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@ allows a distinction between legal and economic ownership (the buyer and seller in.
the papers are not necessarily the person who provides or gets the money)

© allows the realization of ‘white’ returns (e.g. apartment rents)

© can be used to conduct criminal activities (e.g. a chemical drugs lab)

21. Detecting money laundering in the real estate
sector
Jovas Ferwerda and Brigitte Unger®

he OECD (2006) identifies that the real estate sector is used to facilitate tax fraud and
money laundering in most of the countries they survey, There is a general concern that
he construction industry is used to generate unreported income and to invest unreported
icome coming from othér industries, including illegal activities (OECD 2000).
- The study of Melcen et al. (2003, p. 246) also shows that real estate is a popular sector
or criminals to invest in. Meloen et al. analysed 52 Dutch criminal cases in which prop-
rty with unlawful advantages was confiscated. They found that in 30--40 per cent of
oney laundering cases, money was invested in immovable property. The study points
the importance of the real estate sector for laundering. However, given the limited
umber of cases stndied, conclusions cannot be drawn regarding the overall size of the
roblem.
The Dutch Scientific Research Documentation Centre WODC (Kleemans et al. 2002,
:32) also finds, from analysing 80 cases, that investment in real estate is an efficient
cthod of dealing with large amounts of money. The price increases of real estate make
-profitable and the profits in the real estate sector create a legal basis for income.
al estate objects can be used for criminal purposes in a number of ways. In the
ture a distinction is made between criminal exploitation and eriminal speculation.
ney Jaundering belongs to the latter category and is defined as a series of activities
nt to disguise the origin of iflicit funds. It can refer to the first phase of laundering,
€ one tries to place the illegal money into a real estate construction (e.g: giving cash
real estate agent in order to buy a house), to the second phase of laundering, where
ries to pump the money around the world (e.g. a foreign bank giving a loan to a
i buying a house, with the loan in reality being the hidden money of the person
1g the house), and on to the third phase of laundering, in which case the criminai
ks-the money in the real estate sector and is not interested in trading real estaie, but
sting,
wever, real estate can also be used for criminal investment without the intention of
ering money. For example, an ecstasy producer who buys a house in order to use it
cstasy pill production might not do this with the intention of hiding the illicit origin
money, but just to do criminal business. In this study, we did not (and could not)
uish between money laundering and criminal investment without the intention of
ing the illicit origin of money.

21.1 INTRODUCTION

Estimations of the level of money laundering reach up to 2 to 5 per cent of wor
GDP,! raising the question where does all this money go. A potential answer lies with
the real estate sector, which is large enough to absorb a large part of this meney and
prone to money laundering because of features such as the heterogeneity of building
the non-transparency in the market and possibilities for hiding the true owner, So fa
lowever, no systematic study has been conducted on the importance and frequency
of money laundering in the real estate sector. This study tries to use the informatio
known fo authorities to systematically identify and analyse money laundering in-
sector. Though the data refer to the Netherlands only, the method can be used for oth
countries as well.

This chapter is organized as follows: After describing why the real estate secto
prone to money laundering, we explain our research method and present a list of SeV
teen indicators that we use to find the real estate objects that are most likely related 1o
money laundering. Subsequently, we describe how criminologists analyse 200 of the
objects on a case-by-case basis. The results of this criminological research are usc
the last part of this chapter to find out, through use of econometrics, which iudic_a_fto
can detect conspicuous real estate and which fail to do so. In the conclusion we pres
a draft magic formula which can help to find money faundering objects in the real &
sector.

21.2 THE POTENTIAL ABUSE OF THE REAL ESTATE SECTO

The real estate sector has certain characteristics that make it prone to money launde
It has a very high value, which makes it attractive for both legal and illegal invest
(Eichholtz 2006). Therefore, this sector has quite a potential to absorb a subst
volume of money laundering activitics. The real estate sector displays the follow.
characteristics that make it susceptible to money laundering (see Nelen 2008):
: RESEARCH METHOD

Real estate -

gh ‘it is often extremely difficult to identify real estate transactions associated
ney laundering’ (FATF 2007, p. 5), the aim of this research is to develop a data
Iclimethod that enables its user to filter out suspicious real estate transactions and
guiish them from all the ordinary ones. We are looking for the transactions of real
bjects with a motive other than the normal transactions: the outliers, According

is a safe investment

is & prestigious investment

has an ohjective value that is difficult to assess
is a sector in which specufation is tradition
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Neote:  The outer circle shows all the real estate objects. The grey circles are three indicators. The black open

ure 21,2 Trade-off between fulse positives and false negatives
circle represents the criminal investments in this sector.

Figure 21.1  Visual explanation of the method used for this research inal investment is not detected by our research method. The trade-off between these

errors js visualized in Figure 21.2.

Figure 21.2 is best explained by discussing the two extremes: a very strict indicator
nd:a very broad indicator. When one chooses a very broad indicator (right end of
- graph), almost all objects are marked as unusual. Therefore, there will be very few
.negatives (the downward sloping line), at the expense of a lot of false positives
the upward sioping line). When one chooses a very strict indicator (left side of the
ph), hardly any object will be marked as unusual. Therefore there will be almost no
- positives, at the expense of a large amount of false negatives. The optimum can
und at the minimum of the sum of these two errors (the parabola), if one attaches
ual importance to both errors. Since we do not know the amount and types of errors
N ake, we circumvent this dilemma by choosing a different research method. We
not mark any object unusual based on just one indicator, but will do so based
1y on the combination of several indicators. Since we assume that real criminal
ies have an increased chance of receiving more red flags than normal activities,
conclude that the number of false positives will diminish quickly once we start
king at the combination of several indicators. Therefore, we focus more on the
egatives of a single indicator than on the false positives. This means that we
relatively broad indicators {(and therefore accept an increased degree of false

to the definition, an outlier in general is an observation that deviates so much fro
other observations as to arouse suspicion that it was generated by a different mech
nism (Hawkins 1980). To find the criminal investments amidst all the usval real est
transactions, we developed a list of characteristics that are associated with crimina
investments in the real estate sector: the ‘red Hags’.? This is in line with the remarl
Nelen et al. (2007, p.75) that illogical and unusual behaviour in the real estate sect
indicates an increased risk of criminal behaviour. Although a single characteristic
itself is not enough to arouse suspicion of a criminal investment, we believe thal
combination of these characteristics might be. To give an examyple: although it is oft
mentioned in the literature that many ceiminal investments in the real estate sector at
financed with money from abroad, we cannot, of course, conclude that all real estat
transactions financed from abroad are suspicious. However, we can label them unus
and conclude that the more unusual characteristics a transaction kas, the more it s
arouse suspicion (this is in line with the vision of Belastingdienst/FIOD-ECD 2008
p. 28). :

For a visual representation of this research method, we refer to Figure 21.1. The
circle represents all the investigated real estate objects and the grey circles are the,
groups found with the indicators. The black surface is the congruent of real estate obj
that have the characteristics of all three indicators. The small open circle represents the
criminal investments in this sector {the subgroup we are looking for). We assun th
by using more and more indicators this circle will be filled more and more w1th da
surfaces,

When using such an indicator-based approach, one is always confronted thh
trade-off between false positives and false negatives, or the so-called type I and typ
errors, respectively, A false positive in this specific research occurs when an obje
marked as (potentially) criminal while it actually is not. A false negative occurs wh

-THE INDICATORS

on an extensive literature research, we developed a list of 17 indicators that we
perationalize* for our dataset. We mainly use Dutch publications (like the reports
Dutch Financial Expertise Centre (FEC) and the Dutch Financial Intelligence and
ation Unit (FIOD)) because our analysis is on the Dutch real estate sector, but
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we also include some international publications (like the reports of the Financial Acf;'
Task Force (FATF) and the OECD).

ortgage. The absence of a mortgage should raise the suspicion of the notary (FEC,
008, p. 19) and can indicate the misuse of foreign legal persons (van de Bunt et al, 2007,

114). A study on real estate in Amsterdam (PEO 1995) specifically focused on objects
hat were bought without the use of a mortgage, because it considered this a helpful
ndication of money laundering (Trouw and Knobbout 2007, interview 3). This indica-

'is also apparent in case study 3.5 described by FATF (2007), in which two high-value
roperties (of more than €20 miflion) were bought in France with a sin gle payment (not
loan). Later it became clear that this concerned an investment of dirty capital, disguised
y offshore companies.

Indicator 1; Financier is from Abroad

The misuse of a foreign legal party as a financier is the prototype of disguising the f;
that you invest your ili-gotten gains into the real estate sector (van de Buat et al. 20
p.67). The idea is that it becomes harder to discover the origin of the money whet
{preferably anonymous) foreign company is used to finance the investment. The Dutc
Tax Administration and the Dutch financial intelligence and investigation unit in thei
report also warn about the use of foreign companies for the financing of real estat
(Belastingdienst/FIOD-ECD 2008, pp.12, 20, 23, 32 and 33). The literature mentio
many cases in which foreign companies played an important role in money launderin
constructions. For instance, case 1.1 in FATF (2007), where money was invested in |

Dutch real estate sector with loans from several foreign companies that were actuall
controlled by the person receiving the loan.® The idea behind this is that one can inv
their own (dirty) money by first transferring it to a foreign country and then fendin
it back to themselves. This disguises the origin of the money, which is exactly the a
of money laundering. The use of foreign companies for this loan-back method is als¢
deseribed, among others, in Nelen et al. (2007, pp.54-3), Trouw and Knobbout (2
p-10) and Belastingdienst/ FIOD-ECD (2008, pp. 13).

ndicator 5: Financing is Provided by the Owner (Same Person)

& use of transactions with oneself is mentioned as a characieristic of money launder-
i the real estate sector (Belastingdienst/FIOD-ECD, 2008, p.10). According to the
elastingdienst/F1IOD-ECD (2008, p.28) and the FATF (2007, p. 35}, the use of illogical
¢ unnecessarily complex financial constructions should arouse suspicion, We consider
viding a mortgage to oneself dubious. This indicator is often mentioned in connec-
n to the loan-back construction, which is described in many publications on money
tidering methods, see for example OECD (2006), Ferwerda et al. (2007), Nelen et al.
2007, p. 55), Belastingdienst/FIOD-ECD (2008, pp. 12-13) and FATF (2007, pp.7-8).

ndicator 6: Owner is from Abroad
Indicator 2: Financier is a Person, not a Company
chasing real estate abroad adds a layer of disgunise, because one is not known by the
al authorities. In the back-to-back loan construction especially, the purchase of real
state is done from abroad. Although it is often mentioned that this is done by offshore

npanies only (like in FATF 2007, pp. 12-13 and p. 335, and van de Bunt et al. 2607),
thers mention that it is done by foreigners in general (Nelen et al. 2007, p. 54).

When banks provide a mortgage to finance the purchase of real estate, thers are ce
confrol mechanisms in place, like comparing the necessary income with the applican
wage. When people provide a mortgage, this control is unclear, which can be an indi
tion that this way of financing is used for dubious purposes. The Belastingdienst/FIO
ECD (2008, p. 33) states that a mortgage not provided by a financial institution can p
in the direction of money laundering. See also van de Bunt et al. {2007, chapter 6)
FEC (2008), who mention that a mortgage by a non-business party, especially a fo
one, must raise suspicion.

"di:¢atars 7 and 8: Owner is a Person with an Unusual Number of Objects or

_';FEC (2008, pp.20) and FATF (2007, pp.34; 2006, pp.8) mention that a red flag
uld be raised when a person performs several transactions, The Belastingdienst/
D-ECDD (2008, p.29) mentions that a sudden increase in someone’s real estate port-

can indicate a wish to launder a large amount of money within a short period of
e (see also FEC 2008, p.23).

Indicator 3: Financing is Unusual Coempared to Appraised Value

*An indication for a fictitious mortgage is when the mortgage is significantly higher
the appraised value of the object, sintce a bank will normally not provide a martga
above the actual value of the property (Belastingdienst/FIOD-ECD 2008, p.24
FATF (2007, p. 36) also mentions in its report that buyers taking on a debt that is signi
cant in relation to the value of the property should arouse suspicion. A significantl
mortgage is found especially in cases where a ‘straw man construction’ is used,

dicator 9: Owner is a Company with a Particular Exploitatien

he FEC (2008, p. 16) and Trouw and Knobbout (2007) suggest that money launderers
st n and with companies that they have knowledge of. Also Belastindienst/FIOD-
CD(2008, p. 5 and p.37) cautions against business sectors with an increased risk for
mal investrnent. The FATE (2007, p.27) mentions that within the real estate sector
areas are mote attractive for criminal investinent than others. Which sectors are
tfically suspicious and have an increased risk or are more important for money

Indicator 4: Financing is Not Used (No Mortgage)

Real estate is the most expensive property most people will ever buy and not r_i"la'ﬂY
buyers are wealthy enough to pay the whole purchase amount without the use’
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laundering? While the FEC (2008) does not mention any sectors, Belastingdienst/F10
ECD (2008, pp. 5 and 37) mentions illegal exploitation (such as illegal pensions, cannab
nursery, human trafficking, illegal gambling and illegal prostitution) and risky lega
sectors (such as hotels, restaurants, ‘coffeeshops’,® prostitution, gambling and tran
port). Trouw and Knobbout (2007) mention catering services, prostitution and transpo
tation. The FATE (2007, p.27) cites the hotel business, construction firms, development
of public or tourist infrastructure (especially luxury resorts) and the catering business.

icators 14 and 15: Real Estate Object is in a Very Bad or Very Good Neighbourheod

e .FATF (2097, P-37) sees transactions in high-risk urban areas as an indicator for
ney Iaundgnng in the real estate sector. Also van Gestel et al (2008 Ica3c’)5r 3?;
ntion the l.mk. between criminal activities in this sector and the Iivleabilit); iip£11e; ~)
poﬁndlgg dIStl‘lC‘T.. Nglen allFl Huisman (2008) find the relationship between bad neigoli:
! cég tls1 ingeoifjgzed cnmil not ugdisPuted, and mention that there is hardly any
e Crgn ved lir;:; 1?(1:'11 Sef::aiirliuslz:::tzed busmesls a?tivities are breeding grounds
. . as a resu gover ici

u'ltpllfted seemn to be just as vu]_nerable;. It could gc? tI?zct)tv 2?1211::;2[\5;111]: Jte N Illzave
their purf:hases .and show the rest of the world that they are {or were) succeg 1f 10'w
iness. Tlu_s consideration might result in investments in very good fashionabf-u ¥
xpensive neighbourhoods. Therefore Both exiremes (very bad and ':'er ood " ?md
hoods) are used as separate indicators in this study. 7 good neieh

Indicator 10: Owner is a Company just Established

The FEC (2008) suggests that a company that has just been established and is imme
ately buying up real estaie is likely to be part of a construction of companies design
to conceal the uliimate beneficial owner and to launder money. Also, Belastingdien:
FIOD-BCD (2008, p.28) and the FATF (2007, p. 35) warn about transactions by cer
companies that have just been founded. '
ators 16 and 17: Purchase Amount is Unusual Compared to Appraised Vaiue or

Indicator 11: Owner is a Company without Employees ous Purchase Amount

According to the FEC (2008), real estate companies that do not have employees are
likely to be part of some sort of money laundering construction (see also van de B

al. 2007, chapter 4). The use of empty companies in money laundering constrctiol
described by the FATF (2007, p. 14), which calls these companies “shell companies’;
company only consists of a sheli, without any contents.

chase amount that is too high or too low can indicate a swindle to drive up th
ke an ABC 'cc‘)nstruction or the fraud carousel, or play a role in tax fraud pTl s
fthe most visible indicators of ctiminal investments in real estate, since thé pulilj
o‘ftefﬁefl 12;11 ;at gig:ipiilfl?;’li?;is: e111 t?e l\lTx?tlIaerlands. This might be the reason that
_ €, 4 100 high or too low purchase price is suspici ,
Nelen et al. erds of
ieator 12 O s 8 “World Ctien (Unlcnown f the Tax Administration) chapte 4), The comparson o e spmee sy ond 2) and Fecverda e
' gested by Eichholtz (2006, p.67) and done b Si: lasce 2000,

uih SICng}I} (2006) was ablfe to depict strange price l'nc:reasesy of rgelzmt:s(ti(t]g 6121

._a\im, he did not continue his efforts to estimate the amount of money taunderin
nc;i Ifj;:;e sector, s&mply because there_was no way he could differentiate betweergl
: S€S cause by money 1a_un;1er1ng and those caused by the speculation of

te agents. This study tackles this issue, at Jeast partly, by using many more indi-

y cooperating with criminelogists and by the use of i iti
g o with e y of closed data in addition to

When a foreigner purchases real estate in the Netherlands, this leads to a tax paj
duty abroad. A problem occurs with this payment obligation when it is unknown W
the purchaser pays his taxes, that is, when the purchaser is unknown to the nationa
Administration. According to the FEC (2008, p. 16), investors who have no tax paym
duty, or at least not in the Netherlands, should raise a red flag. Also Belastingd
FIOD-ECD (2008, pp. 4 and 28) mentions these kinds of foreign real estate owners
indicator for money laundering. : :

Indicator 13: Real Estate Object is Involved in Multiple Transactions

HE APPLICATION OF
LHE APPL THE INDICATORS TO OUR

When an object is bought and sold multiple times, this can indicate a swindle.t0
the price above the property’s actual worth. FEC (2008), Ferwerda et dl. (2007, 1
4y and Belastingdienst/FIOD-ECD (2008, p.17) all mention that this occurs anj{i th
can be a major part of a money laundering process, especially with the use of the
construction and carousel fraud (driving up the price by successive sales and pu
within the same organization with the eventual goal of making the object app'
worth more {or less) than it actually is). The FATF (2007) explains that the in
successive sales and purchases, which is in line with the above-mentioned methf_?.d
the specific characteristic that the property is (fictitiously) sold in a series of sub:
transactions, each time at a higher (or lower) price.

. lilii;s, Thlgh cqnllpnses al! real estate objects in Utrechit and Maastricht (two
et 21;1 in s.t\;\.’{tl irespec'tavely about 310,000 and 120,000 inhabitants) that

Ofﬁces OfeLWI 511111 t he pf.'rlqd 2002-~2‘(]O6,7 This database consists of data from
e and Registry (111f'0nnat1qn from the deed of conveyance, object
s buaxp.ouu;, nanrfw .and date of birth of purchaser and seller, gender for
o » business form for legal persons, mortgage amount, the provider of the
t¢.) and from the Dutch Tax Administration (like income of the subject,

Q apply all the above-mentioned indicators, we compiled a database of 11.895
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BOU e SRR 1 individual analysis to detect whether the persons involved can play the role that they
lay (e.g. do they have enough capital/income to get that mortigage, or is tlere some kind

359 f straw mien construction?).
The method of analysis is based on describing two possible scenarios —a licit and an
licit one — and the evaluation of which of the two is best supported by the facts that
20% Tom howed up during the analysis. Eventually, the criminological analysis indicates that 36
. Mazstric f the 200 objects should be labelled as ‘conspicuous’. We do not use the term ‘suspi-
15% - ~~~ Utrecht " tous’, because we are only able to analyse what we see on paper and cannot goas far as
ctual police investigation. OFf the 36 conspicuous objects, five are linked with drugs, 27
10% | it fraud and four with renting irreguiarities. While nine of the 36 cases are strongly
nspicuous, eight are moderately conspicuous and 19 have only a weak indication that

omething is wrong.

3o n addition to this criminological research, the criminologists also asked stakeholders
he ground level (such as local police officers) which subjects and objects have rajsed
0% ir awareness in the two cities. Overall, this survey resulted in a list of 356 subjects

d'32 objects deduced from various sources. Comparing this list with the list of 1130
ubjects identified in the 200 cases gives only two hits, which concern the same strongly
spicuous case. The meagre results of this so-called bottom-up analysis can indicate
the application of red flags is not very effective to find the relevant objects and sub-
cts, but can also indicate that our method points to subjects and objects that are not yet
ywn to the local authorities.
Ne now use the results of the criminological analysis (36 conspicuous cases) to esti-
te which indicators can identify the relevant real estate objects and which indicators
il'to do so.

Seource:  Corpiled by the authors. The percentage refers to the percentage of objecls‘with an X (0 tllrp_ub
9) number of red flags relative to the number of abjects in the group (Utrecht, Maastricht or the two cilies
combined),

Figure 21.3  Distribution of red flags for Utrecht and Maastricht

establishment date of legal persons, appraisal value, some tax information, etc.). Qn’c
we apply all the 17 indicators to our dataset,? we can see (as depicted in Figure 21.3)
many real estate object have a couple of red flags,? but that finding more than ﬁv. |
flags for one object is quite exceptional. The 150 real estate objects with tl‘m most re
flags receive a criminological case-by-case analysis. To increase the impartiality o
criminological research we add 50 real estate obiects with less than five red fiags ¢
list as a control group, without signalling this to the criminologists.’®

7 STATISTICAL AND ECONOMETRICAL ANALYSIS

flags are a good indication for conspicuous cases, we would expect that the con-
wous cases have more red flags on average than the objects that are not marked as
fspicuous by the criminologists. The couspictious objects have, on average, 5.4 red
“while the 200 selected objects have, on average, 4.8 red flags. So, red flags seem
frequent for the canspicuous objects than {or: the sample of 200. More disappoint-
at first glance it scems that when we remove the 50 objects of the control group, the
‘unusual objects identified in the economic analysis have on average 5.7 red flags,
more red flags than the 36 conspicuous objects identified by the criminological
$. This disappointing finding changes, however, when we take into account the
grec. of conspicuousness, which shows that more red flags indeed do point at more
gly conspicuous objects: the weakly conspicuous objects have 3.1 flags on average,
derately conspicuous objects have 5.5 red flags on average, and the strongly con-
ous objects have 6.1 red flags on average. The average, median and mode amount
ed flags of all 11,895 analysed objects lie around two. This result seems to confirm
a behind this study that a real estate object with more red flags has an increased
¢ of being related to money laundering or other criminal investments.
our econometrical analysis the dependent variable (whether the object is conspicu-
L not) is a binary variable. We will therefore use a specific econometric estimation

21.6 CRIMINOLOGICAL ANALYSIS

The criminological research is done independently from the application of red flags
by criminologists that do not know how many red flags each object received. F I
impartiality of this study we have to stress that the criminologists try-to foFus as
as possible on different indicators than those mentipned above. This is mamly‘pOSSI
because the case-by-case basis of the criminological research provides the posst
using many more sourcés of information and applying a whole different range o1
tors. For example, the 200 cases are supplemented with open-source info‘rmatlo
the name of the notary, the use of the notary account during the transaction, any
that might show up on Google) and closed source information (e.g. whether the e
involved have antecedents, whether the persons involved performed any unusua oF
picious transactions!’ and the tax declarations of the parsons involved), Thfz casc-’;
analysis also gives an opportunity to perform more extensive analyses, Iike a nel
analysis to delect natural and legal persons that work together i an organized fashi
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Table 21.1  Econometrical estimation results
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esults of the econometric analysis are shown in Table 21.1.1° Practically, the primary
ocus is on the results (significant or not) in column 1. Columns 2, 3 and 4 are a check

Dependent variable: 5)) ® (3 5] (5 on the robustness of the results and eolumn 3 is used to interpret the significant results.
Conspiesious (or o1) probit Logit cloglos oLs dprob . All the s1gmﬁcant‘effects, in Tal?le 21.1 are positive, whmh‘mejans that these mdlch-
2 Financier is a notoral person and 0.73 .12 .20 DA 0.23 ors can be used to “detect’ conspicuous objects. The most significant effect found in
5 Mortgage to self (same surname) (0.56) {(1.02) (0.87) 0,14y .21y he econometric analysis is that objects with an unusual price fluctuation (indicator
3 Unusual mortgage compared to 0.03 0.20 0.29 0.03 .01 7) are associdted with an increased chance of 25 percentage points to be conspicuous,
appraised value .27 (0.67) (0.60) 0.09; {0.09 Objects owned by a company that was just established (indicator 10) are associated with
4 Absence of mortgage 032 0.60 6.56 0.08 0.08 i1 increased chance of 24 percentage points to be conspicuous. Finally, objects with a
) (0‘301 (0‘541 (0'471 (0'071 0.07 sreign owner (indicator 6) are associated with an increased chance of 15 percentage
6 Foreign ower (3?{3)) (g'gg) (8'3‘}1) (g'(]}g) 0.15 hoints to be conspicuous. For the rest of the indicators there is no significant effect on
7 Owner has vousual number of 0.31 0.64 0.61 0.07 he probability to be conspicuous.
objects and _
8 Owner does unusual number of 0.29) {0.53) (0.45) (0.07) _
transactions : 21.8 CONCLUSION
¢ Risky exploitation 0.36 0.57 045 0.08 Bl i
. . 0.30) (0.32) 043 (0.08) 003 'his study can be seen as a pioneer and pilot study for detecting money laundering in
10 Owner is a just-established 0.78** 1.36%+ L.17** 0.21%* 0.24 W L est by usine ihe skills of botl ists and criminologists. The stud
company 0.36) ©.62) (0.52) (0.09) . e real estate sector by using the skills of both economists and criminologists. The study
11 Owner is a company without -0.17 ~0.27 -0.19 ~0.03 -0.4 onsists of three main steps. We start with an outlier detec;tmn rr}ndel base?l on 17 indica-
employees {0.26) (0.46) (0.40) .07 0 ors derived from the literature. In the second step a criminological analysis is conducted
12 Owner is a “global citizen’ 0.22 0.42 0.43 0.05 0 the 150 objects with the most indications for money laundering, mixed with 50 seem-
{0.35) {0.62) {0.53) (0.09) {0.10 gly normal objects, Once we determine that 36 objects can be labelled conspicuous, we
I3 Object involved in multiple 0.02 0.03 -0.04 0.00 0.0L use an econometrical analysis in the last step to find out which of the 17 indicators can
fransactions 0.33) (0-58) 0.53) (0.08) (.08 letect these conspicuous objects.
15 Object in good ncighbourkood (g'gi) _{8'22) _(g'gg) (g'gé) (8‘35 Our hope for this study was to end up with a magic formula that ailows the identifi-
16 Unusual purchase amount ~0.37 —0.67 ~0.55 ~0.12 -0, tion of suspicious objects from objective data. At this stage of research we can only
compared to appraised value (0.33) {0.61) (0.54) (0.08) pvide a first draft formula for such a magic detection tool, which could be refined and
17 Unusual price fluctuation 0.84u 144w 1.20%% 0.23% 5% proved in the future (Box. 21.1).'8
(0.30) {0.52) 0.44) {0.08) 7 Figure 21.4 shows the objects with five or more red flags and which are labelled as
Canstant SLoTHeR -2 93wE -1 89%EE - 0.03 onspicuous on the map of both cities. As one can see, there is no clear concentration in
Observations 2&3'37) 2&8'72) 2&3‘65) 253‘08) 200 ¢ neighbourhood, as the objects are rather evenly spread on the map.
Pseude R? 0.103 0.103
Adjusted R? 0.0364

30X 21.1

Nete: Standard errors are given in parentheses. P-values (chance of a coincidental relationship) are sh:
with superscripis: *¥¥ = p<0.0l, ** = p<0,05, * = p<0,1. The (adjusted or pseudo) R? (coefﬁcicnpof
determination) of cloglog cannot be calenlated, but regarding the comparable values of the log likelifiu0

most likely comparable to the probit modef {in columa 1) and the logit model (in column 2),

model that takes this into account: the so-calfled Probit medel. To show the robusti
of the results of this specification, we present the results of two other estimation mo
QLS and Logit.? Since the number of conspicuous objects is quite low (less than: 20
we add the results of the complementary log-log model,'® which is particularly usef}ﬂ
cases where one of the ontcomes (conspicuous in this case) is rare. Since the Probitm
does not assume linearity and therefore cannot be interpreted directly, we calculate;
marginal effect™ of each indicator and show this with the other estimation resulis

he draft magic formula that can ‘detect’ conspicuous objects:
Chance to be conspicuous = 15% * foreign owner + 24% * just-established
company - 25% * unusual price fluctuation

RESEARCH LIMITATIONS AND POSSIBLE FURTHER
RESEARCH

te that the significant relationships are not causal per se; a characteristic could lead
0'¢riminal activity, but criminal activity could also lead to a certain characteristic. Also
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Source:  The authors, graphic made by Arjen Siegman. The five blaclg bars are the objects rom the control
group of 50 objects that are nevertheless identified as conspicuous, white the 31 t.iark grey bars are lf"lﬁ
conspicuous objects that are not in the control group of 50. The o_th;r i 19.%3:5:‘5 hgh.t grey are .thc objects
that have five or more red flags, but are not Jabelled conspicuous in the criminological analysis. The bars ar
moved slightly to protect the privacy of the analysed objects and subjects.

Figure 21.4  Objects Identified in Utrecht (left) and Maastricht (vight)

note that it is not clear to what extent we can generalize the results, since the sample.
fairly small {200 ohjects) compared to the whole sector (11,895 objects), and not rando ;
and therefore normaily not representative, We hope, however, to have demonstrated
that using a multidisciplinary approach including outlier detection, criminology al?d
econometrics is a promising method to create a detection tool for eriminal investmm‘lts n
the real estate sector. However, it needs further refinement. Refinement can be achieve
by focusing on more narrow concepts of criminal behaviour (e.g. s.peciﬁc forms of fraud
or drugs), specific real estate sub-sectors (e.g. housing or commercial market) and by the
mere use of behaviour-specific indicators.

NOTES

*  This chapter is the shortened version of a study financed by the Dutch Ministries of Finance, Interior
Affairs and Justice, which has been published as B. Unger and J. Ferwerda (2011} Money Launderin
the Real Estate Sector, Suspicious Properties, (with aconiribution from H. Nelen and L. Ritzen), Edy
Elgar, Cheltenham, UK. We would like to thank criminologi‘sts Hans Nelen and Luuk Ritzen fro
Maastricht Universily for their cooperation ia this research project. ] _

1. ‘This was a first estimate of money laundering by the managing director of the IMF, Michel Camdes

in 1998. Figures within that range were later found by W;Elker {1999) and Unger (2007). : .

With respect to the use of red flags, we follow the phrasing and research methed of FATF (2007).2

FEC (2008). L

3. By using the word ‘unusual’, we follow the phrasing of the Dutch FIUs that make a distincticn bety
unusual transactions and suspicious transactions. o

4. Although the literature mentions more indicators, here we only present the mdlca_tors _l§-1at.\vf: cai

ally apply to our dataset, See Unger and Ferwerda (201 i) for a more compietelhst of indicators é_i__l_n

more extensive explanation of these indicators. The indicators might not all be directly related to mg
taundering, but could also indicate other forms of criminal investments or exploitation.

See also, for example, case 4,1 in FATF {2007) and case 18 in FATF {2006)

In the Netherlands the selling of marihuana is tolerited in so-called coffeeshops.

9

v
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We did not select any one part of the real estate sector, which means that all kinds of real estate are
included, ranging from houses and offices to churches and undeveloped land.

The application of these indicators is sometimes quite cumbersome and has led to some limitations for the
research. For example, the nationality of the owners is not available in the dataset and therefore we use
the former addresses of the owners as a rough indication of the nationality. Another example is that some
ndicators need threshold fevels to indicate what is unusual and what is not, while this is not specified in
the literature. We describe the limitations aund (sometimes arbitrary) decisions for the application of the
indicators in Unger and Feriverda (2011), chapters 4.2 and 5.3.

This is 2 logicil conseguence of the use of relatively broad indicators, as explained earlier.

The selection of only 200 objects for criminological research is due to the limited ctiminological research
capacities in Lhe project.

In the Netherlands obliged entitics (like banks, notaries, car dealers, etc.) report ali unissual transactions
1o the FTU-Nethertands, The FIU-Netheriands then starts to analyse these reports and decidés which of
them can be classified as suspicious.

The standard OLS estimation with Y as the dependent variable and X as the independent variable is:
Y= By 4 B.X. The Logit model (with Pras the probability} estimates: p, = Pr[y, = 1lx] = ]—fj’%g-}ﬁ%%ﬂ
which clearly ensuyes that 0 < p; < b The Probit model, on the other hand, estimafes:
P = Prly; = 1|x] = @B, + B,x,), where ©{)is the cumulative distributicn function for the standard
normal distribution, which means that p, = fPe+Bei(an) =12, -5, and ths that 0 < p, < 1 {Cameron
and Trivedi 2005, pp.464-5). -
The coefficients in the complementary log-log model are also probabilities, cstimated by
p; = §—exp(—exp{B, + #,x)) (Cameron & Trivedi 2005, p.466-7).

The marginal effect of the probit model is: ap/ax, = & (XBI, witl ¢ () as the probability density function
for the standard normal distribution (Cameron & Trivedi 2005, p.467).

Since indicators 2 and 5 and indicators 7 and 8 are strongly correlated, these indicators measure more

-or less the same. We combine the indicators to prevent potential multi-collinearity and to require fewer
-independént variables and therefore have more degrees of freedom. The resulis when these indicators are

used separately are more or less similar, except that 7 and $ both become significant, one positive (7) and

- one negative (8). These effects scem to counter each other when combined (as an interaction term), The
- multiplication of indicators 2 and 5 is the same as just indicator 5, Indicator 1 and 14 are dropped due to
 insufficient variation (not enough conspicuous cases have this characteristis, respectively 1 and 0),

How could this fonmula be used? If we have a case where a foreigner sells a real estate object to a just-
established company, which then sclls the object a couple of months later for a significantly higher or
lower price, there js a 64% chance that this case is conspicuous. Because it has all three characteristics the

calculationis: 15% %14+ 24% %1+ 25% %[ = 64%. Now let us consider'a case where a just-established

company buys real estate from a foreigner for a normal price: then the chance that this real estate is con-
spicuous is 39%, Beeause it has two of the above characteristics, the caleulation is: 15% % 1 4 24% * |

- 25% 0 = 39%,
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22. Cash economy, measuring the tax gap from the
tax administrative perspective®
Victor van Kommer

221 INTRODUCTION

_Late}y, the US and the FATF have made a large effort to include tax evasion as a
predicate crime‘for money laundering. Tax evasion in Europe is a predicate crime only
n some ‘coun_trles, such as Greece, where the anti-money laundering (AML) policy
oncern is mainty to hunt out corruption and tax evasion, or in the Netherlands, where
‘tax fraud is_ fought by a specific police-like authority, FIQOD, Tax evasion is h(;wev'er
ot a predi.cate crime for money laundering in other countries, such as Ezl Austria’
.1 ere hunting drug dealers is the major concern of AML authorities. When it turuéci
ut that the German government had offered several million euros to a Liechtenstein
';}nk employee for a list of potential German tax evaders holding an account in
_;gchtensteiu (see the contribution of Prince Michael von and zu Liechtenstein in
is vglume, Cha‘pter 11}, it became quite clear that hunting tax evaders will become
lore important in the future. In particular, governments in need of financing their
ublic debt will become more eager to hunt tax evaders, as the German government
monstrated.

Vhetl_ler Euzopean Union member states will follow the US strategy with regard to
roafiening the mouney lavndering definition, and will include tax evasion in the list of
r_edlcate‘crimes, or whether Europe will follow the suggestion of Prince Michael von
_d zu Liechtenstein, and make tax laws more transparént so that bainks can identify
X _ev:aders more easily and tax evaders feel less compelled to bring their money abroad

y time will tell. The goal of this contribution is to help both identifying tax evasi(n;
monitoring tax compliance,

THE ROLE OF THE TAX ADMINISTRATION

ax: Administrations have a responsibility to report en their performance and achieve-
ents refated to their organizational objectives. This includes a responsibility to monitor
report on taxpayers’ compliance and the impact of the Administration’s efforts to
ove tax‘pa-y_er compliance. The need to moaitor taxpayers’ compliance in any form
byaous: it is a direct consequence of the primary goal of Tax Administrations to
ove overall compliance with tax laws. Understanding and monitoring taxpayers’
Vpl_l_ance is, however, a complex challenge. Tax Administrations should therefore
evelqp.and apply tools and indicators to measure fevels and trends in taxpayers’ com-
fice in order to report on the health of the tax system to their stakeholders from a tax
ipliance viewpoint and show the impact of compliance improvement strategics on the
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