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FINCEN Issues Final Beneficial Owner Identification Rules

In May 2016, the U.S. Treasury Department’s Financial Crimes Enforcement Network
(“FinCEN”) issued final rules regarding beneficial owner identification obligations for legal entity
customers (the “Rule”).! Under the Rule, covered financial institutions must establish
procedures to:

= |dentify each natural person that directly or indirectly owns 25% or more of the equity interests of a legal entity
customer (the “ownership prong”);

= |dentify one natural person with “significant responsibility to control, manage, or direct” a legal entity customer
(the “control prong”), which may be a person reported under the ownership prong; and,

= Verify the identities of those persons according to risk-based procedures, which procedures must include the
elements currently required under the Customer Identification Rule at a minimum.

Identification of those beneficial owners must be conducted at the time a new account is
opened. Compliance with the Rule’s requirements is mandatory by May 11, 2018 (the
“Applicability Date”).

The Rule does provide for exemptions and exclusions for certain types of legal entity customers.
Pooled investment vehicles advised or operated by, among others, registered investment
advisers or CFTC registrants are excluded from the Rule’s scope,? and pooled investment
vehicles managed or operated by other entities are only required to provide information under
the “control prong” (i.e., such entities need only identify an individual with significant
responsibility to control, manage, or direct the manager, operator, or general partner of the
vehicle).® The Rule also excludes from its scope certain other entity types noted below.

T The Rule is available at https://www.gpo.gov/fdsys/pka/FR-2016-05-11/pdf/2016-10567.pdf.

2 |nits release, FINCEN explained: “In response to several commenters who noted that beneficial ownership information would be available
regarding the operator or adviser of such pooled vehicles, FInCEN has determined that the pooled vehicle should also be excluded from this
requirement.”

3 Inits release, FINCEN explained: “In the proposal, FInCEN sought comment on the approach that it should take towards pooled investment
vehicles that are operated or advised by financial institutions that are not proposed to be excluded from the definition of legal entity customer...
[Clommenters requested that, if such vehicles are not excluded, then FinCEN should require those financial institutions to collect beneficial
ownership information of such entities under the control prong only. FInCEN agrees that, because of the limited utility and difficulty of collecting
beneficial ownership information under the ownership prong, in the case of pooled investment vehicles whose operators or advisers are not
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The Rule represents a departure from current FINCEN rules, under which financial institutions
exercise their own judgment in making risk-based assessments whether to identify and verify
beneficial owner information for legal entity accounts, except in respect of specific cases.*

On the same day that Treasury announced the issuance of the Rule, it also announced other
AML-related actions,” including (i) its intent to submit legislation to Congress that would require
legal entities formed or qualified to do business in the United States to report to Treasury certain
beneficial ownership information, and (ii) its issuance of proposed rules® that would require
certain foreign-owned “disregarded entities” to obtain employer identification numbers from, and
report certain ownership and transaction information to, the IRS. The U.S. Department of Justice
also announced on the same day efforts related to money laundering. * Those legislative and
administrative measures, if ultimately enacted (and the proposals are, at this point, early stage),
would represent a substantial increase in compliance obligations.

Steps Along the Way to the Proposed Rule

The Rule’s finalization followed a multi-year process.

= 2010: Interagency guidance regarding customer due diligence, cautioning financial institutions as to the risks that
can arise with respect to beneficial owners of accounts and emphasizing the importance of identifying such

excluded from this definition, such as non-US managed mutual funds, hedge funds, and private equity funds, financial institutions would be
required to collect beneficial ownership information under the control prong only.”

4 For example, please see, “Anti-money laundering regulations for broker-dealers: Treasury Department publishes final rules implementing Section
312 of the Patriot Act relating to foreign correspondent accounts and private banking accounts” (February 2006), available at
http://www.shearman.com/~/media/files/newsinsights/publications/2006/02/antimoney-laundering-regulations-for-brokerdeale  /files/download-

pdf-antimoney-laundering-regulations-fo__/fileattachment/cm_022006.pdf.

5 Secretary Lew's letter to Congress detailing these plans is available at https://www.treasury.gov/press-center/press-
releases/Documents/Lew%20t0%20Ryan%200n%20CDD.PDF.

6 Specifically, the proposals require the foreign owner to obtain an employee identification number from the IRS for a wholly owned US entity that
is treated as a “disregarded entity” for US federal income tax purposes. In addition, information reports must be filed with the IRS with respect to
certain reportable transactions between the foreign owner and the US subsidiary. The foreign owner will also have additional record maintenance
requirements for its wholly owned US entities. The proposed Treasury regulations contain exceptions from the reporting requirements for an
entity that has less than $10,000,000 in US gross receipts for a taxable year and with respect to dollar values of related party transactions that do
not exceed certain specified thresholds. These proposals will apply to taxable years ending on or after the date that is 12 months after the date
that the Treasury Department adopts final Treasury regulations.

7 See press release available at https://www.justice.gov/opalpr/justice-department-proposes-legislation-advance-anti-corruption-efforts.
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owners based on each institution’s evaluation of risk pertaining to their accounts. The guidance did not, however,
categorically require beneficial owner identification.®

= 2012: FinCEN issues advanced notice of proposed rulemaking (the “ANPR”), which sets forth FinCEN'’s rationale
for a categorical beneficial owner identification requirement, and seeks comment on particular aspects of the
proposed rulemaking.’ The ANPR noted in particular that though existing CIP rules implicitly required beneficial
owner identification based on risk-based assessments, in FINCEN’s view there was a lack of uniformity and
consistency across financial institutions in how those obligations were being carried out.

= 2014: FInCEN issues notice of proposed rulemaking, which the Rule adopted with slight modifications. '

Rule Summary

Under the Rule, covered financial institutions™ will be required to obtain a certification from the individual opening
an account on behalf of a “legal entity customer” (a term discussed below) that identifies:

= Any individual who, directly or indirectly, owns 25% or more of the equity interests of the legal entity customer
(the ownership prong); and,

= One individual with significant responsibility to control, manage or direct the legal entity customer, which may be
an executive officer or any other person (the control prong), and may be the same person reported pursuant to
the ownership prong.

The financial institution is required to verify the identity of such persons using risk-based procedures that include
the same documentary and non-documentary elements required under the CIP Rule at a minimum (although under
the Rule non-original documents may be accepted, subject to conditions), but the institution is not required to verify
the fact of the beneficial owner’s relationship to the legal entity, absent a financial institution’s knowledge to the
contrary. FINCEN has stated that financial institutions should use the collected beneficial ownership information as
they use other information they gather regarding customers (e.g., through compliance with CIP requirements),
including for compliance with Office of Foreign Assets Control (OFAC) regulations and currency transaction
reporting (CTR) aggregation requirements.

8  See FIN-2010-G001, “Guidance on Obtaining and Retaining Beneficial Ownership Information,” March 5, 2010, available at
http://www.fincen.gov/statutes _regs/quidance/pdf/fin-2010-g001.pdf.

9 See our March 2012 client publication about the ANPR, available at http://www.shearman.com/en/newsinsights/publications/2012/03/more-

diligent-customer-due-diligence-fincen-and-

10 See our September 2014 client publication about the notice of proposed rulemaking, available at
http://www.shearman.com/~/media/Files/NewslInsights/Publications/2014/09/FinCEN-Proposes-New-Rule-Requiring-Identification-of-Beneficial-
Owners-FIA-091014.pdf.

" The Rule would apply to all financial institutions currently subject to CIP requirements: banks, broker-dealers, mutual funds, futures commission
merchants, and introducing brokers in commodities (“covered financial institutions”).
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The Rule only applies to accounts opened on or after the Applicability Date, but FInCEN noted that institutions may,
as a prudential matter, decide to collect the same information from accounts opened prior to the Applicability Date.
The Rule provides important exclusions and exemptions in particular for pooled investment vehicles, as well as
other entity types further discussed in the following section.

Types of Legal Entities Subject to Beneficial Owner Identification Requirements

The Rule requires beneficial ownership identification for “accounts” opened by “legal entity customers,” with “legal
entity customer” defined to include the following types of entities: corporations, limited liability companies or other
entities created by the filing of a public document with a Secretary of State or similar office, general partnerships,
and any similar entity formed under the laws of a non-US jurisdiction that opens an account. FInCEN noted that this
definition includes limited partnerships and business trusts created by filing with a state office.

Certain types of legal entities are, however, excluded from the definition of legal entity customer under the Rule.
These include:*?

= Financial institutions regulated by a federal functional regulator (e.g., federally regulated banks, brokers or dealers in
securities, mutual funds, futures commission merchants, and introducing brokers in commaodities) or by a state bank
regulator, bank holding companies and savings and loan holding companies, and insurance companies regulated by a
state regulator;

= A non-US financial institution established in a jurisdiction where the regulator maintains beneficial ownership
information regarding such institution;

= Publicly held companies traded on certain US stock exchanges, and any majority-owned domestic subsidiary of any
entity whose securities are listed on a US stock exchange;

= Registered investment advisers or registered investment companies;
= An SEC-registered exchange or clearing agency;
= Any entity registered with the SEC under the Securities Exchange Act of 1934;

= A financial market utility designated by the US Financial Stability Oversight Council under Title VIII of the Dodd-Frank
Wall Street Reform and Consumer Protection Act;

= A CFTC-registered CPO, CTA, retail foreign exchange dealer or swap dealer;
= Domestic government agencies and instrumentalities and certain legal entities that exercise governmental authority;

= Non-US governmental departments, agencies or political subdivisions that engage only in governmental rather than
commercial activities; and,

12 The Rule also provides exemptions from the requirements to identify and verify beneficial ownership solely to the extent that a covered financial
institution opens only certain accounts for a legal entity customer, including private label retail credit accounts established at point-of-sale,
accounts established for purchase and financing of postage, and commercial accounts to finance insurance premiums.
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* Legal entities opening private banking accounts."?

Further, accounts established to participate in an employee benefit plan established under ERISA are excluded from the
definition of “account” under the Rule (which incorporates the CIP Rule’s definition of the same), and are, accordingly,
outside the Rule’s scope.

FinCEN has noted that most trusts would not fall under the definition of “legal entity customer,” and, accordingly,
would not be subject to the beneficial ownership identification requirements of the proposed rule.**

Pooled Investment Vehicles

Responding to industry concerns, the Rule provides that accounts held by pooled investment vehicles are either
excluded from the Rule’s requirements or are subject only to the control prong. Specifically:

= Vehicles operated or advised by a RIA or CFTC registrant (or by any other entity excluded from the definition of
“legal entity customer”) are excluded from the definition of “legal entity customer” and accordingly are outside the
Rule’s scope; and,

= All other vehicles (e.g., hon-US managed mutual funds, hedge funds, and private equity funds) are exempt from
the 25% beneficial ownership identification requirement, and need only identify and verify a control person of the
operator, adviser, or general partner of the vehicle.

FINCEN noted that identifying beneficial owners of the pooled vehicle might present unreasonable operational
challenges considering that the information might be valid for only a limited period of time.

Intermediated Account Relationships

With respect to intermediated accounts, where the covered financial institution does not have any CIP obligation
with respect to the intermediary’s clients under current CIP rules and guidance, the financial institution can treat the
intermediary itself as the financial institution’s legal entity customer under the Rule.”® Accordingly, the covered
financial institution need only require the identification of the 25% beneficial owners and a control person of the
intermediary itself, rather looking through to any beneficial owner of the account itself.

13 Such accounts are subject to FinCEN'’s private banking account rule.

4 FinCEN noted, however, that this exclusion does not mean that FinCEN necessarily considers trusts as posing a reduced money laundering or
terrorist risk, but rather that the exclusion is due to the impracticality of subjecting the variety of trusts to the rule’s beneficial owner identification
requirements, and FiInCEN’s level of comfort with financial institutions’ existing CIP for trusts.

15 Specifically, FINCEN noted in its release: “To the extent that existing guidance provides that, for purposes of the CIP rules, a financial institution
shall treat an intermediary (and not the intermediary’s customers) as its customer, the financial institution should treat the intermediary as its
customer for purposes of this final rule. FInCEN also confirms that other guidance issued jointly by FinCEN and one or more Federal functional
regulators relating to the application of the CIP rule will apply to this final rule, to the extant relevant.” See footnote 73 of the release for links to

cited guidance of federal functional regulators.
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Non-Profit Organizations

Non-profit organizations are not excluded from the definition of “legal entity customer,” but the Rule requires such
organizations to be subject only to the control prong of the beneficial ownership requirement.

Beneficial Owner Identification

As noted above, and subject to certain exemptions including those discussed above, for “legal entity customers” the
Rule requires the identification of all individuals that meet the standards set forth in the ownership prong or the
control prong.

The persons identified must be natural persons. For the ownership test, this means that several layers of legal
entities may need to be “looked through” to determine whether an individual is a 25% owner. FInCEN noted that
covered financial institutions need not conduct such analysis themselves, but generally may rely on the
representations of the legal entity customer.®

The Rule includes a standard certification form template to be used for identification, but in response to comments
the Rule also permits financial institutions to obtain the information by other means, provided that such means
include the certification of the natural person opening the account that is required by the standard certification.

FinCEN noted that it expects financial institutions to treat collected beneficial ownership information like CIP and
related information, and accordingly to run that information through government lists.

Reliance on Other Financial Institutions

When a covered financial institution shares customers with another financial institution, a financial institution may
rely upon the other financial institution to collect the information and documents required by the Rule provided that:
(i) such reliance is reasonable; (ii) the other financial institution is subject to an AML program rule and is regulated
by a federal functional regulator; and (iii) the other financial institution enters into a contract that requires it to
provide annual certifications regarding its AML program and CIP requirements to the covered financial institution.
This reliance provision is intended to track reliance standards under existing CIP guidance.

Certain Requirements of Customer Due Diligence Programs Made Explicit

FinCEN has noted that key AML Customer Due Diligence elements consist of at least the following four elements:
1. Identifying and verifying the identity of customers;
2. Identifying and verifying the identity of beneficial owners of legal entity customers;
3. Understanding the nature and purpose of customer relationships; and,

4. Conducting ongoing monitoring to maintain and update customer information and to identify and report
suspicious transactions.

16 Specifically, in its release, FinCEN wrote that: The financial institution may rely on the beneficial ownership information supplied by the customer,
provided that it has no knowledge of facts that would reasonably call into question the reliability of the information.”
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The Rule adds element (2) in a categorical fashion, and also makes (3) and (4) explicit requirements. In FinCEN’s

view, however, elements (3) and (4) do not impose any new obligations on financial institutions, as they werewere

implicit requirements even prior to the issuance of the Rule.

Compliance Date

In response to commenters’ concerns that the 12-month implementation period envisaged by FinCEN’s 2014 rule

proposal would not be sufficient to permit compliance, under the Rule covered financial institutions will have until

May 11, 2018 to comply with the Rule’s requirements.

Conclusion

The Rule represents a deviation from current practice with respect to legal entity account opening requirements,

and firms will need to devote significant effort to ensuring that required operational systems and training are in

place by the May 11, 2018 compliance date.
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