular flow  o f income , fro m th e government , 
with a  limited rang e o f outside source s of funds . 
Payments fro m foreig n corporations , o r larg e 
deposits of cash arising from bribes , will therefor e 
be noticeable . Provide d tha t financia l institu -
tions ar e alert , the y wil l b e abl e t o pas s o n 
indications o f such illici t behaviou r t o th e rele -
vant authorities , as discussed i n Par t 3 . 

Issues for discussion 

How can Commonwealth countries ensure 
that corrup t payment s can be recognised 
clearly a s such? Ho w ca n government s 
ensure tha t corruptio n doe s no t occu r 
within th e regulator y syste m itself ? How 
can financial institutions guard against cor-
ruption? 

Tackling money laundering in the 
informal financial sector 

Introduction 

In man y Commonwealt h countrie s i t i s recog -
nised tha t ther e i s a  significan t "paralle l 
economy", i n whic h mone y circulates . Becaus e 
they ar e ope n t o us e b y thos e seekin g t o avoi d 
taxation o r regulator y control , th e existenc e o f 
parallel economies is of direct relevance to effort s 
to combat mone y laundering . 

Parallel economies, and within them , "infor -
mal financial  institutions" , often hav e origins i n 
traditional socia l structures . Howeve r the y ar e 
currently used to allow the circumvention o f tax-
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ation or certain aspects of government regulatio n 
(such a s exchang e controls) . B y thei r nature , 
parallel economies and those that operate withi n 
them avoi d th e scrutin y o f government an d la w 
enforcement agencies , even when their activitie s 
are no t strictl y illegal , o r ar e i n practic e con -
doned b y government . 

These circumstance s ten d t o generate fertil e 
ground for money launderers , who use the paral -
lel economy t o mov e mone y tha t i s not merel y 
seeking t o avoi d regulation , bu t i n fac t derive s 
from serious criminal activity . Clearly this is dis-
tinctly unwelcom e i n itself , i n tha t i t offer s 
another rout e fo r mone y laundering . I t als o ha s 
damaging effect s o n other s wh o participat e i n 
the paralle l econom y b y bringin g the m int o 
contact with organised crime . Many people wh o 
facilitate th e movement of money through infor -
mal financial  institutions , while recognising tha t 
their activitie s ar e no t strictl y legal , d o no t se e 
them a s actually criminal. Thei r behaviou r i n 
other respects is likely therefore t o be fully withi n 
the law . Onc e the y hav e becom e corrupte d b y 
contact wit h organise d an d seriou s crime , 
however, this may change, making them less easy 
to monitor an d control . 

The impact of money laundering legislation 
In thos e countrie s wher e a  significan t "paralle l 
economy" exists , on e effec t o f implementin g 
anti-money launderin g legislatio n i n the forma l 
financial secto r may be to drive criminal business 
and othe r rent-seekin g activitie s int o th e infor -
mal sector . 

It is , i n theory , possibl e t o appl y legislatio n 
directly to the informal financial  sector , requiring 
customer identificatio n an d recor d keepin g i n 
the same way tha t i t i s required o f formal finan-
cial institutions . I n practic e suc h a n approac h 
will not work . With no regulation an d no super -
vision i t would not be possible to identify whic h 
individuals or families were operating as informa l 
financial institutions . Wit h littl e o r n o writte n 
information withi n th e network , a s i s often th e 
case, it would be difficult t o establish what trans -
actions ha d occurred , an d wh o wa s involved . 
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There woul d certainl y b e n o realisti c prospec t 
of suspicions being reported . 

Alternative approaches to tackling the 
informal sector 
Since th e informa l secto r i s not susceptibl e t o a 
direct approach , i t i s necessary t o consider indi -
rect approaches . I n practic e thes e wil l ten d t o 
involve reducing th e attractivenes s o f the infor -
mal sector t o money launderers . 

Wealth i n the informa l secto r may be held i n 
a number of ways, including real estate - wher e the 
difference betwee n th e "white " or declared pric e 
of property and the "black" or actual price repre-
sents an unrecorded asset . However for criminal s 
using the parallel economy i t is necessary for th e 
wealth t o b e mor e easil y transferable . Thi s ma y 
involve holdings of gold, silver or precious stones, 
which ar e easil y transportable . Mor e often , 
however, i t will be i n the form o f money i n ban k 
accounts which canno t b e directly connected t o 
the individual s t o who m i t belongs . Larg e scal e 
activity i n th e paralle l econom y mus t therefor e 
involve accounts a t formal financial  institutions . 

The interfac e betwee n th e forma l an d infor -
mal sector s ma y provid e a n opportunit y fo r 
tackling th e problem . Financia l institution s 
should, fo r instance , b e encourage d t o pa y par -
ticular a t tent io n t o th e account s tha t the y 
suspect relat e t o informa l secto r operation s -
including foreign currency accounts and account s 
held by trusts or offshore companies , whether o r 
not th e accoun t holder s ar e suspecte d o f direc t 
involvement i n money laundering . 

The use of informal financial systems  to move 
money internationally i s a particular problem fo r 
investigators tacklin g mone y laundering . 
International co-operatio n i n tacklin g case s o f 
laundering throug h th e paralle l econom y ma y 
be o f som e value , particularl y i f i t ca n increas e 
understanding of  th e operatio n o f th e paralle l 
economy i n different countries . 

Restrictions on the use of cash 
At a  broader level , the cas h basis of the paralle l 
economy ca n b e tackle d b y measure s aime d a t 



reducing th e us e o f cash . Wher e i t i s practical , 
salaries could be paid directly into bank accounts . 
Modern electroni c method s o f mone y manage -
ment, such as the greate r use of credit an d debi t 
cards, coul d b e encouraged . Fo r man y 
Commonwealth countrie s thi s woul d howeve r 
be a  majo r undertaking , an d woul d nee d t o b e 
addressed as a long term project rathe r tha n a s a 
quick fix. 

An effective intermediat e step might however 
be to outlaw th e use of cash payments for trans -
actions abov e a  certain size . Large transaction s 
would require the involvement of financial  insti -
tutions. This would ensure that those involved i n 
the transaction s wer e subjec t t o formal identifi -
cation, th e transaction s woul d be recorded, an d 
the process would be subject t o the money laun -
dering controls applying in the formal economy . 

Such a n approach coul d be introduce d grad -
ually, beginning with a relatively high threshold , 
and gradually reducing i t as the financial  syste m 
developed i n respons e t o th e opportunit y tha t 
this would present . 

Issues for discussion 

Can the interface between the formal and 
informal secto r b e mor e effectivel y con -
trolled? Are existing initiatives to improve 
tax collectio n an d t o deregulat e th e 
economy likel y t o b e usefu l i n tacklin g 
money laundering in the informal sector? 
Can thes e initiative s b e fin e tune d t o 
improve their effectiveness in this context. 

Cash transaction reportin g systems 

Introduction 

The application of money laundering legislatio n 
to tax evasion and other forms of economic crime 
has th e potentia l t o improv e governmen t 
finances throug h increased levels of tax recovery . 
Where th e fisca l benefit s ar e potentiall y ver y 

high, there is scope for the introduction o f a cash 
transaction reporting (CTR) system. Thi s 
approach i s outlined i n FATF Recommendatio n 
24. 

How a CTR system works 

Under a  CTR regime financial  institution s would 
report an y transactio n abov e a  fixed  threshol d 
involving cash , o r "nea r cash " (e g traveller s 
cheques, bearer bonds and other easily negotiable 
monetary instruments ) t o th e centra l unit . I t 
would be possible to require the reporting of tele-
graphic transfer s o f mone y int o an d ou t o f th e 
country above the same limit (o r alternatively of 
any size) , an d als o th e physica l importatio n o r 
exportation o f cash or "near cash" above a  fixed 
limit, t o th e sam e unit . This informatio n woul d 
then b e pu t o n a  database an d thu s mad e avail -
able t o investigators . 

Regimes of this sort ar e i n place i n Australi a 
(where th e threshol d i s AUS$10,000) an d th e 
Uni ted State s (wher e th e threshol d i s 
US$10,000). Experienc e suggest s tha t suc h 
systems ar e expensiv e t o operate . AUSTRAC , 
the centra l uni t i n th e Australia n system , 
received ove r 750,00 0 report s i n 1993 , an d it s 
operating budget for that year was about Aus$ 1 5 
million. 

The costs of AUSTRAC ca n be compared t o 
the benefits , no t merely in combatting th e laun -
dering o f th e proceed s o f dru g traffickin g an d 
other similar forms of crime, but also in recover -
ing ta x revenue s tha t migh t otherwis e hav e 
escaped th e system . Th e Australia n Ta x Offic e 
(ATO) estimate d tha t th e CT R syste m le d 
directly t o th e recover y o f aroun d AUS$3 0 
million of revenue that would otherwise not have 
been pai d i n th e first  four year s of AUSTRAC' s 
operation. This is roughly equivalent to the oper-
ating cost s o f AUSTRA C ove r tha t period . 
There ma y hav e bee n additiona l benefit s fro m 
the deterren t effec t o f th e syste m o n tax-payer s 
who might otherwise have trie d to evade payin g 
tax. The ATO have said that the y are looking to 
make mor e us e o f AUSTRA C dat a i n future , 
which should lead to an even greater recovery of 
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tax for relatively littl e additiona l expenditure . 
A wel l run CTR system can potentially cove r 

its costs. If resources and expertise were available 
to establish and maintain a  computer-based CT R 
system, and the data was available to revenue 
authorities to use to pursue tax evasion, thi s 
might b e a n attractiv e optio n fo r som e 
Commonwealth governments . However, withou t 
an ongoin g commitmen t t o manag e th e larg e 
volumes o f dat a generated , finance d throug h 
recovered revenue , i t i s likel y t o b e mor e o f a 
burden tha n a  benefit. I n th e earl y years of such 
a system th e capita l investmen t woul d b e large , 
with return s initiall y low . Th e CT R approac h 
therefore require s a clear long term commitmen t 
if it i s to work . 

The draf t mode l la w does not contai n provi -
sions establishin g a  CT R system . Howeve r th e 
Australian Financia l Transactio n Report s Ac t 
1988 offer s a n exampl e o f thi s approac h whic h 
could b e modifie d b y othe r Commonwealt h 
countries wishing to adopt suc h a  system. 

Issues for discussion 

Is there sufficient commitment to support 
the large initia l investmen t that an effec-
tive CT R system entails? I s the necessar y 
infrastructural an d technologica l bas e 
available to ensure that the system will be 
maintained? I s the scal e o f ta x recover y 
likely to justify the operating costs? 

Reducing the use of cash 

Introduction 

Legislation to combat money laundering tends to 
concentrate o n th e forma l financia l sector . 
However, not al l economic activity involve s th e 
formal sector . Th e problem s o f th e paralle l 
economy hav e been discussed above . More gen -
erally, a  high degre e o f cash intensivenes s i n a n 
economy, even where this i s not associate d wit h 
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tax o r regulator y evasion , reduce s th e nee d t o 
use financial  institution s and hence increases the 
ease with which launderer s can handle crimina l 
proceeds. Measure s t o reduc e th e us e o f cas h 
increase th e difficult y -  an d therefor e ris k -  t o 
launderers o f handlin g larg e quantitie s o f cash . 
The more uncommon larg e cash transactions are, 
the mor e likely i t i s that the y wil l be reported a s 
suspicious, an d thu s th e mor e likel y tha t thos e 
relating t o criminal activit y wil l be identified . 

The benefit s of reducin g cash intensivenes s 

Alternatives t o cas h hav e additiona l benefits , 
both fo r governments an d fo r the privat e sector . 
Payment o f wage s directl y int o ban k accounts , 
rather than i n cash, is now a legal requirement i n 
some Commonwealth countries , and contribute s 
to preventin g ta x evasion , a s wel l a s reducin g 
the costs and security risks of administering large 
quantities o f cash . 

The us e of  cheques , credi t card s an d debi t 
cards reduces the costs to banks and other finan-
cial insti tution s o f cas h handling , an d th e 
development o f stored valu e cards increases th e 
convenience o f usin g "electroni c cash " whil e 
reducing th e risk s of theft an d counterfeiting . 

The effec t o f these measure s i s to encourag e 
financial flows  ou t o f cash an d int o institutions , 
where the y ca n b e mor e effectivel y monitore d 
and controlled. While this offers clear benefits t o 
legitimate user s of the financial  syste m i t greatly 
increases th e ris k t o criminals , wh o ar e mor e 
likely to be required to explain the source of their 
money. However , th e transitiona l issue s hav e 
also to be recognised e.g. the higher cost of credit 
card transactions , credi t car d fraud , etc . 

The costs of reducin g cash intensivenes s 

It i s importan t t o recognis e tha t suc h measure s 
tend to require considerable investmen t by finan-
cial institutions and the Central Bank in order to 
work effectively . I n th e shor t t o mediu m ter m 
the necessary investmen t ma y pose problems for 
small scal e commercia l enterprises . I n man y 
countries relianc e o n cas h a s a  mean s o f 
exchange i s culturally embedde d an d ther e i s a 



distrust o f cheques an d othe r moder n form s o f 
payment. In some countries where there is a large 
rural population with limited access to banking 
there is no practical alternative to cash. 

Clearly any move to reduce th e us e of cash 
must be considered as a long term initiative. Its 
value in combatting money laundering comple-
ments it s advantage s i n term s o f economi c 
efficiency an d potentiall y improve d revenu e 
collection. 

Issues for discussion 

What scop e exists within Commonwealt h 
countries to reduce dependence on cash? 
What steps are possible in the immediat e 
and th e longe r term ? Ho w ca n financia l 
institutions be encouraged to take action in 
this area? What measures can be taken to 
increase public confidence in alternatives 
to cash? 
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