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EXAMINING STATE BUSINESS
INCORPORATION PRACTICES: A DISCUSSION
OF THE INCORPORATION TRANSPARENCY
AND LAW ENFORCEMENT ASSISTANCE ACT

THURSDAY, JUNE 18, 2009

U.S. SENATE,
COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS,
Washington, DC.

The Committee met, pursuant to notice, at 2:31 p.m., in room
SD-342, Dirksen Senate Office Building, Hon. Joseph I. Lieber-
man, Chairman of the Committee, presiding.

Present: Senators Lieberman, Levin, and Carper.

OPENING STATEMENT OF CHAIRMAN LIEBERMAN

Chairman LIEBERMAN. The hearing will come to order. Good
afternoon. I was waiting a moment. Senator Levin is on his way.
Senator Carper will be here a bit later. Unfortunately, Senator Col-
lins is involved in Appropriations Committee markup deliberations,
so she cannot be with us.

Welcome to our hearing on the Incorporation Transparency and
Law Enforcement Assistance Act, S. 569, a bill that has been intro-
duced by Senators Levin and McCaskill on this Committee and
Senator Grassley of Iowa as well. The bill results from the per-
sistent investigative work of the Permanent Subcommittee on In-
vestigations (PSI) of this full Committee.

I am about to thank Senator Levin before he is here. I was once
told that if someone praises you in Washington when you are not
in the room, they really mean it. So I am going to do that quickly
before he gets here, because I mean it. I do want to thank my very
good friend and colleague Senator Levin, who chairs the Permanent
Subcommittee on Investigations, for introducing this legislation
after an intensive investigative review of State incorporation proce-
dures. The PSI staff has dedicated many hours to this matter, dat-
ing back years, and has identified numerous problems that have
become law enforcement problem that are caused by the use of
shell companies for illicit purposes. And I appreciate very much the
work of the leadership of the Permanent Subcommittee on Inves-
tigations of this Committee and its bipartisan staff.

Each year, nearly 2 million new corporations and limited liability
companies are established in the 50 States and the District of Co-
lumbia. That is more than 5,000 new businesses per day, just what
we want and are proud of. It is part of the American way, entrepre-

o))
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neurship at its best, generating revenue, creating jobs, and helping
people realize their dreams.

But, each year, some of the new businesses are incorporated for
improper or illegal purposes—to try, for instance, to use the cor-
porate status to defraud innocent people or to cheat tax authorities,
or to hide the true nature of their transactions, or even, as we
know, to launder ill-gotten funds.

No one can put a figure on the number of corporations set up for
illegitimate purposes, but some analysts have estimated that bil-
lions of dollars may flow through such U.S. corporations every
year.

Right now, a majority of States require some basic information
from those seeking to establish a corporation. Most require the
name and address of the company, the name of a registered agent
who represents the company, and a list of officers or directors. This
information is typically considered a matter of public record.

It has long been customary, however, for States to allow the indi-
viduals with actual ownership interest—including the investors
who control the corporation or partnership—to remain anonymous
to State authorities and, therefore, to the public. This has often be-
come a problem for law enforcement officials who have cause to in-
vestigate a company that has aroused their suspicions. The trail
goes cold when they search public records and find no record of the
people behind the incorporation—the people who may be using the
business for illicit purposes.

Senator Levin’s bill—and it is, as I said at the outset, Senator
Levin, Senator Grassley, and Senator McCaskill particularly—is
designed with these law enforcement investigations in mind. It
would set a national minimum standard intended to require States
to collect and maintain information about a corporation’s under-
lying owners to help law enforcement in its work. The bar is set
higher yet for foreign owners, whose identities must be verified by
the company’s registered agent before the State can process the
forms and set up the corporation. This bill gives States the author-
ity to decide whether to keep the beneficial ownership information
private or to make it a matter of public record.

So this is a classic transparency requiring laws which includes
some new penalties for providing false or insufficient information.
It is sunshine legislation in the best sense of the word. But we all
know that such legislation has to be weighed against other factors
as well, including the privacy rights of those making in this case
personal investment decisions and, others would argue, the poten-
tial costs of administration and enforcement that would fall on
State governments and companies.

Senator Levin’s bill, for example, would not require States to
verify the accuracy of information provided before granting a new
entity its legal status.

The Uniform Law Commission (ULC), which I am pleased to say
is represented here today, has drafted an alternative proposal that
would leave companies in charge of maintaining the required infor-
mation. Forty-four out of the 50 States already ask corporations to
keep lists of all members or shareholders of record, the real own-
ers, at their principal offices. The ULC’s recommendation now
seeks to strengthen that practice.
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So today, in a matter that really matters, we are going to try to
better identify both the problem and to discuss what the best solu-
tion to it is. We do have a panel of witnesses very experienced and
informed on business incorporations and on corporate investiga-
tions. I look forward to their testimony of this full Committee, fol-
lowing the excellent investigation of our Permanent Subcommittee,
on this legislation which aims to limit illegal operations, without
damaging the smooth flow of commerce for legitimate corporate
purposes.

Senator Levin, I spoke in highly laudatory terms of you in your
absence. I could repeat those now, but I will just say how much I
appreciate your work on this and so much else, and I call on you
now for an opening statement.

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Mr. Chairman, thank you for those comments,
and thanks so much for holding this hearing to focus on the fact
that we are forming about 2 million U.S. corporations and limited
liability companies each year without knowing who is behind them.

My opening statement, Mr. Chairman, is a bit long, and if it gets
too long, do not hesitate to let me know, and I will cut off whenever
that moment comes.

Chairman LIEBERMAN. It will be a pleasure if that moment
comes. [Laughter.]

Senator LEVIN. And I think we have a vote, actually, in a few
minutes.

Chairman LIEBERMAN. Go right ahead.

Senator LEVIN. U.S. corporations with hidden owners have cre-
ated a serious law enforcement and a national security problem.
For instance, we are going to hear today from witnesses about U.S.
corporations that, it turns out, were established by the military in
Iran, a state sponsor of terrorism. We are going to hear about U.S.
corporations involved with money laundering, about U.S. corpora-
tions that are used to commit tax evasion and more, and they all
have one thing in common: Their real owners—the legal term is
“beneficial owners”—are hidden from view. Here is one example of
what is going on.

In 2004, one of our key law enforcement agencies, Immigration
and Customs Enforcement (ICE)—who is here today—uncovered a
collection of U.S. companies that were secretly controlled by enti-
ties located in Panama. The investigation began when bank reports
showed that a single company, formed in Utah, was participating
in nearly $150 million in suspicious international wire transfers.
Further investigation by ICE uncovered a network of nearly 800
U.S. companies, dispersed among nearly all 50 States, controlled by
the same Panamanian entities. These companies were transferring
large amounts of money to each other and to high-risk jurisdictions
overseas.

The companies claimed they were paying for the import or export
of goods, but it turned out no such goods were being shipped. In
effect, the money transfers were part of a massive financial shell
game in which U.S. companies were being used to disguise the
movement of funds and to mask suspicious activity.
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When ICE obtained the incorporation records for the 800 U.S.
companies, not one identified a company’s true owner. After ana-
lyzing the available information, ICE found that nearly 200 compa-
nies had been formed in Utah and used the same company forma-
tion agent in a small office in a Salt Lake City suburb. That com-
pany formation agent also served as the company’s registered agent
within the State to accept service of process. When questioned by
ICE, the Utah registered agent indicated that he had formed the
companies at the request of another company formation agent lo-
cated in Delaware, did not have any beneficial ownership informa-
tion, and believed that all were “shell companies,” with no real
business operations in the United States.

The Delaware company formation agent was already well known
to law enforcement. No less than eight previous investigations had
led to its doors, each of which involved millions of dollars in sus-
pected money laundering by U.S. shell companies associated with
the same Panama entities. When questioned by ICE in the prior
cases, the Delaware company formation agent freely admitted that
he knew some of the corporations he formed or caused to be formed
were intended to move money out of Russia and some former So-
viet republics. He also said that he sometimes sold U.S. companies
to the same overseas buyer at the rate of 40 companies per month.
When asked about the actual owners of the 200 Utah companies,
the company formation agent was unable to provide law enforce-
ment with any names since that information was not required by
law.

The end result was that the ICE investigation, like the eight be-
fore it, hit a dead end, unable to proceed due to the lack of bene-
ficial ownership information. A hearing exhibit that is in our books
summarizes the case.

Now, Michael Chertoff, former Secretary of the U.S. Department
of Homeland Security (DHS), wrote the following: “In countless in-
vestigations where the criminal targets utilized shell corporations,
the lack of law enforcement’s ability to gain access to true bene-
ficial ownership information slows, confuses, or impedes the efforts
by investigators to follow criminal proceeds. This is the case in fi-
nancial fraud, terrorist financing, and money-laundering investiga-
tions. It is imperative that States maintain beneficial ownership in-
formation while the company is active and to have a set time frame
for preserving those records.”

Here is another aspect of the problem. A few weeks ago, mem-
bers of my staff conducted an Internet search and found numerous
company formation agents advertising the sale of U.S. companies
and trumpeting the fact that U.S. companies can be formed with-
out disclosing the names of any company owner. One of the most
blatant was Corporations Today, Inc., which advertises its ability
to form U.S. corporations in nearly every State with minimal cost
and effort. Copies of some of its Internet ads are presented in the
two hearing exhibits,! and the chart which I am putting up here
reproduces one of its advertisements offering the sale of aged cor-
porations, meaning companies which Corporations Today formed

1The exhibits referenced by Senator Levin appear in the Appendix on page 107.
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years earlier.l One of the companies on sale for $6,000 is adver-
tised as coming with 4 years of tax returns and an existing em-
ployer identification number (EIN), issued by the IRS.

Why buy an aged corporation? According to Corporations Today,
“Obtaining bank loans may be easier when you can show you have
history.” So is “obtaining corporate credit cards and leases.” The
quote goes on: “For example, Dell computers lease only to corpora-
tions 6 months old or more.”

They are selling aged corporations for a price—corporations that
have been in business, allegedly, for 6 months or more. So Dell is
told, Hey, this corporation has been in business for years, so we are
now eligible to lease your product.

So the ad invites fraud. It enables hidden owners to pretend that
they have had a corporation operating in the United States for
years when they have not. Despite mounting evidence of mis-
conduct by U.S. shell corporations, despite Internet advertisements
selling U.S. corporations with promises of unanimity, despite the
years of law enforcement complaints, many of our States are reluc-
tant to admit that there is a problem in established U.S. corpora-
tions with hidden owners. Too many of our States are eager to ex-
plain how quick and easy it is to set up corporations within their
borders without acknowledging that those same quick and easy
procedures enable wrongdoers to utilize U.S. corporations in a vari-
ety of ways both here and abroad.

In 2006, the leading international anti-money-laundering body in
the world, the Financial Action Task Force (FATF) on Money Laun-
dering, issued a report criticizing the United States for failing to
comply with the FATF standard which requires countries to obtain
beneficial ownership information for the corporations formed under
their laws. FATF gave the United States 2 years, until July 2008,
to make progress towards compliance with the FATF standard.
Next week, FATF is scheduled to review U.S. actions on this mat-
ter. How can we possibly justify our failure to do what we have
committed to do: Obtain beneficial ownership information for the
corporations formed within the United States?

Our bill, the Levin-Grassley-McCaskill bill, that is the subject of
today’s hearing, would assist our law enforcement community in-
stead of thwarting it and would enable the United States to meet
its commitment to FATF. Our bill would require States to add a
question to their incorporation forms asking for the names and ad-
dresses of the beneficial owners of a proposed corporation. States
would not be required to verify the information, but penalties
would apply to persons who submit false information.

Prospective corporations with foreign owners would also be re-
quired to submit a certification from an in-state company formation
agency that the agent had verified the owners’ identities and ob-
tained photographs for them.

This beneficial ownership information would have to be updated
annually. If law enforcement issued a subpoena or a summons to
obtain the ownership information, States would supply the data
contained on its forms. And I want to emphasize that point because
the Chairman made an important point here about privacy. This

1The chart referred to by Senator Levin appears in the Appendix on page 95.
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beneficial ownership information would be available only when the
law enforcement folks issued a summons or a subpoena.

Funds that are already provided to States on an annual basis by
the Department of Homeland Security could be used to pay for the
minimal cost associated with adding a question to their incorpora-
tion forms.

Now, chart 2 summarizes how the bill would work.! It is a very
simple step. You file a corporation with the Secretary of State. It
has the beneficial ownership information. Law enforcement can re-
quest it with a subpoena or summons, and the Secretary of State
can respond.

Introducing this legislation, Mr. Chairman, was not our first
choice. In fact, at the request of the States, we delayed introducing
a bill for a year to provide the States with an opportunity to craft
their own solution. But when it became clear that the States would
not step up to the plate, we then introduced the bill, last time co-
sponsored by Senator Coleman and at that time, Senator Obama,
in the last Congress—and that legislation which was introduced
last Congress is identical to the bill which we have introduced in
this Congress and which is before the Committee today.

Now, today’s hearing is going to discuss not only our bill but an
alternative proposal developed by the National Conference of Com-
missioners on Uniform State Laws (NCCUSL), at the request of the
National Association of Secretaries of State. But the NCCUSL pro-
posal fails to cure the problem and would create a host of new ones.

Most significantly, the NCCUSL proposal would not require
those seeking to form a U.S. corporation to provide the names of
the beneficial owners to the State. In fact, the term “beneficial
owner” never appears anywhere in their proposal. Instead, the pro-
posal creates a complex and time-consuming procedure, summa-
rized in the chart which we are putting up now,2 which requires
law enforcement to get the name of a company’s so-called records
contact person from the State, chase down that individual, ask that
individual to ask the U.S. company under suspicion for certain
ownership information. If the U.S. company responds, it is still not
required to provide its beneficial owners, but what are essentially
its owners of record, which could be shell companies here or over-
seas. In other words, to say that owners of record are going to be
supplied after all that effort does not get to the people who really
control the corporation because shell companies, either here or
abroad, can be the owners of record.

So if a company has been involved in a crime or has been dis-
solved, the records contact individual will likely come back empty-
handed. Instead of getting the beneficial ownership information it
needs, law enforcement is going to be chasing its tail, and chasing
its tail after the misconduct has occurred, and maybe after the sus-
pect company shut down. And, to add to the futility of this con-
voluted process, it may not produce any useful information.

Another problem involves timing, Mr. Chairman. Instead of col-
lecting beneficial ownership information at the time that a new cor-
poration is being formed in the United States, as our bill does, the

1The chart referred to by Senator Levin appears in the Appendix on page 96.
2The chart referred to by Senator Levin appears in the Appendix on page 97.
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NCCUSL proposal would allow hidden persons to obtain a U.S. cor-
poration, misuse it, and only after the fact does it set up a process
for requesting ownership information. Worse, the proposal would
require law enforcement to direct its information request not to a
State on a confidential basis, but to the suspect company itself,
which would then be alerted to the investigation. Informing sus-
pects of active U.S. law enforcement investigations is not a good
way to thwart or punish crime.

There is a long list of endorsers of our legislation, including the
Federal Law Enforcement Officers Association, the Fraternal Order
of Police, the National Association of Assistant U.S. Attorneys, and
more. It has been endorsed by groups combating financial and cor-
porate abuses, including Tax Justice Network, Global Financial In-
tegrity, Citizens for Tax Justice, Public Citizen, and more.? There
are letters of support we will offer for the record, Mr. Chairman,
as well as the balance of my statement. And, again, I thank the
Chairman.

Chairman LIEBERMAN. Thank you, Senator Levin, for a very
thoughtful statement, which shows the work that you and the staff
of the PSI did.

I think it is probably best that we recess now. We will go over
and vote. We will come right back. Please do not go too far because
we will start quickly.

The hearing stands in recess.

[Recess.]

Chairman LIEBERMAN. Thank you very much for your patience.
Senator Levin had urged me to reconvene. He has got a quick
meeting of the Armed Services Committee that he is chairing.

So we will go first to Janice Ayala, Deputy Assistant Director,
Office of Investigations, U.S. Immigration and Customs Enforce-
ment, U.S. Department of Homeland Security. It takes a while to
introduce you these days.

Ms. AYALA. It is a long title.

Chairman LIEBERMAN. Anyway, we appreciate very much your
coming, and obviously we want to hear your reaction to this pro-
posed piece of legislation.

TESTIMONY OF JANICE AYALA,2 DEPUTY ASSISTANT DIREC-
TOR, OFFICE OF INVESTIGATIONS, U.S. IMMIGRATION AND
CUSTOMS ENFORCEMENT, U.S. DEPARTMENT OF HOMELAND
SECURITY

Ms. AvarLA. Thank you. Chairman Lieberman, distinguished
Members of the Committee, on behalf of Secretary Napolitano and
Assistant Secretary John Morton, I would like to thank you for the
opportunity to testify today on the efforts of ICE to protect the
United States from the growing threat of international money laun-
dering. ICE has expansive investigative authority and the largest
force of investigators in DHS. We protect national security and up-
hold public safety by targeting transnational criminal networks
and terrorist organizations that seek to exploit vulnerabilities at
our borders.

1The letters of support submitted by Senator Levin appears in the Appendix on page 271.
2The prepared statement of Ms. Ayala appears in the Appendix on page 148.
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ICE also investigates individuals and organizations that exploit
vulnerabilities in the U.S. financial system to launder illicit pro-
ceeds. ICE’s financial investigative authorities and unique capabili-
ties enable it to identify, dismantle, and disrupt the financial crimi-
nal enterprises that threaten our Nation’s economy and security.
The combination of Bank Secrecy Act reporting requirements and
Anti-Money-Laundering compliance efforts has, historically, forced
criminal organizations to seek other means to launder their illicit
funds across our borders. However, in the attempts to accomplish
this mission, law enforcement is often hindered by the lack of infor-
mation available as to the true ownership or control of the shell
companies that criminals utilize. Further, this impediment limits
our abilities to work jointly with our international law enforcement
partners and our ability to take quick action where it may be re-
quired.

ICE has long recognized the misuse of corporations and limited
liability companies formed under State law as a serious threat to
the ongoing effort to combat international criminal activities. The
lack of corporate transparency has allowed criminal entities a gate-
way into the financial system and further veils their illicit activity.
Investigations can be significantly hampered, or stalled completely,
when criminals utilize shell companies. It also impedes our ability
to follow criminal proceeds.

Obtaining information on true beneficial corporation owners and
limited liability companies and providing the information to law
enforcement upon receipt of a summons or subpoena would assist
DHS in its endeavor to protect the country.

At this time, I would like to share with you examples of ICE in-
vestigations that demonstrate how shell corporations established in
the United States have been utilized to commit crimes against indi-
viduals across the world.

An investigation was initiated by the New York office against a
criminal organization that defrauded investors out of millions of
dollars and laundered the fraudulently obtained proceeds. The in-
vestigation revealed an enterprise of individuals offering fictitious
instruments for investment programs described as “currency leas-
ing trading programs,” leading to more than $14 million in fraudu-
lent transactions. These funds were laundered through a network
of domestic and foreign bank accounts utilizing shell corporations,
many of which had been established in the United States.

The perpetrators operated an Internet Web site which offered in-
vestors the opportunity to lease $1 million for a $35,000 fee. Vic-
tims were told these funds would be placed into a high-yield inter-
national trading program and that they could expect as much as
25 percent biweekly return on their investment.

A co-conspirator established shell corporations in Delaware, Ne-
vada, California, and Massachusetts and companies in Denmark,
Sweden, Luxembourg, and the Bahamas, which allowed them to
create a complex web of bank and brokerage accounts. Another co-
conspirator opened cash management accounts at other brokerage
firms to receive the investors’ $35,000 fee. Once in this account, the
funds were then transferred to secondary accounts and further dis-
bursed to various foreign and domestic accounts and liquidated
through the use of checks and debit cards.
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The investors never realized the profits they were promised nor
received the requested refunds. But they did receive a litany of ex-
cuses for the delays and promises that the transactions would be
completed.

In the end six individuals were convicted of violating money-
laundering, wire fraud, and international transportation of stolen
funds statutes. The defendant’s use of domestic and foreign shell
companies to layer the funds prevented full recovery of the fraudu-
lently obtained funds.

In 2003, ICE established a Federal Foreign Corruption Task
Force to conduct investigations into the laundering of proceeds
emanating from foreign public corruption, bribery, or embezzle-
ment. Investigations are conducted jointly with representatives of
foreign governments to prevent laundered monies from entering
the U.S. financial infrastructure, seize identified assets in the
United States, and repatriate these funds to the victimized govern-
ments.

The following Miami case is another example of how shell compa-
nies are utilized for criminal activity. In this investigation, the vio-
lators utilized shell corporations to defraud the Government of
Trinidad and Tobago out of more than $100 million. The foreign
and domestic shell companies enabled them to engage in a bid-rig-
ging scheme and then launder the fraudulently obtained proceeds.
The co-conspirators bribed members of a Trinidad and Tobago bid
committee for the construction of the Piarco International Airport
in order to win a competitive construction bid. The U.S. targets of
the investigation operated a construction company and architec-
tural firm in South Florida, which submitted a competitive bid for
work in the construction of the airport. A Trinidadian Government
assessor believed the bid was too high and requested that a second
bid be conducted. Based on this, the targets of the investigation
utilized a shell company to submit a second, much higher bid for
the work. As a result of this much higher second bid, the contract
was awarded to the targets of the investigation.

Once they were paid by the Trinidadian Government, they
laundered the proceeds by layering them through a series of shell
companies in the Bahamas, Liechtenstein, and the United States.
Only through reviews of handwritten notes kept by Bahamian
bankers, ICE investigators were able to identify the true bene-
ficiaries of the funds. Six of the eight indicted individuals were
found guilty of violating money-laundering and wire fraud statutes;
two are awaiting extradition. As part of the sentence, the court or-
dered approximately $22 million in restitution be paid, but the ma-
jority of that ordered restitution has not been realized.

The use of shell companies to engage in illicit activities, includ-
ing money laundering and financial fraud, presents a number of in-
vestigative challenges for law enforcement. Greater transparency in
the corporation formation process and providing reasonable access
to the information will greatly assist our efforts to combat this
threat.

I would like to thank the Committee members for this oppor-
tunity to testify and for your continued support of ICE, Customs
and Border Protection (CBP), DHS, and our law enforcement mis-
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sion, and I will be happy to answer any questions that you may
have. Thank you.

Chairman LIEBERMAN. Thanks very much, Ms. Ayala. That was
interesting testimony, and I appreciate the case studies.

Next we are going to hear from Jennifer Shasky, who is Senior
Counsel to the Deputy Attorney General at the Department of Jus-
tice. Welcome.

TESTIMONY OF JENNIFER SHASKY CALVERY,! SENIOR COUN-
SEL TO THE DEPUTY ATTORNEY GENERAL, U.S. DEPART-
MENT OF JUSTICE

Ms. SHASKY. Thank you and good afternoon, Chairman
Lieberman. I am honored to appear before the Homeland Security
Committee to discuss the issue of shell companies. In the time I
have this afternoon, I would like to briefly discuss the Depart-
ment’s concerns about the abuse of shell companies and our views
on measures designed to address the problem. In using the term
“shell company,” I am referring to those legal entities that have no
significant operations and exist primarily on paper—with any U.S.
presence typically consisting of a postal box or a mail drop.

Nearly 3 years ago, the Department discussed the difficulties
that U.S. shell companies consistently pose to law enforcement ef-
forts and the critical need for greater transparency in corporate for-
mation in this country. Unfortunately, since the Committee last ex-
amined this issue, the problem has not improved.

Increasingly, professional money launderers use shell companies
as necessary tools of their trade and schemes to launder money for
international criminal organizations and to finance terrorism. Shell
companies are intentionally selected for this purpose because they
are very easily formed, they provide a level of anonymity in open-
ing domestic and foreign bank accounts, and in the case of U.S.
shells, they offer an air of legitimacy. Criminals trade on the good
names of our States by sending illicit money through bank ac-
counts fraudulently disguised as legitimate economic trade.

The use of shell companies to facilitate criminal schemes has
evolved over time. Initially, in the 1970s and 1980s, criminals
opened shell companies in offshore jurisdictions to conceal their
ownership of assets. They would then open bank accounts in the
United States and abroad in the names of these companies. As
banks began to scrutinize offshore shell companies more closely,
criminals realized that they could obtain some of the same benefits
from U.S. shell companies, with the added benefit that U.S. compa-
nies would not receive the same level of scrutiny.

The use of domestic shell companies has continued to evolve.
When Congress passed legislation enhancing customer identifica-
tion requirements, U.S. banks began to require more information
from domestic companies. This additional scrutiny resulted in the
most recent trend where criminals, both domestic and foreign, are
forming shell companies in the United States and then opening
bank accounts in the names of those companies in foreign countries
where U.S. shells have an aura of legitimacy.

1The prepared statement of Ms. Shasky Calvery appears in the Appendix on page 156.
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Finally, the criminals use correspondent accounts at U.S. finan-
cial institutions to anonymously transfer money abroad to their
U.S. shell company. Adding to the complexity, criminals will per-
petrate their schemes using so-called shelf or aged companies that
were created at some point in the past and are now a valuable
commodity for resale because of their history of good standing,
their good credit, and often their existing banking relationships. In
such cases, the trail very often goes cold, with either the initial
company formation agent or the middleman who is brokering a re-
sale, neither of whom know, or often care, who has purchased the
shelf company.

U.S. shell companies present severe criminal and national secu-
rity vulnerabilities for the United States, and all indications are
that the scope of the problem is quite broad. So we are particularly
heartened to see that, through the leadership of members of the
Permanent Subcommittee on Investigations, the discussion among
all of the stakeholders has moved beyond the stage of merely recog-
nizing the severity of the problem to developing real and effective
solutions. We are convinced that such a solution is possible and can
be crafted in a manner that is workable for law enforcement, State
governments, and the private sector. We are confident that there
is a solution that will benefit everyone but the would-be criminals
and the would-be terrorists.

It bears emphasizing here that the Department also strongly be-
lieves that Federal legislation is an essential component of any
such solution. Without Federal legislation, we cannot practically
hope to achieve participation by all 50 States. And with anything
short of full participation, the problem will merely shift and con-
tinue unabated in the non-participating States.

Of course, the Department also recognizes the importance of re-
fraining from placing undue burdens on the States or the vast ma-
jority of legitimate businesses that are trying to establish a legal
presence in one or more of our States.

It is with this delicate balance in mind that I would now like to
focus my testimony on the four critical issues the Department be-
lieves must be addressed in any legislative solution.

First, it is critical for law enforcement to be able to identify the
beneficial owner of a legal entity, the living, breathing person who
controls the company and its assets. Toward this end, the Depart-
ment strongly recommends consistently defining “beneficial owner-
ship” across all 50 States to ensure that criminals cannot exploit
definitional gaps between differing State systems.

In terms of identification, at formation, beneficial owners should
be required to provide their name, their current address, and a leg-
ible photo ID to provide law enforcement with a name and a face
to further their investigation when the information provided to the
State was either false or misleading.

It is important to note here that the Department believes that
both U.S. and foreign persons should be required to furnish such
information. To require less from U.S. persons would invite fraud
as foreign individuals could falsely claim to be a U.S. person or use
straw actors to evade the verification.

To make collection of this beneficial ownership information
meaningful, law enforcement must be able to obtain it an accurate
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and timely manner—the second of our four critical needs. Specifi-
cally, law enforcement must be able to obtain through an appro-
priate legal process all beneficial ownership information for a legal
entity in a timely fashion. This means that the information must
already be maintained on-site in the state of formation and cannot
be something that a corporate agent endeavors to collect from out-
side the State or even outside the country, only after a request is
made by law enforcement.

This leads us directly to our third critical need. Any meaningful
legislative solution must also address the point of transfer. When
beneficial ownership information is transferred from one person to
the next to the next to the next, currently criminals can easily
throw investigators off the trail by purchasing shelf companies and
transferring the ownership. To combat this practice, the Depart-
ment strongly recommends legislation that both requires all cov-
ered legal entities to provide updated beneficial ownership informa-
tion anytime there is a change, and also to certify annually that
their information is up to date.

Finally, the fourth need: The Department believes it is critical to
enact an enforcement regime. Federal criminal penalties in par-
ticular are an essential ingredient for law enforcement to target
professional money launderers and their clients and the criminal in
the extreme underworld. Specifically, the Department recommends
crafting Federal criminal penalties targeting those who knowingly
provide false information and those who knowingly fail to update
that information.

The Department of Justice looks forward to working with this
Committee to address the issues identified in this hearing, and I
would be happy to answer any questions.

Chairman LIEBERMAN. Thanks very much, Ms. Shasky. I look
forward to a few questions of my own that I have for you.

We are honored on the Committee to have with us as our next
witness the Secretary of State of North Carolina, Elaine Marshall.
Thank you for taking the time to be here, and we welcome your
testimony now.

TESTIMONY OF ELAINE F. MARSHALL,! NORTH CAROLINA
SECRETARY OF STATE, AND CO-CHAIR, COMPANY FORMA-
TION TASK FORCE, NATIONAL ASSOCIATION OF SECRE-
TARIES OF STATE

Ms. MARSHALL. Thank you, Chairman Lieberman, Senator Car-
per, and Committee Members. I want to thank you from my per-
sonal point but also on behalf of the National Association of Secre-
taries of State (NASS). I am wearing two hats here today: One as
North Carolina’s Secretary of State since 1997, and also as the Co-
Chair of the NASS task force on this issue since 2007.

From the outset, let me say that I am currently opposed to enact-
ment of S. 569 in its current form because of its questionable effec-
tiveness and the huge burden it would place upon North Carolina.
NASS has likewise voted twice against the contents of this bill.

1The prepared statement of Ms. Marshall with attachments appears in the Appendix on page
172.
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The members of NASS and I support the goal of preventing
money laundering; however, the terms of S. 569 to us do not ap-
pear to achieve that goal with the least amount of burden on legiti-
mate business. The NASS response to this issue in 2007 committed
us to a five-part course of action with great success.

First, bearer shares have been eliminated by statute.

Second, the 50-State survey of business formation laws has been
completed.

Third, the ULC has risen to the challenge to draft a uniform law
with the American Bar Association (ABA) assistance and will be
going to full vote in about 30 days. We thank Commissioner Harry
Haynsworth and the other commissioners for this undertaking.

Fourth and fifth, items relating to Trading With the Enemy Act
and the Specially Designated National List remain incomplete, but
not due to our part.

My experience in and out of government is that compliance with
the law is much easier to achieve when people understand the
problem and can see the value of the proposed remedy. The efficacy
of S. 569 is in doubt, especially when contrasted with the fact that
the government has easier ways to deal with the problem—the bur-
den on legitimate business, the burden on State government, and
the turmoil that will be created. Even FATF acknowledges in its
2005-06 report the lack of clarity or consensus over the beneficial
owner concept is a problem. S. 569 will require tremendous addi-
tional recordkeeping and impose long-range costs on the States. We
believe the ULC approach will be more effective, prudent, and eas-
ily managed.

To the extent that much of the information sought by law en-
forcement already resides within institutions such as the IRS or
can be tracked through financial institutions, we respectfully re-
quest that Congress redirect its attention to requiring those insti-
tutions to share it instead of having State agencies collect it.

From the entity filing standpoint, S. 569 creates a number of
practical problems. Will information collected be confidential or
public? Some of my colleagues have advised that under their State
Constitution they will have a difficult time in having the informa-
tion be considered confidential. From my standpoint, I strongly de-
sire that the information be designated confidential under our pub-
lic records law, and I can explain my reasons later, if you desire.

Another issue with the bill is that the formation agent definition
may be overly broad, and we estimate that 60 percent of North
Carolina’s 548,000 filers do not use a formation agent. What is the
default activity when no formation agent is involved? Does the Sec-
retary of State determine citizenship, legal permanent residency, or
non-U.S. citizenship status? If no formation agent is used, who
holds those passport photos? Is this REAL ID business class? Does
this bill cover only entities going forward or apply to all existing
entities? If it is the larger group, the education requirement then
becomes a much more serious challenge, and to be meaningful, it
would have to apply to all.

In North Carolina, there is no annual report requirement for our
94,000 nonprofits. Many nonprofits do not have shares or owner-
ship interests at all, so absent “owners,” the concept of “control”
comes into play for a nonprofit. We currently come into a cross-fire
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of that issue far too often with homeowners associations and more.
Requiring nonprofits to begin annual reports, or the evergreen re-
quirement of S. 569 will be met with strong resistance by North
Carolina churches in particular, who feel church and state separa-
tion trumps reporting to any government.

Many of us question the accuracy of self-reported information in
this context. Therefore, verification has always been a huge concern
for NASS. If the intention is that we do not have to verify the in-
formation or compare it to any Federal list, clear language in that
regard would be greatly appreciated.

Technology changes for North Carolina would be a minor cost for
this act as creating the additional databases and forms would be
under $100,000 for us. But please note that in North Carolina I
have my own technology staff that can do this in-house at a re-
duced cost. It would have taken another $150,000 or so to repro-
gram and re-engineer annual report functions as much of the col-
lected data would be partly public and partly confidential.

The educational training component of either of the two pro-
posals will be significant. We have no ability to determine excep-
tions without a mailing. There may be a software matching pro-
gram available to determine the Securities and Exchange Commis-
sion (SEC) governed entities as exceptions, but none has surfaced
at this point.

A single mailing to our entire existing database with a folded,
letter-size, single sheet, perforated edges, mailed at bulk rate is
$390,000. This one mailing is more than our entire Secretary of
State total mailing budget for the entire agency in a year.

We would seek $200,000 to $250,000 for education, for Web de-
signs, public service announcements (PSAs), printing, Web an-
nouncements, and more. We estimate a minimum of a 40-percent
staff increase in annual reports, for $170,000 annually, and a 50-
percent staff increase in the customer service unit of $226,500 an-
nually. Replacement of one server each year due to burnout adds
$60,000 more, for an annual total cost of $450,500.

These proposals represent a cultural change, not just to Secre-
taries of State but to every business in America. We will be ground
zero for the fallout from this cultural change, and we are gravely
concerned. Viewing the financial and human asset commitment
contrasted with the efficacy of the proposal, it is hard to find sig-
nificant added value and meaningfulness, and none of us relish or
expect success in competing with home State first responders to
fund this.

Thank you for this opportunity. My deep thanks to the NASS
staff and my colleague Secretaries of State.

Chairman LIEBERMAN. Well, thank you, Madam Secretary. We
have a pretty lively debate going here now.

Ms. MARSHALL. We do.

Chairman LIEBERMAN. And we will keep it up.

Next, Adam Kaufmann. Originally, we had hoped, with great ex-
citement, that Robert Morgenthau, the District Attorney—really
the iconic, the great District Attorney—could be here. Unfortu-
nately, I know he could not. We are very grateful, Mr. Kaufmann
that you are representing him. I know in your own more youthful
way—not to say that Mr. Morgenthau is not still youthful—you
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bring a lot of experience to the table, so we thank you for being
here.

TESTIMONY OF ADAM S. KAUFMANN,! ASSISTANT DISTRICT
ATTORNEY, CHIEF OF INVESTIGATION DIVISION CENTRAL,
NEW YORK COUNTY DISTRICT ATTORNEY’S OFFICE, ON BE-
HALF OF ROBERT S. MORGENTHAU, DISTRICT ATTORNEY
FOR NEW YORK COUNTY, STATE OF NEW YORK

Mr. KAUFMANN. Thank you, Chairman Lieberman, Senator
Levin, Senator Carper, and Committee staff. Thank you for the op-
portunity to be here. I note that I am the proverbial booby prize
in my presence here, but I am delighted to be here all the same.

I should also note that Mr. Morgenthau sends his regards to the
Committee, his support of the bill, and, to Senator Lieberman and
Senator Levin, his personal regards to you two gentlemen as well.

For those of us in law enforcement, these issues with shell com-
panies are not some abstract idea. This is what we do and deal
with every day. We see these shell companies being used by crimi-
nal organizations, and the record is replete with examples of their
use for money laundering, for their use in tax evasion, and for their
use in securities fraud. You almost go so far as to say any of those
crimes cannot function without the use of shell companies, either
domestic or foreign. And, of course, today we are focusing on the
problems presented specifically by domestic shell companies.

As 1 was getting ready for my testimony here today, I reached
out to a number of colleagues in law enforcement—prosecutors,
cops, agents, detectives—and every one of them had the same re-
sponse, which was that this is a no-brainer. This is a simple, clear
issue for us. These shell companies have to come to an end. They
are a problem, and they have to stop. In New York, the police and
detectives added, “They got to do something about this.” That was
the New York take on the problem.

Mr. Morgenthau again and again boils it down to a very simple
concept, and the concept is transparency. For 45 years, he has been
the top State or Federal prosecutor for Manhattan, and again and
again, he talks about transparency and the need for daylight on
these systems that allow corruption and criminality to exist. And
again and again, we go out and conduct investigations that prove
him right.

We see consistently that increasing transparency inures to the
benefit of law enforcement and to the detriment of the criminals
who use these systems to further their criminal activity. The writ-
ten record that we submitted contains numerous examples of this.
A colleague from Immigration and Customs Enforcement gave
some great examples of the use of shell companies in securities
fraud. And we just constantly see it.

Where we have seen some changes recently is the use of domestic
shell companies relating to terror finance, and I noted in my pre-
pared statement some of the Federal cases. I looked at the
Hezbollah, the cigarette smuggling cases where there were domes-
tic shell companies used to channel funds, set up bank accounts,

1The prepared statement of Mr. Morgenthau delivered by Mr. Kaufmann appears in the Ap-
pendix on page 192.
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and get the monies to entities and accounts controlled by
Hezbollah.

A case that we recently conducted at the Manhattan District At-
torney’s office focused on the abilities and influence of Iran in mov-
ing money around the world. And one of those cases we completed
with the assistance and cooperation of the Department of Justice
was the Lloyds Bank matter. But when we were doing those inves-
tigations, we found domestic shell companies that had been set up
by entities controlled by the Government of Iran for the simple pur-
pose of owning U.S. assets in violation of U.S. sanctions and the
International Emergency Economic Powers Act (IEEPA) laws, and
we saw them setting up bank accounts and moving money offshore.

These are ongoing matters, but I will tell you that specifically we
looked at one New York corporation that was created and owned
assets in New York, and we saw funds going from the New York
corporation to what we would call an offshore bank secrecy jurisdic-
tion. And we reached out to that bank secrecy jurisdiction to get
information. The irony was that we were able to get more informa-
tion from the bank secrecy jurisdiction located out of the country
than we were from the State of New York. And I think that says
a lot about where we are as a country in terms of our ability to
conduct our affairs.

That problem is one that we should not ignore. We do many in-
vestigations with foreign law enforcement, and there is a certain
moral authority that I submit to the Committee that the United
States should bring to these issues, and it is a moral authority that
is now lacking. It is disturbing that the United States should be
found noncompliant by the FATF. As disturbing as that may be, 3
years without rectifying that becomes something of an embarrass-
ment for our country.

It is very hard for us to point a finger at Switzerland or Liech-
tenstein for their bank secrecy policies when they can point back
to us—and they do point back to us—and say, “But you have bank
secrecy corporations in all of your 50 States. Why are you lecturing
to us?”

And not to be glib about it, but I will say that I think that from
a national pride perspective, our statement of our standard of
transparency should be something more than, “financial trans-
parency in the United States: better than Panama and trying to
catch up with Liechtenstein.” It is a sad comment on where we are.

Foreign criminals view a U.S. corporate entity as a passport to
respectability and legitimacy. In our written record, there is a com-
munication that we received from a Brazilian case where a Bra-
zilian criminal discussed with a U.S. incorporating agent the bene-
fits of getting a U.S. corporation. And they talked about the fact
that it did not have to be public, that the owners do not have to
be the registered individuals. And once the foreign criminal is able
to obtain this U.S. corporate entity, it is an open door to opening
bank accounts in the United States, abroad, and becomes the con-
duit by which they can continue to engage in their criminal con-
duct. It is a great source of revenue to the agents that are involved
in these packages of incorporation, much like the Wyoming exam-
ple that Senator Levin put up.
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I am just going to comment briefly on some of the proposed legis-
lation. I am just about out of time, but I will note that I can say—
I say without hesitation or reservation—that from a law enforce-
ment perspective, the bill proposed by NCCUSL would be worse
than no bill at all. And there are two very basic reasons for this.

It eliminates the ability of law enforcement to get corporate in-
formation without alerting the target of the investigation that the
investigation is ongoing. That is the primary reason.

It also sets up a system that is time-consuming and complicated,
and, of course, if the Committee wants to hear more, I am happy
to go into that or any of the other matters.

I thank you very much for this opportunity.

Chairman LIEBERMAN. Thank you, Mr. Kaufmann. Excellent
statement.

Mr. Haynsworth, Chair of the Drafting Committee on the Uni-
form Law Enforcement Access to Entity Information Act of the
Uniform Law Commission. Thanks for being here. Obviously, Mr.
Kaufmann at the end posed a tough challenge to you, so we call
on you now to respond.

TESTIMONY OF HARRY J. HAYNSWORTH,' CHAIR, DRAFTING
COMMITTEE ON THE UNIFORM LAW ENFORCEMENT ACCESS
TO ENTITY INFORMATION ACT, UNIFORM LAW COMMISSION

Mr. HAYNSWORTH. Thank you, Chairman Lieberman, Senator
Levin, and Senator Carper, and thank you for inviting us to be
here. I am speaking on behalf of the Uniform Law Commission and
the Uniform Act that we have developed over a 2-year period.

This Act is one that has involved law enforcement officials, filing
officers, Secretaries of State, practicing lawyers, every conceivable
constituency that would have an interest in an Act like this has
been involved in this drafting process. And we have had four 2-
days drafting sessions and four conference calls that have lasted
multiple hours in trying to put something together that we feel is
something that can be adopted across the country in a very rapid
format, assuming we can get agreement on the fact that this is
what we need to do.

Whatever is done, it will have to end up being State legislation.
Everything to do with what gets filed in a Secretary of State’s of-
fice, the content of that access to records, and what records have
to be kept by companies is something that is a matter of State law,
always has been. So it is going to have to be State law to begin
with, and the Uniform Law Commission, that is what we do. We
draft statutes that are adopted across the country in a uniform
fashion so that you have a uniform standard that applies every-
where. And for this to have any impact, whatever the ultimate out-
come, it must be a uniform standard across the country.

The Uniform Law Commission has produced numerous acts that
have been adopted in this fashion. I will just mention one: The
Uniform Commercial Code, which is one everybody, I think, would
b}? familiar with. And so this would be another example of doing
that.

1The prepared statement of Mr. Haynsworth with attachments appears in the Appendix on
page 200.
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The objectives that we sought were: First and foremost, recog-
nizing this is a very important and difficult issue, that law enforce-
ment officials do need to have more effective and more current ac-
curate information about ownership and control of companies.

Second, that you have to have some kind of a system that is
workable and does not create more problems than it solves in
terms of having unmanageable burdens on the Secretary of State’s
office, which is what Secretary Marshall was referring to in her
concerns about S. 569, and does not cause undue burdens on com-
panies in terms of their operations and recordkeeping they have to
keep up with.

That is a really major concern about trying to balance those con-
cerns, plus the privacy concerns that have been mentioned; and
also the concerns about foreign investors in the United States and
not creating barriers that would unduly restrict their ability to be
able to form and operate businesses. And you have to put this in
the context that well over 99.5 percent, at least, maybe 99.9 per-
cent of all businesses are legitimate. And so when you put a burden
on everybody, you have to be careful that you are not putting an
undue burden that creates barriers to formation and operation of
legitimate companies. That means 99.9 percent of them.

We think we have accomplished these objectives in a way that
our Act will provide more information, will provide it in a workable
administrative system. And it will be less burdensome and cer-
tainly more cost-effective than S. 569.

The differences between us and S. 569 are significant, but they
are not perhaps as broad as a lot of people seem to think. One
would have to do with coverage, and we believe that in order to
have any kind of effective system, you have got to have it cover
every single type of entity that files in the Secretary of State’s of-
fice for its existence. Otherwise, you have just created an escape
hatch. And just corporations and limited liability companies (LLCs)
is not going to do the trick. That in and of itself would only cover
about 80 percent of the filing entities in this country.

The other thing would be you are also going to skew, once you
say one set of entities is going to be subject to a certain kind of
regulation but another set is not, immediately you are going to
have a migration to that other set. So, it is an escape hatch that
has to be closed if you are going to have effective regulation.

Second, it has to cover all existing as well as newly formed enti-
ties. Senator Levin talked about the sale of existing entities. Well,
if you are going to have any kind of control or effective regulation
of that, you have got to cover existing entities and not merely new
ones that are formed going forward.

The second difference is what types of records are required to be
kept by companies, and currently the differences there would be
right now companies only keep what is known as “record owner-
ship.” You know who the record owner is, an individual—if it is a
trust, you know that it is a trust and who the trustee is. If it is
an estate, you know who the administrator of the estate is. If it is
a corporation or an LLC, you know that it is a corporation or an
LLC. You would know. You would have identification of that entity,
etc.
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So that is the system that exists here, and it is the system that
basically exists throughout the world, this record ownership con-
cept. So if you are going to change anything there, you are chang-
ing fundamentally what is the recordkeeping system that you have.

Then the third thing is what gets filed in the office of the Sec-
retary of State, and here what we have proposed, instead of filing
all this so-called beneficial ownership information—and I will be
glad to answer questions about that. That is an impossibility to
come up with something that will work, and no country in the
world has come up with something that is workable or is in compli-
ance with what FATF 33 apparently says. That information filed
in the Secretary of State’s office is just going to be a morass of
problems and massive noncompliance would result because of the
fact that people cannot even figure out what it is, and to have it
filed and to keep it updated. And under S. 569, what would happen
is that it would be current only as of day one, and then it is not
current until a year later; whereas, what we are providing, it would
be current as of the time it is requested. And it must be accurate
and it must be current. So there are a lot of things where you actu-
ally get more information, more current information, more accurate
information the way we have established the bill.

What I would like to suggest is this, going forward, if it is pos-
sible: For the Uniform Law Commission (ULC), to be able to work
with the Committee in trying to come up with a format that we can
agree upon that accomplishes the objectives that are being sought,
does provide an effective monitoring system, provides better access,
and is one that then we can go out and get it approved by the
States in a very reasonable fashion. Of necessity, you are going to
have to have a Federal act that says that this Uniform Act is the
one that needs to be adopted by the States so you get this uni-
formity across the country in a very short period of time, and that
there needs to be some kind of mechanism for funding the up-front
cost of getting this established.

Incidentally, under our system, unlike the system as proposed
under S. 569 in terms of what gets filed in the Secretary of State’s
office and maintaining the records and everything, it would be far
less expensive, and I do not think any new employees would have
to be hired to be able to monitor the information. What we file is
different, but in any case, maintaining it.

Then there needs to be probably a penalty of some kind if States
do not adopt it within a given period of time. So the sort of carrot
and/or stick approach I think will be necessary.

But I guess my final comment would be you need us, we need
you, and let us try to work together.

Chairman LIEBERMAN. Thanks, Mr. Haynsworth.

We have had a really good discussion that the five of you have
presented to the Committee, I think very beneficial for us. Before
we proceed to the questions, Senator Carper, I know you could not
be here when we started. Senator Levin and I made opening state-
ments. Before I start questioning, would you like to make an open-
ing statement?
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OPENING STATEMENT OF SENATOR CARPER

Senator CARPER. I would welcome that, and I appreciate that
very much. I apologize for missing the first part of the hearing. I
led a congressional delegation of four other Senators to Afghani-
stan and Pakistan last month, and we had an opportunity to sit
down today with, among others, Ambassador Richard Holbrooke,
and this was the one time that he could meet with our delegation,
so I apologize for arriving late. And thank you very much, Mr.
Chairman, for the chance to say a few words.

I just want to start off by saying to Mr. Haynsworth we very
much appreciate the spirit in which you made your offer there at
the close of your testimony, and I hope that is an offer that we will
seriously consider and, I hope, accept.

I want to thank our Chairman, and I want to thank my colleague
Senator Levin, and each of their staffs for working closely with my
own staff as we studied this topic and as you all put this hearing
together.

The last time that we met on this issue—I think it was in No-
vember 2006—I emphasized the importance of this issue to my own
State. As some of you know, business incorporations and related
fees account for roughly 25 percent of Delaware’s general fund rev-
enues. I continue to be proud that my State of Delaware is a lead-
ing home of incorporation for businesses in this country. Delaware
continues to be a leader in entity corporations because our State
has the expertise to ensure corporate success from annually updat-
ing our laws to meeting the changing needs of incorporated inter-
ests to a well-respected and a renowned judiciary, some of whom
I actually had the privilege of appointing as governor of Delaware.

Delaware has enacted a number of laws to deter the formation
of illicit businesses and ensure that law enforcement has better ac-
cess to the information that they need in order to prevent crimes
and to solve those that occur.

For example, Delaware was the first State, I believe, in the Na-
tion to adopt legislation responding to the concerns expressed by
law enforcement regarding illicit practices of registered agents.
Delaware now regulates commercial registered agents and has suc-
cessfully removed a number of registered agents from doing busi-
ness in our State.

Delaware requires every business entity to provide the name, the
address, and the phone number of a designated communications
contact person who is available to law enforcement. And Delaware
has responded to international criticism that the U.S. company law
permits companies to issue bearer shares—stock certificates whose
record of ownership is not maintained by the issuing company—
when we explicitly banned the practice in statute to be consistent
with long-established Delaware case law.

There are a number of reasons for us to encourage more trans-
parency and disclosure with respect to ownership of legal entities.
But whenever we undertake legislation, we have to find the right
balance. In this case, we need to provide law enforcement with the
tools that they need in order to prevent and to prosecute crime.
Having said that, we must also ensure that we do not put addi-
tional burdens on our States or our State budgets, many of which
are operating in a deficit.
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As I think Mr. Haynsworth alluded to in his comments, I am told
that some 99.9 percent of corporate entities in the United States
are actually good citizens. We should not burden the vast majority
of good citizens with expansive and burdensome paperwork while
trying to find less than 0.1 percent of bad actors who are likely to
try to evade such disclosures anyway.

Whatever solutions we pursue, it is important that we be careful
not to hinder legitimate business activities or invade the financial
privacy rights of risk-taking entrepreneurs who have historically
found the United States to be the freest economy in the world.

At the last hearing that we held here in November 2006, our As-
sistant Secretary of State from Delaware, Rick Geisenberger, ap-
peared before this Committee and discussed the issues related to
disclosure of beneficial owners of incorporated entities, and, Mr.
Chairman, I would just like to ask unanimous consent to offer Mr.
Geisenberger’s testimony from that hearing into our record today.!

Chairman LIEBERMAN. Without objection, so ordered.

Senator CARPER. Thank you. In his testimony, Mr. Geisenberger
concluded—and he was not alone. He was joined by, I think, the
National Association of Secretaries of State, represented here today
by Secretary Marshall—requiring entities that incorporate in any
State to disclose who the beneficial owners of a corporation are at
a certain point in time would be difficult to implement. The act of
defining “beneficial owner” is not easy and could be interpreted
quite broadly, in some cases requiring the disclosure of hundreds,
even thousands, of names.

After that hearing in 2006, I charged Mr. Geisenberger and the
Delaware Secretary of State’s office with the task of trying to find
a compromise on this issue. As we heard today, the National Asso-
ciation of Secretaries of State represented by Secretary Marshall
created a Company Task Force to examine this issue in February
2007. The task force asked the Uniform Law Commission, rep-
resented today, as we know, by Mr. Haynsworth, to develop amend-
ments to various uniform and model entity laws to help address
these issues. The Uniform Law Commission committee included
representatives from, among others, the American Bar Association
and other stakeholders from around the Nation.

My understanding—and I am sure the witnesses today can attest
to this fact—is that this group has worked diligently, some would
say ferociously, for 2 years, to find a compromise that would work,
that would both assist law enforcement by providing information
that they need without putting an onerous burden on States or on
legitimate American businesses.

I look forward to hearing further from our witnesses today and
to the questioning that is about to take place so that we can get
some further update and maybe even a path forward, maybe even
along the lines that Mr. Haynsworth has suggested.

Again, Mr. Chairman, as you know and my colleagues know, this
is important to my State, and I think it is important to a lot of
States. And my hope is that we can resolve this in a way that does
what we need to in terms of enforcing our laws and going after the

1Senator Carper submitted a copy of Mr. Geisenberger’s Prepared Testimony from November
14, 2006, which appears in the Appendix on page 296.
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bad guys, at the same time not adversely affecting the good guys,
and particularly the States that have to administer whatever law
we come up with.

Thanks very much.

Chairman LIEBERMAN. Thank you, Senator Carper. We will begin
now with each Senator having 7 minutes of questioning.

I take it, in listening to the panel, that everyone on the panel
agrees that it ought to be easier for law enforcement to obtain in-
formation about who owns corporations, but that the question is
how to achieve that purpose in the best and, I suppose, most effec-
tive and least burdensome way. That is true, Secretary Marshall?

Ms. MARSHALL. Yes, sir.

Chairman LIEBERMAN. And you, too, Mr. Haynsworth.

Mr. HAYNSWORTH. Yes, sir.

Chairman LIEBERMAN. I know the three others testified very
strongly in favor of that, and obviously, they are in one form of law
enforcement or another.

Your testimony was very thorough, and you raised some very
good questions, Secretary Marshall. But I wanted to see if I could
draw you out a little bit more on just restating in summary fashion
what you think the most significant burdens of this would be that
essentially tipped the scale against S. 569 as drafted. Why don’t
you begin with that first?

Ms. MARSHALL. Well, my colleague Secretaries are incredibly
worried that even though the conversation here today has been
that there would be no verification, that would be the very next
thing that would happen, and that would be a burden way beyond
the abilities and staffing of my colleague Secretaries of State.
Those States which have a stronger public record law believe that
{,)hey will have a difficult time in developing a confidential data-

ase.

The other is the confusion with the beneficial owner. Our front-
line people, while well trained, are not lawyers. They are for the
most part high school graduates who are good, hard-working State
employees. Even the best of lawyers have difficulty in defining
“beneficial ownership” and “direct” benefit. And if that is not pos-
sible, the control, defining control of an entity, it would just be very
difficult to convey that to the public.

The other issue is that all of our State statutes, to the best of
my knowledge, have an evergreen requirement to let folks know
when addresses change, and that kind of information. And it really
does not happen. Most Secretaries have no enforcement powers in
the area of compliance. In my situation, I actually have a law en-
forcement staff because I am a quasi-Attorney General in some
cases. But in corporations, I do not.

So, therefore, to get compliance, the only tool that we really have
is dissolution of a corporation, and we really are reluctant to do
that because public policy of most States is that we encourage and
support business.

So the annual report function was created in a lot of States 10
to 15 years ago to make sure that there is a point every year annu-
ally where you kind of force a corporation’s hand to give you cor-
rect, current information. But it is only as good as the day it was
mailed.
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Chairman LIEBERMAN. OK. So let me now ask Ms. Ayala, Ms.
Shasky, and Mr. Kaufmann to respond, because I think Senator
Levin’s investigation, the PSI investigation, and your testimony to
me—I admit my bias having been a former Attorney General—
makes a compelling case for providing you with easier access to the
question of who owns corporations.

How do you respond to some of the practical problems that Sec-
retary Marshall has made on behalf of the Secretaries of State?

Ms. AvALA. Well, we understand that there needs to be a balance
between our efforts to protect our financial institutions and the
homeland and our international reputation with preserving a flexi-
ble business environment and not having an undue burden on the
States. But sometimes there are many agencies out there or many
situations that have conflicting or competing missions. For exam-
ple, the CBP and ICE, we are charged with ensuring and facili-
tating the timely movement of trade and people, merchandise,
money, and things across our borders, while at the same time mak-
ing sure that we prevent harmful things and harmful people from
entering the border.

Chairman LIEBERMAN. That is a good example.

Ms. AYALA. So this is something that is really not insurmount-
able, and I am sure that at some point an equitable solution will
be reached. But at the end of the day, while we are trying to obtain
beneficial ownership information, in order to make sure that we
are able to further an investigation, prevent further crime, disrupt
and dismantle criminal organizations, and really to try to prevent
an additional person from becoming a victim or minimizing the
misery of victims that are already here domestically or abroad. And
while some people view these—we talked a lot about financial
fraud cases and other typical cases in that vein. Also, a lot of the
money that is flowing through these businesses or these accounts
is also the illegal proceeds of human misery, human trafficking, or
potential terrorism funds.

So we really do need to find a solution that while it does not
place an undue burden on the States, also provides us with an abil-
ity to immediately access this information from an individual that
is bound by privacy and confidential laws so that we can react in
exigent circumstances.

C%llaigman LIEBERMAN. Ms. Shasky, do you want to add anything
to that?

Ms. SHASKY. Yes, Senator Lieberman. Thank you. Like my col-
league from the Department of Homeland Security, I echo the com-
ments that it is very important and the Department recognizes
that it is very important that we strike a delicate balance between
overburdening the States and the legitimate business owners on
the one hand, and addressing very serious criminal and national
security vulnerabilities on the other.

I would point out that we are not recommending at the Depart-
ment that States be asked to verify beneficial ownership informa-
tion. We do believe that defining beneficial owner is possible. In
fact, in our written testimony, we provided references to some sam-
ples of both domestic and foreign definitions that are out there. I
would point out that S. 569 also accomplishes this objective. And
in terms of the characterization of giving easier access to law en-
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forcement to this information, it is not just about giving us easier
access to identifying the beneficial owner. It is giving us the ability
to identify that owner at all.

Chairman LIEBERMAN. Thank you. Mr. Kaufmann, do you have
a quick response?

Mr. KAUFMANN. I think they said it all, Senator. I will rest on
our opening comments.

Chairman LIEBERMAN. You are resting your case.

Mr. KAUFMANN. Absolutely.

Chairman LIEBERMAN. Co-counsel has made the point. Thank
you. Senator Levin.

Senator LEVIN. Thank you, Mr. Chairman, and thanks to all of
our witnesses.

Mr. Haynsworth, attached to your testimony is a memo which
you wrote in which you say that collection and maintenance of ac-
curate business entity beneficial ownership and control information
is a key component of the anti-money-laundering business entity
proposals that have been made by the FATF. So, from the FATF
perspective, which is the international organization trying to get at
money laundering, having access to beneficial ownership informa-
tion is critically important. Would you agree with that? Your own
memo says that.

Mr. HAYNSWORTH. Yes, sir. Yes, that is written into FATF Rec-
ommendation 33.

Senator LEVIN. Now, in terms of the definition of “beneficial
owner,” I am not sure who said that there is a problem. I think,
Madam Secretary, you did. The Treasury Department has defined
“beneficial owner.” It is in the regulations. It is in the law.

Ms. MARSHALL. Yes, sir, but it was the FATF acknowledgment
that it was a difficult concept.

Senator LEVIN. All right. But Treasury itself has defined bene-
ficial owner in 31 CFR Section 203, anti-money laundering pro-
grams definition, beneficial owner of an account means—and they
define it. So it is in law.

I am not sure which of you, because I missed, I am sorry, some
of your testimony. I had to be on the floor. Unlike these other new
concepts, which were put into the Uniform Law Commission pro-
posal, there is a legal definition of “beneficial owner.”

Ms. Marshall, you have given us an idea of the cost of what our
bill would be. What would the NCCUSL approach cost?

Ms. MARSHALL. Well, the NCCUSL cost for the technology would
remain the same. The additional staffing would not be included in
the NCCUSL cost. The mailings certainly, to segregate out excep-
tions and those kinds of things, would not be necessary.

Senator LEVIN. I am saying what would the cost of the NCCUSL
proposal be.

Ms. MARSHALL. It would probably be around $500,000, my staff
estimates.

Senator LEVIN. Could you give us that estimate for the record?

Ms. MARSHALL. Yes, sir.

Senator LEVIN. And that is $500,000 for your State?

Ms. MARSHALL. Yes, sir.

Senator LEVIN. OK, and that is the NCCUSL?

Ms. MARSHALL. Yes, sir.
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Senator LEVIN. OK. Mr. Haynsworth, our bill requires that filers
provide beneficial owner information up front at the time of incor-
poration. Your proposal requires that States collect the names and
contact information of two parties—one is the record contact, and
the other is the responsible individual. But other than that, there
is no real information collected about ownership and control at that
point up front. Is that correct?

Mr. HAYNSWORTH. No, sir, because—if you are talking about
what gets filed in the Secretary of State’s office, it is a responsible
individual. If you are talking about what the company is respon-
sible for maintaining, no, sir, they would have information relating
to ownership and control.

Senator LEVIN. And if you want to try to get to that company’s
beneficial information, under your proposal—if we could get our
chart up here showing how many steps it would take to do it.1

Law enforcement now wants to find out who the beneficial own-
ers are, so the first thing they have to do is to find a record contact
and the responsible individual. These are folks who have never
been defined before in law, unlike beneficial owner, but that is the
first thing law enforcement has to do.

Then, assuming you find that responsible individual, then law
enforcement asks that individual to ask the entity for the names
of whom? Under your proposal, it does not say beneficial owner.
You make no reference to beneficial owner at any time in your pro-
posal. Instead, you say that person is asked to ask the entity for
who are the owners of record.

Mr. HAYNSWORTH. Not only the owners of record, Senator Levin,
but it is all the information relating to who the managers are, di-
rectors, etc. All the records, documents, anything that would per-
tain to voting rights, who votes on what.

Senator LEVIN. Everything but the beneficial owner.

Mr. HAYNSWORTH. Well, it depends on how you define beneficial
owner.

Senator LEVIN. No. You do not make a reference to beneficial
owner in your proposal at all, do you?

Mr. HAYNSWORTH. No, sir.

Senator LEVIN. And yet we have the international organization
that is trying to end money laundering in this world that says the
most important information for law enforcement to know is the
beneficial owner. You make no reference to it whatsoever. Instead,
you have this wild chase that you, after the fact, set law enforce-
ment on—find that person that you are creating for the first time,
a record contact, ask that person to ask the entity to give you infor-
mation, none of which has to be the key information of who is the
beneficial owner.

So, after that goose chase that you are sending people on, they
still do not get the information that is the most important to law
enforcement, who is the beneficial owner.

Mr. HAYNSWORTH. They get a great deal of information. It de-
pends on how you are defining beneficial owner.

Senator LEVIN. I am not defining it. The Treasury Department
is defining it.

1The chart referenced by Senator Levin appears in the Appendix on page 97.
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Mr. HAYNSWORTH. Yes, sir. And when you try to apply that, you
see that there are a lot of difficulties in trying to figure out who
that is.

Senator LEVIN. Well, there may be a lot of difficulties in trying
to find out who all those other folks are, voting rights and owners
and everything else. But it all may disappear by the time you get
to it, anyway.

Mr. HAYNSWORTH. Well, may I just say one thing, Senator? The
only country that I know of that has some regulations that would
comply with the FATF 33 recommendation with respect to bene-
ficial ownership information is Great Britain. I think it is impor-
tant to know that this is the FATF report, June 29, 2007, from
FATF on the United Kingdom of Great Britain and Northern Ire-
land, paragraph 1132, “The UK authorities stated that they had
considered the possibility of a system requiring up-front disclosure
of beneficial ownership. Consultants were engaged in 2002 and a
report produced. Public consultation on the report concluded that
there were significant disadvantages and no clear benefits, particu-
larly when taking into account the costs of introducing such meas-
ures. Reasons included:

“Disclosure of beneficial ownership would add no information of
benefit to the register of members.” “Register” would be record
ownership. “Those engaged in criminal activities would not provide
true information about the beneficial owners.

“Two, disclosure would result in misleading information being in-
cluded on the register. Because beneficial ownership is, as a matter
of law, impossible to define precisely, any information requirement
designed to require by law disclosure would have to be complex and
detailed. Many ordinary, innocent shareholders would be unable to
understand or comply with it.”

Paragraph 1133: “In the light of these points, it was concluded
by the UK authorities that the existing register of members al-
ready provides investigators with as much as any disclosure regime
can. The view was taken that attempting to add details of bene-
ficial ownership to the existing register would be harmful to inves-
tigations through the resulting misleading information provided by
both criminal and innocent shareholders.”

Senator LEVIN. OK. Now let us ask Mr. Kaufmann about that
misleading information argument, not useful argument that Mr.
Haynsworth said.

Mr. KAUFMANN. That is something, Senator Levin, that we have
discussed a lot in my office, and I think there are a couple of points
about what happens when someone provides false information that
are not readily apparent to those who do not prosecute crime for
a living. And from the perspective of law enforcement, the very re-
quirement of having someone state beneficial ownership is impor-
tant because it brings an aspect of daylight onto the activities of
these criminal corporate entities. Now, we are not talking about
really worrying about the legitimate corporations out there. I am
focused on the shell companies, the criminals, the money launders,
and the tax cheats.

And so what happens when we ask them to state up front who
is the beneficial owner of the company? When someone gives false
information in that regard, it is tremendously powerful and persua-
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sive evidence of what the criminal law calls “consciousness of
guilt.” When we have a statement from a person that set up a shell
company at the time of the incorporation that lists a nominee or
a straw person, it does not matter that it was not verified by the
States. None of us are asking for State verification. That would be
a burden.

What it does is it creates a record at that moment in time that
that person who set up that shell company told a lie. So when we
go to prosecute that person in these types of white-collar cases, it
always comes down to proving intent. That is the whole ball game
in a criminal trial for a white-collar, money-laundering, security
fraud, or tax evasion-type of event.

If we have a lie, we can say to a jury, “Let me ask you some-
thing. Why would an innocent person have listed a nominee or a
straw man or put their grandmother down as the owner?” The an-
swer is an innocent person would not have done that. So, from our
perspective, it gives us a very powerful tool to prove the criminal
intent of the person that set up the shell company.

The other point, this focuses more on the dirty agent that is set-
ting up shell company after shell company after shell company.
And in this regard, we might be looking at, for example, an identity
theft ring, and we may see that this identity theft ring went to the
same incorporation agent again and again and again to set up shell
company after shell company after shell company.

If we have a tool that says to the incorporation agent, “You have
to put down the beneficial owner when you create these shell com-
panies,” well, if that incorporating agent is again and again and
again filing false and misleading information with the State, that
gives us from the State perspective a State charge that we can
bring against that incorporating agent. And that is going to be a
very powerful tool to clean up an industry where I think that there
are bad actors out there, and the fact that we cannot necessarily
tie them in to being part of the ring, to being an accomplice in the
money laundering or the securities fraud. But if we can go after
them for their independent conduct of setting up false companies
by filing false statements with States, that gives us a tool to go
after the bad actors and to encourage the good actors who are out
there doing what they are supposed to do and setting up good cor-
porations and making good business happen in this country.

Senator LEVIN. My time is up, but I would just say that we ask
banks all the time for who the beneficial owners of accounts are,
and they provide that information to us. That is what the Treasury
Department definition is for, and we ask for it all the time.

Mr. KAUFMANN. It is the basic cornerstone of all the anti-money
laundering (AML) programs for all the banks, not just in this coun-
try but around the world.

Senator LEVIN. I wonder if the Justice Department could just
quickly say, don’t we ask banks for beneficial owners?

Ms. SHASKY. Senator, we do, and we get that information every
day. We do believe it is absolutely possible and that there are pro-
visions already defining beneficial owner.

Senator LEVIN. Thank you.

Chairman LIEBERMAN. Thanks, Senator Levin. Senator Carper.
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Senator CARPER. I think there is probably one thing—I had not
planned on asking this question, but it would seem to me the bene-
ficial owner of an account at a bank might be fairly easy to iden-
tify. I think the beneficial owners of corporations change not just
every year, not just every month, not just every week, but every
day. The folks that own common stock and preferred stock in these
companies change sometimes by the minute. So I am not going to
pursue that, but I just want to kind of put that out there, if I could.

Again, we appreciate the testimony of all of you here, taking your
time and really trying to help us work with a difficult issue and
try to come up with something that is, as they say at Fox News,
“fair and balanced,” and hopefully before we are done, we will do
that.

The first question I have would be for the Secretary of State. Ms.
Marshall, where are you from in North Carolina, anyway?

Ms. MARSHALL. I live in Raleigh.

Senator CARPER. OK. My wife is from Boone, and I have a sister-
in-law in Holly Springs and one

Ms. MARSHALL. I am one of the elected Secretaries of State, so
let them know. [Laughter.]

Senator CARPER. I certainly will. That is great to know. You
must be pretty good at it because you have been doing this for a
while.

If the States are required to obtain beneficial ownership on every
corporation formed in their State, do you think that is enough for
law enforcement? And going back to the question of verification,
does somebody need to verify who all these people are to determine
if they are engaged in legitimate or non-criminal activities? How do
we do one step—that is, the disclosure—without at some point in
time doing the second step—and that would be the verification.

Ms. MARSHALL. Well, that is a problem for us. I know that it has
been stated here that is not going to happen, but truly, as I said
in my remarks, for people to believe a law is a good thing to be
able to comply with it, they have to understand why. And if incor-
rect information is just as good as correct information, we are not
being fair to ourselves about what we are all about as State office
holders.

I understand that when someone provides that information, if
they are a third party who is providing incorrect information rather
than the Mom-and-Pop’s that we deal with all the time, it is just
a tremendous burden on all those people for something that they
will not be able to see the light at the end of the tunnel as to why
this information is being asked, except that government is just too
intrusive.

Senator CARPER. You may not know the answer to this question.
If you do not, just feel free to say so. But if verification is required,
any idea how much more this would require in terms of costs or
expenditures or outlays by the States?

Ms. MARSHALL. It is impossible to say. It depends upon what
verification you would be doing. In one of our suggestions, we had
talked about a notarization. We have a robust notary law in North
Carolina, and that is to show that the person who is signing the
document actually is that person. We encourage notaries to keep
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that photo ID. That would be transferring the verification some-
where else.

If we had to do that, there is no way—I have 50 people in my
Corporations Division, 200 all together. I would probably need an-
other 50 people just to be able to do verifications.

Senator CARPER. OK. If I could, maybe a question for Mr.
Haynsworth. Do you know your other 49 colleagues from the other
49 States?

Mr. HAYNSWORTH. You mean the Commissioners of Uniform
State Laws?

Senator CARPER. Yes.

Mr. HAYNSWORTH. Yes, sir.

Senator CARPER. Have you ever met one from Delaware?

Mr. HAYNSWORTH. I have met several from Delaware, yes.

Senator CARPER. How long have you been a commissioner?

Mr. HAYNSWORTH. I have been a commissioner for 18 years now,
but I have worked with Delaware lawyers who happened to be com-
missioners

Senator CARPER. Michael Houghton is an attorney from Dela-
ware. I do not know if you have ever

Mr. HAYNSWORTH. I know Mr. Houghton very well. Yes, sir.

Senator CARPER. I appreciate the time that you and others on
your committee have spent on trying to find a workable com-
promise on this issue. We all appreciate that. I think we have a
chance here to advance the ball and to help law enforcement while
also not overburdening our States and our State systems.

How is your proposal less of a burden on the State framework
than what is being proposed by my colleague from Michigan?

Mr. HAYNSWORTH. Well, one difference would be that what gets
filed in the Secretary of State’s office is much less prolific, if I can
use a word like that. You file the name of the responsible indi-
vidual, which has to be somebody who is directly involved in the
management of the company. So that is somebody law enforcement
can go to directly and find out what is going on here, what is this
company about, who is involved in it, and all that. And the other
is the name of the record contact, and that is the person that has
to be able to get all this information about the ownership, control,
management, and all the records the company has with respect to
that. So that is what gets filed in the Secretary of State’s office, not
all this beneficial ownership information or any other kind of own-
ership information, because that has never been filed, in any sub-
stantial amount, in Secretaries of State offices. So in that sense, it
is much less burdensome.

In terms of the companies, they keep a lot of information that re-
lates to the ownership, who the individuals are that own, who the
trustees are, other corporations, entities, whether they are foreign
or domestic, contact information for all those people. And you get
all that information. And then law enforcement could take that in-
formation, and if it is a foreign entity, they know where to go to
that entity, foreign state entity or even an in-state entity, that enti-
ty has to have a records contact person that would provide the in-
formation about who owns that entity.

And companies do not keep that kind of information themselves.
If you are a company, you have the information that it is a trust,
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but you do not know who the beneficiaries are. You have the infor-
mation about that it is a company, formed in Delaware or wherever
it may be, but you do not know who the owners are. And you have
really no way of getting that information.

And then if it is going to be inaccurate—say it is an entity. That
entity has a change of ownership. Well, immediately, unless they
alert the company that is keeping this information, how are they
going to know about it? They have no way of knowing about it.

So you are just creating the possibility that there is just going
to be all this misinformation out there and inaccurate information,
and most of this will be totally unintentional. So law enforcement,
instead of having a benefit, it is going to actually be more difficult
for them to find out the information than if they could go directly
to this record contact and responsible individual, get as much infor-
mation as they can, and then trace back. And if they are worried,
the ultimate individual beneficial owner, they will find out in-
stantly, and in most situations there is not going to be a beneficial
owner in control.

I will give you one example. You have three individuals, and they
own an equal amount of stock—we will make it simple—an equal
amount of stock in a corporation. And they each elect one director,
and that is it.

Now, is there somebody in control? There is nobody that is in
control because no one individual can control anything. You have
10 owners of a company, and they have an agreement that it takes
unanimous consent to do anything. Nobody has control.

Ms. SHASKY. Senator, if I may, I would suggest to you that in a
criminal organization—

Senator CARPER. This is a place where we actually work under
unanimous consent, and sometimes—I would agree—we do not
know who is in control here either. [Laughter.]

Chairman LIEBERMAN. Well, you remember what Alexander Haig
said.

Senator CARPER. I do remember.

Chairman LIEBERMAN. He said, “I am in control here.”

Senator CARPER. Go ahead, Ms. Shasky.

Ms. SHASKY. Senator, I would submit to you that in a criminal
organization everyone knows who is in control, and this will not be
an issue of determining who is in control. What we are concerned
about here from the law enforcement perspective are the criminals
and the criminal organizations, and so what we are asking is that
when criminals use shell companies, they provide the name of the
beneficial owner. That is the person who is in control, the criminal
in control, as opposed to the NCCUSL proposal where they are sug-
gesting that instead two nominees are provided—two nominees be-
tween law enforcement and the criminal in control.

Thank you.

Senator CARPER. Ms. Marshall, I saw you shaking your head a
little bit there when Ms. Shasky was speaking. I do not know if you
wanted to say anything on that. If you do, fine. If you do not, that
is all right. But in your testimony, you state that a number of
States—Wyoming was one, I think Delaware is certainly another—
have passed significant legislation that is designed to combat some
of the problems that we have gathered here to talk about today.
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And if you can help us with this, I would appreciate it. Are you in
a position to give us an idea of some of the laws that the States
have passed in the last several years?

Ms. MARSHALL. Yes. You will find in your materials statements
from both Nevada and Wyoming. Both of those States were held
out as poster children back in the fall of 2006 regarding some of
these activities of registered agents——

Senator CARPER. Held out in a good way?

Ms. MARSHALL. In a bad way. And they took that message very
seriously to heart, with both States doing a fairly major overhaul
in their legislation during 2007.

For example, Wyoming now requires each company must have a
registered agent, human being, in the State at a physical location.
No drop boxes are allowed. The registered agent must keep infor-
mation about the key players of the company represented, must
have information about a contact person for each company. They
have greatly increased their law enforcement authority. They have
provided a felony provision for filing false documents.

The State of Nevada has eliminated the bearer shares. They
have a strict prohibition on the bearer shares. The authority is
given to the Secretary of State to investigate forged or fraudulent
filing complaints and to correct documents when they are deemed
forged or fraudulent. The Secretary now requires information on
owners of record be provided upon demand, requires answers to in-
terrogatories in the course of criminal investigation, and if informa-
tion is not received in 3 days, then certain other things begin to
happen.

Those are just highlights of what these different States have
done. And Delaware, of course, has done the Registered Agent Act
requiring an in-state registered agent with materials, and they can
go out and audit. They can revoke their ability to be a registered
agent. They can do criminal prosecutions, as I understand it.

Senator CARPER. Thank you. Mr. Chairman, my time has ex-
pired. Will there be another round?

Chairman LIEBERMAN. Yes, indeed.

Senator CARPER. OK. Thanks so much.

Chairman LIEBERMAN. Thank you.

Ms. Shasky, let me start with you. In your opening statement,
you listed four principles or components that from the perspective
of the Department of Justice you would like to see in legislation
that improved corporate transparency practices as we have de-
scribed them. I wanted to ask you to what extent you believe S.
569, which is the subject of this hearing, fulfills those four objec-
tives.

Ms. SHASKY. Absolutely. First of all, the Department would like
to thank Senator Levin for his leadership in this area in working
with his fellow Committee members in developing this legislation.
The Department strongly supports any Federal legislation that
would bring transparency to this area. Nonetheless, we do feel the
bill needs some amendments to align with the four principles out-
lined in my opening statement.

We are most supportive of the fact that the bill does require ben-
eficial ownership information. This is key. And the bill does have
that requirement in it. We would add to that, requesting, in addi-
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tion to the name of the beneficial owner and the current address,
that the beneficial owner be asked to provide a photo ID. The bill
allows for this with foreign beneficial owners but not domestic. So
we would make that change so that both domestic and foreign ben-
eficial owners provide a copy of the photo ID. We are afraid that
to do otherwise would merely invite fraud. We would expect that
foreign criminals would claim falsely to be U.S. persons or to use
straw actors, if we had that difference there.

In addition, S. 569 requires an annual certainly of who the bene-
ficial owners of a company are, unless the State does not have that
requirement, in which case it would require an update to the bene-
ficial ownership every time there is a change.

We would suggest and recommend from the Department perspec-
tive that both of these things be required, so anytime there is a
change in beneficial ownership information, it should be updated,
and then annually it should just be verified.

Now, I would point out that we do recommend exempting compa-
nies that are already regulated by State or Federal regulatory bod-
ies and need to provide beneficial ownership information as a re-
sult of that. So like the company that Senator Carper mentioned
that is listed on the stock exchange with a securities commission,
they would be exempted from this bill.

Finally, we would recommend slightly strengthening the Federal
penalties contained in S. 569 to target those who would act will-
fully blind in failing to update information. So we look forward to
continuing to work with Senator Levin and the Committee and the
staff to bring S. 569 on par with the four principles outlined in my
opening statement.

Chairman LIEBERMAN. So would it be fair for me to conclude that
generally the Department of Justice is supportive of this legislation
with the amendments or additions that you just described?

Ms. SHASKY. I think it would be fair, Senator, to say the Depart-
ment is supportive of all attempts to craft Federal legislation bring-
ing transparency, but, unfortunately, the Administration has not
yet taken a position on the bill.

Chairman LIEBERMAN. Understood.

Ms. Ayala, from the vantage point of Immigration and Customs
Enforcement, again, your testimony is very forward-leaning about
certainly the purpose of S. 569. Is there anything particular you
would add or subtract from it?

Ms. AYALA. Again, I also would like to thank you and I certainly
appreciate your efforts in bringing so much attention to this prob-
lem and engaging all the stakeholders in looking for a solution, and
we hope that at the end of the day any legislation that is passed
will enable law enforcement to immediately obtain this information
and to be able to obtain it from one central point at each State and
that it is consistently obtained. That way we are not in a position
of looking around and spending time, maybe weeks, exhausting so
many individuals in our investigative efforts and, like you said, run
around on a wild goose chase and waste our time in general.

But we also would like to see that this information is updated
because that is very important for us, not only to make sure that
we are focusing in a correct time frame as to who owned the com-
pany, but to also not waste the time of a legitimate company or a
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beneficial owner that might have owned the company beforehand
and have to bother with that person or look at that person as a tar-
get of investigation.

I know that the Secretary has received a letter from this Com-
mittee, and they are formulating a response as to their position.

Chairman LIEBERMAN. Good.

And, Mr. Kaufmann, I will finally give you the chance to help us
write some good legislation.

Mr. KAUFMANN. I think the concept of beneficial ownership is one
that is well established in the law. I think that the Congress has
made great strides in increasing transparency through the Bank
Secrecy Act and the USA PATRIOT Act to make sure, for example,
that banks know who their customers are. I see this bill as being
a simple answer.

I also think it would strengthen the bill to make parallel provi-
sions for requiring identification from both domestic and foreign
registrants of corporations.

I guess I am a little bit confused as to the perception that I am
hearing that this will be so unduly burdensome. As we have looked
at this, it seems to be simply a question who is the owner of this
company, and I do not see the tremendous volume or burden that
that imposes.

One fundamental disconnect from what I am hearing from my
left and my right, and I do not say this facetiously at all, but some
of the concepts that are being put forth—and we are trying to
achieve a balance here—but they are not rooted in the reality that
we see in how we investigate criminal organizations. And I think
that Ms. Shasky said it well. In a criminal organization, there is
no doubt who is in control. When we are investigating a criminal
organization, we cannot go to the person designated by the com-
pany to contact them because it is akin to picking up the phone
and telling the criminal that he or she is under investigation. So
the fundamental flaw in the NCCUSL structure is that we have to
go to the target of the investigation to obtain the information that
we seek to further the investigation.

What S. 569 does is it puts that information with the State so
we can get it without going to the target and alerting the target
to the fact that we are investigating them.

Chairman LIEBERMAN. Very helpful answers.

A vote has gone off. I am going to go over and vote. I, unfortu-
nately, cannot return so I am going to leave it to my senior col-
league to conduct the rest of the hearing and determine, together
with Senator Carper, whether at any point you want to recess and
come back. And I do want to assure the witnesses with the long
knowledge of Senator Levin, I can assure you he believes not only
in equal protection but in due process. So you will be all right.
[Laughter.]

Senator Levin, it is all yours.

Senator LEVIN [presiding]. Thank you, Mr. Chairman.

Ms. Ayala, when you said that it is important that law enforce-
ment be able to obtain this information, you were referring, I be-
lieve, to the beneficial ownership. Is that correct?

Ms. AYALA. Yes, Senator.
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Senator LEVIN. So just to be real clear as to where the witnesses
are, do you believe that it is important that beneficial ownership
information be collected? Ms. Ayala, first.

Ms. AYALA. Yes, Senator.

Senator LEVIN. Ms. Shasky.

Ms. SHASKY. Absolutely, sir.

Senator LEVIN. We know where the other three witnesses are,
and I want to just focus on you two.

Where should the ownership be kept, in the United States or in
a foreign jurisdiction? First, Ms. Ayala.

Ms. AvALA. It should be kept in the United States where it is
easily accessible.

Senator LEVIN. OK. Ms. Shasky.

Ms. SHASKY. Senator, that is not even a close question. It should
be in the United States.

Senator LEVIN. All right. And when should the ownership infor-
mation be collected—when the company is formed or after it is
being investigated for suspicious activity? First, Ms. Ayala.

Ms. AYALA. When it is formed.

Senator LEVIN. Ms. Shasky.

Ms. SHASKY. When it is formed.

Senator LEVIN. And is it important to be able to determine bene-
ficial ownership and other basic corporate information without tip-
ping off the corporation that an investigation is going on?

Ms. AYALA. Yes, it is absolutely necessary in order to preserve
evidence and make sure that illegal funds are not being moved or
to convolute our investigative process.

Senator LEVIN. OK. Ms. Shasky.

Ms. SHASKY. Senator, our job would certainly be much easier if
all we had to do is ask the criminal to provide us with the evi-
dence. So it is imperative that not be the case here.

Senator LEVIN. All right. Now, you both have testified in terms
of your agency’s position in terms of this specific bill, and I think,
Ms. Shasky, what you said is that there are four principles you laid
out, which are fine with me. You have also indicated a number of
ways which I would say would strengthen the bill, would make it
a tougher bill: A photograph for domestic as well as foreign bene-
ficial owners; a regular update when there is a change in the bene-
ficial ownership, not just each year; and the other two, I think,
qualified as toughening or strengthening, which would make the
bill probably more objectionable, I would think, although I am not
going to speak for the Secretary, but, Ms. Marshall, would you say
those suggestions would make the bill more objectionable?

Ms. MARSHALL. Yes, sir.

Senator LEVIN. All right.

Ms. MARSHALL. If it is a government-issued ID with a person’s
name on it, that is one matter. If it is a photo, we have no idea
if it would match up to the name. Would we be in a position of re-
jecting photos? Suppose it is a photo of someone with heavily
draped head wear and all we see are eyes? Do we reject those,
when that is what that person wears for religious reasons? On and
on and on.
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Senator LEVIN. Well, I doubt that the Justice Department would
suggest you reject any photo. I think they just want you to file it.
But I will let them speak for themselves.

Let me also ask you, Mr. Kaufmann, specifically in terms of the
bill, do you and does your office support the bill?

Mr. KAUFMANN. Yes, sir, absolutely.

Senator LEVIN. OK. As to the FATF question, the beneficial
owner standard in FATF has been there for 20 years, by the way.
It has been in U.S. law since the USA PATRIOT Act of 2001, and
it is also in other securities, tax, and anti-money-laundering bills.
So this is a concept which has been defined in a number of ways
and a number of laws.

Finally, in terms of FATF, we have 27 countries that now require
the beneficial ownership information. We are not sure what the
status of all their compliance is, but we know they have all com-
mitted to it. And that is the question, whether we are going to com-
mit to it as a country, the way other countries have committed to
it.

When you said, Mr. Haynsworth, that this has to apply to all the
States, I think that is clearly true.

Mr. HAYNSWORTH. Yes, sir.

Senator LEVIN. Uniform law does not have to be adopted by all
the States.

But the bill does not change State law. It adopts a Federal re-
quirement that the States ask the question on the incorporation
form about beneficial ownership. Are you suggesting that under the
Commerce Clause of the U.S. Constitution, given what corporations
do across boundaries of States, we do not have the jurisdiction in
Congress to require States to ask the question on their incorpora-
tion forms? Is that what you are saying?

Mr. HAYNSWORTH. No, I am not. What I am saying, Senator, is
for the States to be able to do that, there would have to be enabling
legislation in the State to make that occur.

Senator LEVIN. Well, if there is a Federal law that requires them
to do it, are you suggesting they are not all going to do it?

Mr. HAYNSWORTH. Well, what I am suggesting is that you are
likely to end up with very different interpretations of what that
means, and you are going to end up with 53—because you have to
include DC

Senator LEVIN. We have a Treasury Department definition. We
have one line. You must ask for the beneficial ownership as defined
in 31 CFR. That is not complicated. Your proposal is a heck of a
lot more complicated and convoluted than that. I do not see how
50 States can come up with 50 definitions if we say the definition
already in Federal law is the definition in our law, and we incor-
porate it by reference.

Mr. HAYNSWORTH. Yes, sir, but there would still have to be State
legislation that says that the States will——

Senator LEVIN. Comply with Federal law? Really?

Mr. HAYNSWORTH. No. That what would be filed in the Secretary
of State’s office and what would be required to be in those filings,
that is a matter of State law.

Senator LEVIN. Thank you. Senator Carper.
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Senator CARPER. Thank you. Secretary Marshall, it is my under-
standing that the funding from the bill that Senator Levin has in-
troduced will come from homeland security grants that States cur-
rently receive. Is that correct?

Ms. MARSHALL. That is correct.

Senator CARPER. If you had to prioritize the way that your State,
North Carolina, homeland security grants would be spent, any idea
where this bill’s requirements might rank?

Ms. MARSHALL. I think very low. I mean, I think the anticipation
on homeland security money is that it is already inadequate to do
what all our first responders, all our medical folks, all our emer-
gency preparedness folks would like for it to do. And it is not a
very enticing place that we would like to be competing with them
for bulletproof vests, respirators, and training, the types of things
that they are using that money for.

I cannot speak for that grantmaking entity, but this is certainly
very different than the kind of things that they are entertaining
grant requests for.

Senator CARPER. OK. We have about 5 minutes to get over to
vote on a big piece of legislation, so I am going to ask a couple of
questions to be answered for the record.

One of the questions I want to say—and I do not have time, un-
fortunately, to listen, to hear you out, but, Mr. Haynsworth, at the
conclusion of your statement basically you said let us just keep
working at this and see if there is not some way that we can meet
the legitimate concerns of law enforcement and be respectful of the
concerns of States.

I think we have been working on this for a while, and I would
like to—I am one who does not give up very easily on almost any-
thing that I think is important. And I am not inclined to give up
here either. But you made an offer, I think, in good faith that we
should maybe redouble our efforts and see if we cannot come close
to where we want and need to be.

Do you think you are speaking for one person, or do you think
you are speaking for all the commissioners?

Mr. HAYNSWORTH. I am speaking for the Uniform Law Commis-
sion, and I am certainly speaking for my committee and what we
are trying to do. And one thing, Senator, I might just mention is
that we have one shot at this in order to get it right and to get
it then adopted by the States in a way that makes sense. And one
of the things I have been reading about a little bit is this PASS
ID legislation that is aimed at trying to correct some problems with
overburdensome regulations imposed by Congress under the REAL
ID.

Senator CARPER. Yes, we are familiar with it.

Mr. HAYNSWORTH. All right, sir. Well, I think you were one of
those.

Senator LEVIN. We are really familiar with it.

Mr. HAYNSWORTH. But, I mean, we have to avoid that at all costs
because of the Federal-State relations and trying to make some-
thing that really does work and does achieve the purposes that we
are all trying to achieve.

Senator CARPER. All right. I think we are out of time.
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Senator LEVIN. Thank you, Senator Carper. Thanks to all of our
witnesses.

Senator CARPER. And we will have some more questions to sub-
mit for the record, if we could.

Senator LEVIN. I will just close with a quick comment, which is
that we are going to have to end the misuse of U.S. corporations,
and there is only one way to do it, and that is to require those cor-
porations to disclose beneficial ownership. There is no other way to
do it. Otherwise, it is a three-step wild goose chase after the horse
is out of the barn, I guess, to mix metaphors. We have horses and
geese, but the point I think is pretty clear.

We very much appreciate the testimony, and we will stand ad-
journed, with Senators being able to file questions for the record.
Again, we thank you all, and we will stand adjourned.

[Whereupon, at 4:55 p.m., the hearing was adjourned.]
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BUSINESS FORMATION AND FINANCIAL
CRIME: FINDING A LEGISLATIVE SOLUTION

THURSDAY, NOVEMBER 5, 2009

U.S. SENATE,
COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS

The Committee met, pursuant to notice, at 10:04 a.m., in room
SD-342, Dirksen Senate Office Building, Hon. Joseph I. Lieber-
man, Chairman of the Committee, presiding.

Present: Senators Lieberman, Levin, Carper, McCaskill, Burris,
Ensign, and Bennett.

OPENING STATEMENT OF CHAIRMAN LIEBERMAN

Chairman LIEBERMAN. Good morning. The hearing will come to
order. This is our Committee’s second hearing on the Incorporation
Transparency and Law Enforcement Assistance Act, S. 569, which
was introduced by Senators Levin and McCaskill, who are Mem-
bers of the Committee, and by Senator Grassley, who is, of course,
the ranking member of the Finance Committee.

This legislation, which is the result of work done by Senator Lev-
in’s Permanent Subcommittee on Investigations (PSI), seeks to in-
crease the transparency of business formation practices as a way
to reduce what is estimated as billions of dollars in fraud that is
perpetrated by shell corporations.

Each year nearly two million new corporations and limited liabil-
ity companies (LLCs) are established in the 50 States and the Dis-
trict of Columbia. That comes to more than 5,000 new businesses
every day. This is really the American way, entrepreneurship at its
best, generating revenue and creating jobs, people taking risks and
building on innovations.

But each year a relatively small number of those businesses—but
nonetheless a significant number—are incorporated for improper or
illegal purposes to try to use registered corporations to defraud in-
nocent people, to cheat tax authorities, to hide true transactions or
to launder ill-gotten funds.

Right now a majority of States require basic information from
those seeking to establish a corporation. Most require the name
and address of the company, the name of a registered agent who
represents the company, and a list of officers and/or directors. This
information typically is considered a public record, but most States
allow individuals with actual ownership interest, including the in-
vestors who control the corporation or partnership, to remain anon-
ymous to State authorities and therefore to the public, and this is
the problem.

(39)
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This is a problem for law enforcement, of course. Senator Levin’s
bill offers one solution to this problem, which is to set a national
minimum standard for State incorporation practices that require
States to collect, maintain and update so-called beneficial owner-
ship information. But there are critics of this method who argue
that this well-intended desire for more sunshine should be weighed
against other factors, including the privacy rights of those making
personal investment decisions and the cost of administration and
enforcement that would fall on companies and State governments.

Our goal today is to hear from witnesses who are expert in var-
ious aspects of this problem so that we can make a judgment now
about how best to proceed to deal with what everyone acknowl-
edges is a problem. On the first panel we will hear from the Treas-
ury Department, which administers anti-money laundering laws
and leads U.S. efforts to stop the flow of terrorist financing. Treas-
ury has worked tirelessly on corporate transparency issues, engag-
ing with stockholders to consider all the possible approaches to im-
proving practices in this area.

We're also going to hear from the Department of Justice, which
has first-hand experience, of course, in the challenges of law en-
forcement as they try to combat the use of corporations for nefar-
ious purposes.

Our second panel of witnesses represents the business and legal
communities which have distinct concerns about obviously the
smooth flow of commerce for legitimate corporate purposes. We are
also going to hear from a representative of the Federal Law En-
forcement Officers Association and an expert on tax havens, both
of whom support the general approach taken by the bill. So this is
an interesting and important matter on which we hope to shed
some light this morning.

Senator Ensign, it is a pleasure to have you sitting in for Senator
Collins today. I know she is particularly happy you are sitting in
for her and I welcome you and your opening statement at this time.

OPENING STATEMENT OF SENATOR ENSIGN

Senator ENSIGN. Thank you, Mr. Chairman. I think this is a very
important piece of legislation because it affects a number of dif-
ferent issues, not the least of which is its impact on the small busi-
ness community, which serves as the backbone of our economy.

Corporate law has long been within the State’s domain. By forc-
ing States to amend their individual laws on corporate formation,
Congress is effectively imposing a Federal standard on business
creation, ignoring the particularities of each State’s business cul-
ture. With such a new Federal standard, there is no incentive to
choose one State over another when deciding where to form a busi-
ness.

I believe that this will hurt many business-friendly States like
my home State of Nevada. Businesses choose Nevada as their State
of incorporation because of our State’s regulatory climate, tax situ-
ation, and flexibility for companies to run their businesses how
they see fit. This week I received comments from the Nevada Sec-
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retary of State for this hearing and I would like at this time to sub-
mit his statement and letter to me for the record.!

Chairman LIEBERMAN. Without objection, so ordered.

Senator ENSIGN. If enacted, S. 569 would require my State to
add additional staff, undertake an extensive rewrite of the e-Sec-
retary of State processing system and deploy a new system, main-
tain a separate, non-public database, and deal with other oper-
ational infrastructure needs.

And this is a Democrat Secretary of State. According to their of-
fice, the estimated cost for initial implementation could reach as
high as $10 million, with ongoing operating costs of $1 million an-
nually. These are costs that my home State of Nevada simply can-
not afford at this time.

As a former small business owner, I know firsthand how difficult
it is to start and to grow a business. It is certainly more difficult
in today’s economic environment. Every dollar spent on the burden-
some requirements under this bill is one less that can be reinvested
in the business. Too often in Washington we see unintended con-
sequences of bills that, while they have a valuable purpose, turn
out to be overreaching in their application. I fear that this is the
case with this bill.

It will result in significant regulatory and compliance costs that
may have a chilling effect on the creation of new businesses and
new jobs at a time when our economy can least afford it. The term
“beneficial ownership” as defined in the bill is simply too broad.
Rather than qualifying it by some clear cut standard, the language
in the bill is borrowed from the Treasury Department’s use of the
term to determine the proper taxpayer on a bank account.

Because of the number of different entities involved, this is not
a workable comparison for corporations and LLCs. It leaves open
the possibility to interpret the definition differently. Rather than
risk the harsh penalties associated with non-compliance, entre-
preneurs will be encouraged to register their businesses only after
consulting with certain professionals, such as attorneys and ac-
countants. The expense associated with this new registration proc-
ess will simply be too great for many smaller startup businesses to
bear, resulting in less business activity and less job creation.

Mr. Chairman, we are not the first economic power to consider
the regulatory system proposed under this bill. In fact, efforts to
enact a similar regulatory scheme have failed in other jurisdictions,
most notably in the United Kingdom. I understand that one of the
witnesses in the Committee’s last hearing on this topic mentioned
this. The United Kingdom considered a system requiring upfront
disclosure of beneficial ownership as defined in a manner con-
sistent with the definition in the bill before us. The U.K. authori-
ties rejected this approach, concluding that “there were significant
disadvantages and no clear benefits, particularly when taken into
account the cost of introducing such measures.”

As a basis for their conclusion, these authorities noted “that
those engaged in criminal activities would not provide true infor-
mation about beneficial owners” and that “disclosure would result
in misleading information being included in the register.”

1The letter submitted by Senator Ensign appears in the Appendix on page 435.
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According to these authorities, requiring further details of bene-
ficial ownership “would be harmful to investigations through the
resulting misleading information provided by both criminal and in-
nocent shareholders.” Mr. Chairman, it is my hope that we can
continue to work together on this very important issue to ensure
that the needs of law enforcement are adequately met while not
overburdening our States or our business communities. I thank you
for this hearing.

Chairman LIEBERMAN. Thanks very much, Senator Ensign, for
that thoughtful opening statement. Normally we would just have
the Chairman and Ranking Member give opening statements, but
two of our colleagues here, and very valued Members of the Com-
mittee, have been involved in this matter quite a bit and I think
it would be helpful to the Committee, if they are so inclined, to ask
Senator Levin and then Senator Carper also to deliver some open-
ing comments.

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Thank you, Mr. Chairman. Last hearing we went
into a number of examples of how the hidden secret ownership of
corporations in this country denies law enforcement critical tools
and this hidden ownership is a significant security risk to our
country because it frustrates law enforcement in this country.

Just a number of examples. Viktor Bout, who is a Russian, one
of the most notorious arms traffickers in the world, is featured in
a book called “Merchant of Death.” Last year the United States in-
dicted him for conspiracy to kill U.S. nationals, the acquisition and
use of anti-aircraft missiles, and providing material support to ter-
rorists. To carry out his activities, he is known to use a network
of shell companies around the world, including companies formed
in countries like Liberia, Moldova, as well as here.

Now the first chart, which we have up in front of us here, lists
the names of 10 Texas and Florida companies alleged to have been
used by Viktor Bout over the years.! It also includes two Delaware
companies that were alleged in a 2002 Interpol notice, based on in-
formation from Belgium, to have been used by Viktor Bout to
transfer $325 million to carry out his activities. The chart does not
include another company, Garland Global Corporation, which Ro-
mania believes may also be related to Viktor Bout, but whose bene-
ficial owners are unknown.

In July 2009, Romania filed a formal request with the United
States for the names of the company’s owners and other informa-
tion, but it is unlikely the United States can supply the names
since as this Committee has heard before, our 50 States are form-
ing nearly two million companies each year and in virtually all
cases, doing so without obtaining the names of people who will con-
trol or benefit from those companies.

The end result is that a U.S. company may be associated with
an alleged arms trafficker and supporter of terrorism, but we are
stymied in finding out in part because our States allow corpora-
tions with hidden ownership. Here is another aspect of the prob-
lem. Last month my staff went on the Internet and typed in “shell

1The chart submitted by Senator Levin appears in the Appendix on page 368.
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company” as a search term. The first entry that came up was for
aged shell companies and provided a link to the Web site of a com-
pany called Go Risk-Free, which offers corporations for sale in all
50 States.

Chart two, which is in front of us,! shows how Go Risk-Free
promises “if you need a company that is in a certain State or age,
contact us and we will help you find it.” On the date that we
checked, Go Risk-Free had over 200 companies available for sale.
The price starts at $3,500. The first was a Nevada company incor-
porated in October 1928, 80 years ago. A secret buyer of this com-
pany can pretend to have had a U.S. business in operation for dec-
ades, could use that shell company to convince a bank to open an
account or issue a credit card and go from there.

These sales seemingly have no purpose other than to create a
misleading impression. The potential for criminals to buy these
types of companies without ever divulging their names or interest
is a threat to our security and to our well being.

At the Committee’s hearing in June, we were told about a New
York corporation that was secretly owned by members of the Ira-
nian military. Our government learned of that ownership interest
not from New York State records, but because another country had
the beneficial ownership information that we didn’t. We heard
about a network of 800 U.S. companies across the country that had
attracted law enforcement attention because they were transferring
suspect funds to each other and in and out of high-risk jurisdic-
tions.

When the Department of Homeland Security, Immigration and
Customs Enforcement (ICE), tried to find out the company’s own-
ers, all they could learn was that they were associated with a
group of shell companies in Panama. ICE eventually dropped its in-
vestigation, in part because not one of the 800 company formation
documents had any information on the true owners. Now, these are
only a few examples of U.S. companies being used to engage in a
wide range of wrong doing from money laundering to tax evasion
to drug trafficking and worse.

Right now we require people to provide more information to ob-
tain a driver’s license than to acquire a U.S. corporation. Most of
our States allow hidden owners to buy companies online, within 24
hours of a request in two States. For an extra $1,000, hidden own-
ers can form a U.S. company within a single hour.

In 2006, the leading international anti-money laundering body in
the world, the Financial Action Task Force (FATF) on money laun-
dering, issued a report criticizing the United States for failing to
comply with the FATF standard requiring countries to obtain the
true owners, the beneficial owners of the corporations formed in
their countries.

FATF set a goal of 2 years, until July 2008, for the United States
to strengthen its compliance with the FATF standard. We are now
more than a year past due with no progress to speak of. That is
why we introduced the bill which is the subject of today’s hearing.
Beneficial ownership information would be available to law enforce-

1The chart submitted by Senator Levin appears in the Appendix on page 367.
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ment presenting a subpoena or a summons. That information
would be available to the public only if State law so provided.

The minimal cost of adding a question to State incorporation
forms could be paid for with funds already provided to the States
on an annual basis by the Department of Homeland Security
(DHS). Our bill does not require any State law to be passed. Ne-
vada or other States will still have their business-friendly tax and
regulatory laws in place.

A host of law enforcement groups have endorsed our bill, includ-
ing the Federal Law Enforcement Officers Association, which we
will hear from today. It has also been endorsed by groups com-
bating financial crime, corruption, and tax evasion, including the
Tax Justice Network USA, Global Financial Integrity, Citizens for
Tax Justice, and many more. By the way, an identical version of
the bill was co-sponsored by President Obama last year when he
was a senator.

One final point, we have been fighting offshore secrecy laws for
years. These laws enable wrongdoers to secretly control offshore
corporations. Now we made a little progress on that front. More is
hopefully coming. But one of the impediments that we run into in
combating offshore secrecy is the point made by offshore jurisdic-
tions that the United States, itself, promotes corporate secrecy. A
report issued by Tax Justice Network earlier this week asserts that
Delaware provides more corporate secrecy than Switzerland dem-
onstrates that we have got to get our own house in order and com-
ply with FATF’s international standards on beneficial ownership if
we are going to continue to make progress on offshore tax havens
whose secrecy is a real problem and a real deterrent to law enforce-
ment.

Corporations were intended to shield owners from personal liabil-
ity for corporate acts, not to hide ownership. But today the cor-
porate form is being corrupted and is serving those who use the
corporate veil to hide their identities while committing crimes or
dodging taxes and robbing our treasury and taxpayers of billions
of dollars each year. It is past time to stop this misuse of the cor-
porate form and if we want to end inappropriate corporate secrecy
offshore, we have to stop it here at home when it comes to law en-
forcement and the needs of law enforcement.

So I thank you again, Mr. Chairman, for this opportunity to give
an opening statement.

Chairman LIEBERMAN. Thanks very much, Senator Levin. Sen-
ator Carper, good morning.

OPENING STATEMENT OF SENATOR CARPER

Senator CARPER. Good morning and thanks very much for hold-
ing this hearing and giving us, Senator Levin and I, an opportunity
to speak as well.

I know not everyone was anxious to hold this second hearing. I
am glad that we have. I am encouraged, having talked to a couple
of our witnesses today, that it has actually helped provide an op-
portunity for us to find a path forward—I think maybe to a com-
promise that will actually address the concerns that Senator Levin
has stated and I think all of us share about combating money laun-
dering and tax evasion, but at the same time meets, I think, the
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very legitimate concerns that Senator Ensign spoke to with respect
to undue burdens that we would place on States, including our own
State, and frankly all 49 other States as well.

Let me just say that as currently drafted, the bill exempts pub-
licly-traded corporations and businesses they form. Meanwhile, the
bill applies to more than 10 million small businesses in the United
States, placing them at a competitive disadvantage to their larger
brethren.

I just want to know, is this really the best possible way to ad-
dress money laundering? Since the bill notably exempts partner-
ships and several other business forms, including sole proprietor-
ships, won’t criminals just find another entity under which to con-
duct their criminal enterprises?

I know that some of us are confused as to why we're discussing
this issue in this Committee and not before the Banking Com-
mittee, which has jurisdiction over money laundering policies. The
reason is that the bill permits States to redirect their Federal
homeland security dollars to comply with its provisions and we
need to ensure that we have very good reasons to deprive police,
firefighters, and first responders with very limited Federal funds
before we move forward.

Recent press articles and reports have unfairly singled out the
United States, and notably my State, for its corporate laws. A re-
port by the Tax Justice Network which is represented on our sec-
ond panel today and notably funded by the Ford Foundation in
Michigan, asserts that the United States and the subjurisdiction of
Delaware are the most secretive jurisdictions in the world.

The report actually rates the transparency of the United States
above other jurisdictions, but because the report applies a
weighting factor that is based on the size of the U.S. economy, the
formula results in the United States receiving the highest secrecy
index in the world. Without such a weighting, the United States
would be tied with 16 other jurisdictions for 15th place.

Let me be very clear that the report provides no evidence to sup-
port its assertions. In fact, Delaware State company formation laws
are essentially identical to laws on the books in Michigan, Con-
necticut, Missouri, and many other States. Of the 12 criteria used
by this report’s authors to establish the secrecy’s rankings, six are
matters purely of Federal law or compliance and one of the criteria
was based on whether the jurisdiction answered a survey which
Delaware’s Secretary of State asserts it never received.

Even more troubling, no other State in the United States was in-
cluded in the survey. It appears even to the most casual observer
that this report may have been contrived to achieve a particular re-
sult. In fact, Delaware is doing a number of things to deter crimi-
nal enterprises. It has enacted laws that provide law enforcement
with better access to the information they need to prevent and
solve crimes.

Let me just give a couple examples. Delaware was the first State
in our Nation to adopt legislation responding to the concerns ex-
pressed by law enforcement regarding elicit practices of registered
agents. Delaware now regulates commercial registered agents and
has successfully removed a number of registered agents from doing
business in our State.
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Delaware requires every business entity to provide the name, ad-
dress, and phone number of a designated communications contact
person who is available to law enforcement. And Delaware re-
sponded to international criticism that U.S. company law permits
companies to issue bearer shares, stock certificates whose records
of ownership are not maintained by the issuing company, when we
explicitly banned the practice in statute to be consistent with long-
established Delaware case law.

We have heard from a number of diverse interests with respect
to this bill, the National Association of Secretaries of State, the
U.S. Chamber of Commerce, the National Association of Manufac-
turers, the National Conference of State Legislatures, and the
American Bar Association. Others also have raised legitimate con-
cerns with S. 569.

We will hear from the Treasury Department in testimony today,
even the international community has been unable to comply with
FATF recommendations on beneficial ownership, and therefore, un-
able to find a suitable way to date to address these complex issues.

We heard from the Uniformed Law Commission at the last hear-
ing and they worked on an approach that is designed to balance
all the interests, providing greater transparency, respecting State
privacy and mitigating the negative impacts on the economy and
on small businesses. There are a number of reasons for us to en-
courage more transparency and disclosure with respect to owner-
ship of legal entities. However, I fear that S. 569 would impose
undue burdens on State authorities and on legitimate businesses,
especially our struggling small businesses, at a time when the U.S.
financial system and our domestic economy are under severe stress.

I believe that there is a balance that can be achieved by working
together. We should start by respecting the job that our governors
and secretaries of State are doing in their individual States and
through the Uniform Law Commission. I also appreciate the work
that has been done since our last hearing by the Department of
Treasury and the Department of Justice. Together, I am confident
we can achieve an approach that works for all stakeholders.

And again, Mr. Chairman, I want to thank you for holding this
hearing and I would just say, I want us to work hard to get this
right. I think together we can find an approach that works for all
of us and that is what my intent is to do.

Chairman LIEBERMAN. I appreciate that very much, Senator Car-
per, and I share that goal as well. I thank the two witnesses, who
I introduced, on the first panel. So we will go immediately to David
Cohen, Assistant Secretary of Treasury for Terrorist Financing and
Financial Crime. Thanks very much for being here. Thanks for
your good work and we welcome your testimony now.

TESTIMONY OF HON. DAVID S. COHEN,! ASSISTANT SEC-
RETARY FOR TERRORIST FINANCING, U.S. DEPARTMENT OF
THE TREASURY

Mr. CoHEN. Thank you, Chairman Lieberman, distinguished
Members of the Committee. Thank you for inviting me to testify
today on finding a legislative solution to enhancing access to bene-

1The prepared statement of Mr. Cohen appears in the Appendix on page 377.
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ficial ownership information, a key step in combating the abuse of
legal entities by those engaged in financial crime.

I would like to begin by thanking Senator Levin for his leader-
ship over the years on this important topic. I would also like to ex-
tend my appreciation to colleagues across the government, State
and Federal, and in the private sector, with whom we have worked
to understand the challenge of beneficial ownership and develop ef-
fective solutions.

At the outset, it is important to recognize a number of key con-
siderations. First, the ability of elicit actors to form corporations in
the United States without disclosing their true identify presents a
serious vulnerability and there is ample evidence that criminal or-
ganizations and others who threaten our national security exploit
this vulnerability.

Years of research and law enforcement investigations have con-
clusively demonstrated the link between the abuse of legal entities
and weapons of mass destruction (WMD) proliferation, terrorist fi-
nancing, sanctions evasion, tax evasion, corruption, and money
laundering for virtually all forms of criminal activity. This abuse
is particularly prevalent with respect to legal entities created in
the United States. We know that elicit actors use the presumed le-
gitimacy of U.S.-based entities to gain access to the international
financial system and disguise the source of their funds or the pur-
pose of their transactions.

Second, information on the true beneficial ownership of a legal
entity at the time of formation, as its ownership changes over time
and when it opens accounts it is critical to stopping the exploitation
of legal entities. Third, the challenge of enhancing access to bene-
ficial ownership information is complex and requires a global solu-
tion. Treasury is working domestically and internationally to ad-
dress this challenge.

Fourth, we are keenly aware of the need to preserve an efficient
entity formation process and not to create unnecessary impedi-
ments to accessing the financial system for legitimate businesses.
And finally, we believe even incremental progress in this area to
enhance access to beneficial ownership information is likely to yield
substantial results.

Taking account of these key considerations, Treasury has devel-
oped a comprehensive approach to the issue of beneficial ownership
that includes the following elements. We favor legislation that re-
quires a submission of beneficial ownership information at the time
of company formation, the obligation to keep that information up-
dated, and the availability of that information upon proper request
by law enforcement.

Treasury is also working with the Federal financial regulators to
consider guidance and possibly new regulations for U.S. financial
institutions that will clarify when and how financial institutions
should identify and verify beneficial ownership while conducting
customer due diligence.

Internationally, we are working with our counterparts in the Fi-
nancial Action Task Force to ensure that its standards evolve in a
way in which compliance is both achievable and effective. The Ad-
ministration believes that S. 569 provides a good platform on which
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to construct the legislative solution we favor, provided that it is
amended and modified to address certain key issues.

We are fully committed to working with the Congress and our
interagency partners to craft amendments that will strengthen S.
569 in the following ways. First, we believe the definition of bene-
ficial ownership should be modified. Under S. 569, the ambiguity
and breadth of the definition, coupled with burdensome disclosure
requirements, makes compliance uncertain, time consuming, and
costly. We believe the definition of beneficial ownership should be
straightforward and simple in application to work for the full range
of covered legal entities.

Second, we do not believe the bill should impose anti-money
laundering (AML) obligations on company formation agents. As
drafted, S. 569 would require Treasury to impose AML program re-
quirements on a new class of financial institutions, so-called com-
pany formation agents, which raises substantial legal, policy, and
practical challenges.

We believe that the bill should not attempt to regulate company
formation agents under the Bank Secrecy Act, but instead should
establish clear and significant Federal, criminal, and civil liability
for persons who fail to provide accurate beneficial ownership infor-
mation as required by law.

Third, the bill should establish robust documentation require-
ments. As currently drafted, S. 569 does not impose any docu-
mentation requirements for beneficial owners who are U.S. per-
sons. In our view, S. 569 should require documentation for all bene-
ficial owners, foreign and domestic, to be held within the State and
made available upon proper demand by law enforcement.

Fourth, we believe that further study of the vulnerabilities asso-
ciated with the transfer of legal entities is required. S. 569 allows
for businesses to update their beneficial ownership information in
an annual filing with the State. This time gap introduces a signifi-
cant vulnerability for abuse upon the transfer of a legal entity and
requires further study.

Fifth, we believe the bill should not draw on State homeland se-
curity grant funds to carry out the obligations imposed by the law.
These funds are already relied upon by States to finance first re-
sponders in preparing for and responding to emergency situations.
Treasury is committed to working in earnest and expeditiously
with the Congress, our interagency partners, and other interested
parties to address these concerns and develop legislation that will
enhance the availability of beneficial ownership information in an
effective and workable manner.

I would like to thank the Committee for inviting me to testify
today and I look forward to answering your questions.

Chairman LIEBERMAN. Thanks very much, Mr. Cohen. That gets
us off to a good discussion and I am sure we will have a lot of ques-
tions for you.

Next is Jennifer Shasky, who is Senior Counsel to the Deputy At-
torney General at the U.S. Department of Justice. Good morning.
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TESTIMONY OF OF JENNIFER SHASKY,! SENIOR COUNSEL TO
THE DEPUTY ATTORNEY GENERAL, U.S. DEPARTMENT OF
JUSTICE

Ms. SHASKY. Good morning. Thank you, Chairman Lieberman,
distinguished Members of the Committee. I am honored to appear
before the Homeland Security Committee to discuss S. 569, which
addresses the need for greater transparency in corporate formation
in the United States.

While those of us in the law enforcement community understand
that the topic of corporate transparency does not readily evoke im-
ages of the criminal and extremist underworld and can often seem
quite esoteric, it is important to recognize that some of the worst
actors seek to exploit the lack of corporate transparency in this
country to harm our national and economic security.

For example, as Senator Levin already pointed out, Viktor Bout,
the infamous arms merchant and war profiteer designated by the
U.S. Department of Treasury, Office of Foreign Assets Control,
used U.S. shell companies to further his illegal arms trafficking ac-
tivities.

The Sinaloa Cartel, one of the major Mexican drug trafficking or-
ganizations that figures prominently in our discussions of trans-
border security. The Sinaloa Cartel is believed by U.S. law enforce-
ment to use U.S. shell companies to launder its drug proceeds.
Semion Mogilevich was recently named to the Federal Bureau of
Investigation’s 10 most wanted fugitives list. Semion Mogilevich
and his criminal organization are charged with using U.S. shell
companies to hide their involvement in fraudulent investment ac-
tivities and to launder money.

Yet each of these examples involves the relatively rare instance
in which law enforcement was able to identify the perpetrator mis-
using U.S. shell companies. Far too often, we are unable to do so.
Take for example the instance in which a foreign partner notified
U.S. law enforcement after uncovering a plot to send military cargo
which had been mislabeled as farm equipment to Iran.

Why contact us you might ask? Because in this instance, the sell-
er listed in the shipping documentation was a U.S. shell company.
Unfortunately, through this case and others, our foreign partners
have learned that in most instances, U.S. law enforcement cannot
identify the individuals who own and misuse U.S. legal entities, or
in the alternative, the significant investigative delays associated
with identifying the perpetrator result in criminal participants
staying several steps ahead of law enforcement, the trail turning
cold, or the case being terminated for statute of limitations or other
delay-related reasons.

The Administration believes that S. 569 is an important step in
the right direction on this issue and provides a useful platform on
which to construct an effective legislative solution. We have a num-
ber of recommendations that should strengthen S. 569 and are
fully committed to working with the Congress and our inter-agency
partners to craft legislative texts to amend the bill in order to ad-
dress our concerns.

1The prepared statement of Ms. Shasky appears in the Appendix on page 388.
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We also recognize, however, that no legislation can provide the
perfect solution to this problem. Whatever legislation we enact will
have some costs to legitimate business and will have some weak-
nesses that criminals can exploit. Despite this fact, the Administra-
tion is committed to taking what is has learned from studying this
problem and working with Congress to craft a legislative solution
that has maximum effectiveness with minimum burden on legiti-
mate business.

As noted in the department’s previous testimony, the first and
most critical issue facing law enforcement is the ability to identify
the living, breathing, beneficial owner of a legal entity: A natural
person. As currently drafted, S. 569 takes a significant step for-
ward on this point by including a definition of beneficial ownership
that would apply across all 50 States and ensure that criminals
cannot exploit definitional gaps between differing State systems.

The Administration would like to work with Congress and this
Committee to amend and further refine that definition to address
concerns in the business community that compliance will be uncer-
tain, time consuming, and costly. We believe the interests of law
enforcement can be met while also ensuring that the definition is
sufficiently straightforward and limited in application to work for
the full range of covered legal entities.

Once a more limited application is achieved, the Administration
recommends that S. 569 also be strengthened to require a credible
and legible photocopy of government-issued identification for each
beneficial owner to be held within the State. The provision and re-
tention of such information is critical to any meaningful effort to
promote transparency by assuring that law enforcement will have
a name and a face for all beneficial owners. Currently S. 569 re-
quires beneficial owners to provide their names and addresses to
the State, a requirement that should remain in place. However, the
bill only requires foreign beneficial owners to take the additional
step of providing legible photo identification.

The Administration recommends this requirement be extended to
all beneficial owners. Recognizing the challenges, both fiscal and
technological, that come with this effort, we believe it would be suf-
ficient for the photo identification to be maintained in the State
and not necessarily with the State.

Another issue encountered by law enforcement is the criminal
misuse of so-called shelf or aged companies, also previously ad-
dressed by Senator Levin. We often see companies transfer through
several middlemen before ultimately reaching the criminal perpe-
trator. In such cases, the investigation often leads to a formation
agent who has long ago sold the company with no record of the
purchaser and no obligation to note the ownership change.

While S. 569 partially addresses this problem, the Administra-
tion recommends further study of the vulnerabilities associated
with the transfer of legal entities, including identifying potential
solutions for updating beneficial ownership information with every
change. Additionally, the Administration recommends eliminating
the expansion of anti-money laundering obligations to company for-
mation agents, a significant administrative and regulatory burden
in favor of broader civil and criminal Federal liability for non-com-
pliance.
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Specifically, we believe the Federal penalties in S. 569 should be
amended to include criminal and civil liability for persons obligated
to hold beneficial ownership information if they fail to meet their
statutory obligations, including to maintain the confidentiality of
subpoenas and other legal process, thereby eliminating the so-
called tipoff problem.

Finally, while the Administration does not have an affirmative
position on which funding mechanism should be used to carry out
the obligations imposed by the bill, we note with concern that S.
569, as currently drafted, authorizes the use of State homeland se-
curity grant funds since these funds are already relied upon by the
States to fund first responders.

I would like to conclude by expressing the gratitude of the De-
partment of Justice for the continuing support that this Committee
has demonstrated in assisting law enforcement to protect our peo-
ple, businesses and institutions from those who would do us harm.
I would be happy to answer any questions you have.

Chairman LIEBERMAN. Thanks very much for your testimony,
Ms. Shasky. We will have 7-minute rounds of questioning.

I take it, just to clarify the point, although you said it pretty
clearly, that both of you have testified that the Administration sup-
ports S. 569, but with the amendments that you both have de-
scribed; is that correct?

Mr. COHEN. Mr. Chairman, I think the way we would phrase it
is that with the amendments and modifications that Ms. Shasky
has identified that we believe would strengthen the legislation, we
would be in a position to support the bill.

Chairman LIEBERMAN. OK, that is what I thought you had said.
Let me ask you briefly, Mr. Cohen, because this is obviously the
Homeland Security Committee, you are assistant secretary for,
among other things, terrorist financing. If you can tell us to what
extent this problem of shell corporations has frustrated investiga-
tions that you have done in regard to terrorist financing?

Mr. COHEN. Yes, Mr. Chairman. It has frustrated investigations
and I think Ms. Shasky’s testimony and other testimony that this
Committee and Senator Levin’s Subcommittee have received have
illustrated a number of instances where investigations have been
frustrated. The difficulty, of course, is that if there is a lead on a
business that may be involved in any matter of crime, including
terrorist financing, that when you try to get behind that—and what
we do at the Treasury Department is try to map out these net-
works, map out who is involved in raising the money and moving
the money. If you then go and try and figure out who the actual
people are who are involved and there is no access to the beneficial
ownership information, that can, of course, stymie the investiga-
tion.

It is also, I should add, a problem that some of our international
partners have encountered as they try to undertake similar efforts.

Chairman LIEBERMAN. In the United States or in their home
countries?

Mr. CoHEN. It is particularly a problem with U.S. corporations.

Chairman LIEBERMAN. Yes. But there have been specific cases
where you have been pursuing, for instance, a terrorist financing
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investigation and this shell corporation problem has frustrated
what you have been trying to do.

Mr. CoOHEN. It has. I do not want to overstate the problem. I
think what we see is a significant vulnerability and we have seen
some exploitation of that vulnerability. But it is a problem that we
have identified.

Chairman LIEBERMAN. In the testimony that you both offered, in
different ways you said something really interesting to me, which
is that the Administration’s position is that the law enforcement
community particularly can get the information that you need even
if a company’s beneficial ownership information, including particu-
larly photo identification, is held by a third party in the State rath-
er than in the State Secretary of State’s office.

That is interesting and I wanted to ask you to just go into that
in a little more detail. How would such a revised procedure work?
In other words, who would hold the information, particularly the
photographic documentation?

Mr. COHEN. I think in our conception of a modified bill, that in-
formation would be held with the State either by someone who is
in the corporation if the corporation is, in fact, operating in the
State, or if the corporation is not operating in the State of its incor-
poration, then there would be a designated person in the State who
would be holding that information. That person in the instance of
an out-of-state corporation or foreign corporation would need to
identify himself or herself to the Secretary of State’s office and cer-
tify that they have the credible and legible documentation informa-
tion.

So it differs on whether the corporation is operating in the State
or is operating outside the State, but in either instance, there
would be a person in the State who has that information.

Chairman LIEBERMAN. And the law, if you were drafting it,
would say that the individual holding the information would have
an obligation to present it upon request?

Mr. COHEN. Yes, sir.

Chairman LIEBERMAN. Request of law enforcement?

Mr. COHEN. Exactly.

Chairman LIEBERMAN. Again, in your ideal version of a bill on
this, what would States be required to ask on their incorporation
forms and how would law enforcement access the necessary infor-
mation without tipping off a subject of an investigation of a poten-
tial criminal?

Mr. CoHEN. The States would be required to obtain the name
and address of the beneficial owner as defined—and we can talk
about the definition of beneficial ownership. The concern about tip-
ping off is a very serious one and the legislation that we have in
mind would contain a very clear prohibition on tipping off, whether
it is by someone in the State Secretary of State’s office or this third
party who may be holding the documentation. They would be pro-
hibited from notifying the subject of the investigation that a sub-
poena has been received.

There are other places in the Federal criminal code where there
are similar prohibitions on tipping off and I think we would model
on those provisions.
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C}lllai};man LIEBERMAN. Ms. Shasky, do you want to add anything
to that?

Ms. SHASKY. No, I think he has covered it adequately, thank you.

Chairman LIEBERMAN. From what you have said, I gather that
the Administration does not favor making homeland security grant
funds available to the States for the purposes of this legislation.
Obviously, that provision, I presume, was put in the legislation be-
cause we did not want to create an unfunded mandate on the
States.

So it leaves naturally for me to ask, do you have any suggestions
for how we can help the States pay for the changes in these proce-
dures, or frankly whether we should help them pay for those
changes? Ms. Shasky.

Ms. SHASKY. Sure, we definitely do not support an unfunded
mandate.

Chairman LIEBERMAN. Yes.

Ms. SHASKY. We believe it is important to provide both the capac-
ity and the incentive to States that will enable them to carry out
the legislation. However, we would just note our concern, quite
frankly, in using the State homeland security funds as the mecha-
nism since they are used by first responders. The States are al-
ready relying on those funds for the first responders.

We look forward to exploring this issue further with the Com-
mittee in trying to identify, quite frankly, some appropriate sources
of funding.

Chairman LIEBERMAN. So in other words, you do not support the
unfunded mandate, but you do not support the use of the homeland
security grant funds because you believe there are more priority
claims on them, namely from first responders, correct?

Mr. CoHEN. I think that is correct.

Chairman LIEBERMAN. Thanks. My time is up. Senator Ensign.

Senator ENSIGN. Thank you, Mr. Chairman. Does the Adminis-
tration have a definition yet, or when can we expect a definition
on beneficial ownership?

Mr. CoHEN. We do not have legislative language that we are pre-
pared to present this morning. We are working with the Justice
Department and others in the Administration to craft language on
beneficial ownership. I think the principle that is guiding our work
in this area is as you said, Senator Ensign, that the definition
ought to be clear cut. It ought to be simple and straightforward and
a definition that can be easily applied by the two million or so peo-
ple a year who form corporations without needing to consult an at-
torney, consult an expert—that the entrepreneur sitting at their
kitchen table can look at this definition and figure out who the
beneficial owners are and submit the form.

Senator ENSIGN. I just want to encourage you that when you are
coming up with the suggestions for us that you do consult with
some of those small businesses that are going to be forming, to en-
sure that we are not putting that kind of burden on them. These
businesses will say that I have all my money invested in what I
have been doing. I just cannot spend more money on accountants
and lawyers to make sure that this thing is done right. And a lot
of these people are just common sense, street smart people. They
do not have a college degree. You have to take it down basically
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to their educational level for a lot of these small businesses and
make sure that we are not putting a burden on them.

Because frankly, job creation is something I think that all Ameri-
cans can agree we need right now. So I just want to make sure we
are not placing undue burdens on these businesses and I look for-
ward to seeing that definition when you get it.

If law enforcement came in and said that they want this informa-
tion, who is tasked with verifying that person is who they said they
are? Is it law enforcement? Is it the Secretary of State’s office? Be-
cause I think that this is one of the concerns that the Nevada Sec-
retary of State relayed to us. Who is going to be in charge of
verifying? Because that would be additional costs from the one’s I
mentioned earlier.

Ms. SHASKY. In our conception, Senator, it would be law enforce-
ment that would hold that responsibility.

Senator ENSIGN. So you would just get the information from the
Secretary of State’s office and then it would be up to you to deter-
mine whether that was right or not?

Ms. SHASKY. That is right. We are merely asking the State to col-
lect the information, not to verify it.

Senator ENSIGN. I see. Have you all done cost studies at all, like
what Secretary of State has submitted to us? ! Because there is one
thing to say that this thing is not an unfunded mandate, but as
we have seen a lot of times, it turns out to be a lot more expensive
than what the estimate are.

Have you done extensive studies on how much it is going to cost
each State? Because, for instance, Delaware and Nevada, we incor-
porate a lot more companies than other States do. How would you
divvy up the money, which is always a problem up here?

Mr. CoHEN. I do not believe that we have conducted any detail
analysis on the cost of implementation. I think what Ms. Shasky
was testifying to on the question of unfunded mandate is not that
we think this is a costless endeavor, but quite the contrary. We rec-
ognize that there are costs associated with the implementation of
this legislation if it were to be enacted and we are committed to
working with the Congress to find a way to resolve that issue for
the States, not that we think that this is something that is free.

Senator ENSIGN. Any comments, Ms. Shasky?

Ms. SHASKY. I agree wholeheartedly with my colleague from the
Treasury Department. Again, we are committed to working with
Congress to identify appropriate funding mechanisms.

Senator ENSIGN. Just to summarize, these are my major con-
cerns. One is that we do not hurt small business. Two is that we
do not have an unfunded mandate to the States, which we do a lot
up here, especially in the past. We do less of it now, but we still
do some up here. There are promises.

And then third is the fairness of the distribution of the funds.
Sometimes we will do a formula and we have to make sure that
it is not just done on population, but it is actually done on the need
for that State based on the numbers. Some of our States have tried
to enact laws that were friendly and made it easier to get into busi-

1The prepared statement of Nevada Secretary of State Ross Miller submitted by Senator En-
sign appears in the Appendix on page 435.
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ness. My State is one of those. We think that we have done a pret-
ty good job of balancing that.

I do think that law enforcement has legitimate concerns; there
is no question about that. But we have to be very careful that the
law of unintended consequences does not make things so burden-
some in the future that when we correct one problem that we are
making other problems much more severe.

Thank you, Mr. Chairman.

Chairman LIEBERMAN. Thanks very much, Senator Ensign. As is
our custom in this Committee, we call Members in order of their
arrival and for the information of my colleagues, that will be Sen-
ators Levin, Bennett, Carper, McCaskill, Burris.

Senator Levin.

Senator LEVIN. Thank you, Mr. Chairman. I thank both of our
witnesses. Their testimony is very helpful, very supportive.

I look forward to the definition on beneficial owners. We use the
Treasury definition in our bill. We thought the Treasury would love
that. It turns out Treasury does not particularly like its own defini-
tion and if you can simplify it, great. I think there could be some
improvements in your definition, frankly. Make it clear that we are
not going after single stockholders and those kind of straw man
issues which have been raised by opponents. So we do look forward
to your giving us the legislative language for whatever improve-
ments and strengthening that you think is appropriate.

One of the issues here in terms of beneficial owners however is
that as Ms. Shasky pointed out, I think very powerfully, what we
need are the living, breathing, natural persons. We are not looking
for some shell corporation to be called the owner. Would you agree
with that?

Mr. COHEN. Yes, Senator.

Senator LEVIN. Now the National Conference of Commissioners
on Uniform State Law (NCCUSL), in their proposal just requires
a records contact and that records contact could simply be an
owner of record, which could be a shell corporation, putting us
right back into a circle which leads absolutely nowhere in terms of
finding the beneficial owners.

Would you agree that the approach of NCCUSL in this regard is
not acceptable, Ms. Shasky, first of all?

Ms. SHASKY. Yes, Senator. To allow companies to provide any-
thing less than the beneficial owner information merely provides
criminals with an opportunity to evade responsibility and put
nominees between themselves and the true perpetrator.

Senator LEVIN. Do you agree with that?

Mr. CoHEN. I do, Senator.

Senator LEVIN. The letter which we received, I should say Sen-
ator Dodd received an undated letter, but it came after the Sep-
tember 22 letter, because the Secretary of the Treasury refers to
the Dodd letter of September 22.1 But that letter, which is a very
helpful letter, in one place suggests that the legislative proposal
would be built upon the NCCUSL approach. And I take it from con-
versations both with Secretary of the Treasury Timothy Geithner

1The undated letter to Senator Dodd submitted for the Record by Senator Lieberman appears
in the Appendix on page 433.
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and from what you have said here today that is not accurate, that
it would not be built on that proposal. Can you clarify that?

Mr. CoHEN. Certainly, Senator. I think what Secretary Geithner
was driving at in the letter is that the NCCUSL proposal has some
ideas in it that we think are useful and worthy of developing, not
that the Department of Treasury supported the NCCUSL legisla-
tion.

I think the idea is that we will draw from the NCCUSL legisla-
tion. We will draw from other ideas that are out there, use that to
inform our steps forward in terms of building on the platform of
S. 569.

Senator LEVIN. That their approach to the definition of beneficial
ownership is not one of them.

Mr. COHEN. I think that is right. There are other aspects of that
bill that have some useful ideas, but not that.

Senator LEVIN. You have also indicated, I believe, this morning,
Mr. Cohen, that the documentation information, such as passports
and photos, which you believe should be provided even for domestic
corporations, which we do not require for domestic corporations in
our bill, we made a big effort to keep this simple and not to have
a big burden, and that was one of the ways in which we avoided
a burden, by saying foreign corporations, of course, you've got to
provide photo identification, passport, whatever, but not for domes-
tic corporations.

That was a compromise we made to try to accommodate the very
concerns that had been raised about avoiding complexity. But when
you testified earlier, because you support that documentation being
provided for domestic corporations as well as foreign corporations,
you indicated, I think, that your intent was that documentation in-
formation could be or should be kept in the hands of a third party
in the State rather than kept by the State.

But I also understand that your intent, and correct me if I am
wrong, is that the actual information, the basic name of who the
beneficial owner is, would be provided with the incorporation form
and updated to the State itself and then that would be available
from the State to law enforcement; is that correct?

Mr. CoHEN. I think you have it exactly right.

Senator LEVIN. OK, because I think there was a little confusion
on that point, which I wanted to clarify. If false information is pro-
vided on the form, would it be fair to say that even that informa-
tion might be helpful? We do not require verification, again to
avoid the very expense and complication which some of the oppo-
nents representing States that do a lot of incorporation have point-
ed out they want to avoid.

So one of the ways we avoid it is to not require the State to
verify the name of the beneficial owner. However, even false infor-
mation, is it not accurate to say, would be helpful because it could
help to prove the intent element that is a part of many crimes that
somebody intentionally lied; is that fair, Ms. Shasky, first?

Ms. SHASKY. That is exactly right, Senator, and it is within the
jurisdiction of the United States at that point.

Senator LEVIN. And Mr. Cohen?

Mr. CoHEN. I agree with that, Senator.
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Senator LEVIN. In terms of the mandate issue, we want to avoid
a mandate as well, so we provide a possible source of funds, but
we do not require that the source be used and we are more than
happy to have you folks provide additional sources. We look for-
ward to it being in the Department of Justice budget perhaps or
the Treasury budget. But one way or another, we are very happy
to do that.

But I would point out that the law enforcement community, very
much supports this bill and wants to avoid an unfunded mandate
as well so we do not sink the bill with that issue, those first re-
sponders, those law enforcement community folks favor this bill
and I believe will point out that it will help them much more to
be able to find the criminals than they would be losing by a fairly
minor loss of any funds that go to the Department of Homeland Se-
curity.

So I think we will find out later this morning that the law en-
forcement community does favor this approach as a possible source,
not a required source. But in any event, we would welcome also
your suggestions as to alternative sources for what I think will be
fairly nominal funds, but important expenditures to go after crimi-
nals and so forth.

Thank you, Mr. Chairman.

Chairman LIEBERMAN. Thanks very much, Senator Levin. Sen-
ator Bennett.

OPENING STATEMENT OF SENATOR BENNETT

Senator BENNETT. Thank you, Mr. Chairman. I have never had
anything to do with law enforcement, but I have run a small busi-
ness, a number of businesses, so I come at this with a different
kind of aspect. I do not want to get in the way of law enforcement
under any circumstances, but I do not understand it, having not
any personal experience.

I do see the potential of getting in the way of small business, in-
deed medium business or even large business. If I may without
being offensive, suggest that some people in law enforcement do
not understand business any better than I understand law enforce-
ment. And since it is business that is going to be affected by this,
we have to be very careful how we do it.

Let me give you some concerns. First question, who is going to
have access to this information? Competitors? If I am a competitor
and I want to know who the beneficial owner is of my competition,
can I go to the State and ask for it and get the information? Or
is it exclusively available to law enforcement?

Ms. SHASKY. Senator, we are recommending that it be exclusively
available to law enforcement upon the appropriate issuance of proc-
ess.

Senator BENNETT. So the information sits there, but nobody can
get at it until somebody shows up with a subpoena?

Ms. SHASKY. That is correct, Senator.

Senator BENNETT. All right, that lowers my temperature a little
bit. [Laughter.]

Many times, not overwhelmingly

Senator ENSIGN. If the Senator would yield? The one point to
make about that is, though, the Secretaries of State will have to
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have separate databases for that because right now they have one
that is public and they will have to have one that is completely pri-
vate, which is a big part of their expense is going to be raised.

Senator LEVIN. Yes. Perhaps just on that point, we could ask
Secretaries of State whether or not it is not true that already they
keep certain information private in a separate database. If I could
also, my next time, just to clarify one other point, we do allow in
our bill the States, if they want to, could make information avail-
able, but we prohibit it in the bill.

Senator BENNETT. You prohibit it, but you make it possible?

Senator LEVIN. Only if the State

Senator BENNETT. Help me understand that.

Senator LEVIN. We prohibit it. We say only if a State decides
that they want to make it available for whatever reason.

Chairman LIEBERMAN. You might call it a State opt-out. [Laugh-
ter.]

Senator LEVIN. We are trying to protect the rights of the States
here. We are trying not to trample on the rights of the States. Peo-
ple say do not impose these requirements on the States, so all we
are saying is just collect the name. It is only available to law en-
forcement, but we are not going to stop a State from making it
available to someone else.

Senator BENNETT. But you force the State to collect it in the first
place.

Senator LEVIN. We do.

Senator BENNETT. That is the circumstance that gives me con-
cern. If I form a company, and I think it is going to be marvelously
successful over time, and I give shares to my grandchildren, does
the State have to have pictures, baby pictures, of my grandchildren
and as the grandchildren grow up, are those pictures now false be-
cause they do not look anything like the teenagers or whatever?

This whole thing sounds wonderful, but in the reality of the way
these small companies are often operated, is there a liability that
somebody is going to be sued because the picture does not match
what is in the file?

Ms. SHASKY. Senator, we would not recommend a private right
of action based on this bill and would instead support very limited
and focused, targeted civil and criminal Federal penalties in appro-
priate circumstances.

Senator BENNETT. Well, again, details come down to what Sen-
ator Ensign was talking about. These are definitions. We want to
know who the beneficial owner is by definition and my grandchild
becomes a beneficial owner by definition, is there a liability if at
some point the company gets sold to this company, but there is still
a stock certificate somewhere and the Federal Bureau of Investiga-
tion (FBI) shows up looking for my grandchildren as being involved
in a criminal activity?

You do not need to comment on that because you say it is prob-
ably not going to happen, but is one of the things I raise that peo-
ple get concerned about.

Now let me get to the one that I am most concerned about. A
major source of job creation in this country, unique to this country
that no other country understands, is the venture capital (VC)
world. People in the venture capital world have a variety of ave-
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nues through which they can place their money to try to partici-
pate in the explosion of technology.

I am not sure I would do this, but there are some VCs that say,
we see X number of companies in this particular arena, we are
going to invest in every one of them on the assumption that one
of them will hit it and we do not know at this point which one it
is. All right, somebody invests in that VC not knowing how the VC
is going to make the bet among these 10 startups.

One of the startups gets taken over by Mr. Bout. The fellow who
invested in the VC is listed as a beneficial owner in that particular
enterprise. He finds out that he has that kind of exposure and he
says, I am not going to put in any money, I am not going to run
that risk.

Help me understand why he should not be concerned.

Mr. COHEN. Senator, I think the answer to that question turns
on how the term “beneficial ownership” will be defined in the legis-
lation. I think our ideas, I tried to explain previously, is that it be
a simple straightforward definition, and as well, a definition that
does not require small holders of an interest in a corporation to be
identified. But I think we are looking to set a threshold of owner-
ship at a sufficiently high level that the beneficial owners, the need
to be identified to the State, are those who have really a truly sig-
nificant interest in the corporation.

So I think in your hypothetical I am not sure that the person
who invests in the VC firm, which then invests in a corporation in
the first instance, would be identified as a beneficial owner and

Senator BENNETT. Well now, if we go where Senator Levin was
going, who is the beneficial owner, the real live breathing person?
It is the ABC Venture Capital Company. We have to get behind
that veil and find out who owns the company. We go behind the
veil and we find several investors, one of which is Senator Ensign’s
family foundation. Who are the beneficial owners of his family
foundation?

Now we get to his kids and his kids are tainted with an inves-
tigation that says somehow they are involved. These definitions
have to be very important and I just echo what Senator Ensign has
had to say about as you are putting them together, do not just talk
to law enforcement. Do not talk to me from the law enforcement
side because I do not know anything about that from personal ex-
perience.

But do not just talk to law enforcement. Talk to people in the
business world and have them walk you through scenarios like the
ones I have raised because they are going to come up with a whole
lot more than I have come up with that are going to say, there will
be unintended consequences of enormous complexity down the road
from here that will end up causing people to say, I will not invest
in this venture capital company or that venture capital company
will not invest in these kinds of startups because we are afraid.

The average law enforcement person says, you do not need to be
afraid. As long as you do not do anything illegal, we are not coming
after you. Yes, well let me tell you how zealous the attorney gen-
eral in my State is to embarrass me, and I will not go any farther
with that one, but I think you all know who I am talking about.

VerDate Nov 24 2008  09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00065 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT



60

Pay attention to the people who are going to be making this thing
work in their real lives.

Chairman LIEBERMAN. Thanks, Senator Bennett. You know, in
terms of the practical implications that you are focused on, you
mention a picture of your grandchildren. Just for the record, would
you indicate how many grandchildren you have been blessed with?

Senator BENNETT. Twenty, Mr. Chairman, and I am a far second
with Senator Bunning.

o Chairman LIEBERMAN. But a strong second, I would say. Senator
arper.

Senator CARPER. You just asked. My first question would be of
Senator Bennett. Senator Bennett, would that be 20 and counting?

Senator BENNETT. I believe we have shut down production at this
point. [Laughter.]

But you never can tell.

Senator CARPER. I once asked Senator Bunning, how many
grandchildren does he have? It was 30-something, maybe 39. I once
asked him, how do you remember all their names? And he said, we
use nametags. Whatever works.

A question, if I could, for both of our witnesses. Again, thank you
very much for being here and for your input today. I just want to
clarify the Uniform Law Commission approach.

My understanding of the Uniform Law Commission model law is
that the records contact and the responsible individual must be a
real live person. I think in Section 2 it says that the records contact
and responsible person must be a live person, not another entity.
I just wonder, is there some confusion about the language in the
Uniform Law Commission approach?

Mr. COHEN. Senator, I do not think there is any confusion in
what the Uniform Law Commission has done with respect to the
records contact and responsible individual. They do require a live
person. I think one of the concerns that we had with the legislation
is that, I think, there is not an obligation for that live person to
not be a nominee. And what I think is important in the legislation
is that we get at the true beneficial owner and not someone who
may be a nominee.

Senator CARPER. I am tempted to say that maybe we could tweak
it a little bit and say really live person as opposed to real live per-
son, but I think you get my point. We believe the language is actu-
ally pretty straightforward. We are talking about a real live person.

Secretary Cohen, if I could follow up with you. Would it be dif-
ficult for law enforcement to identify the corporation formation
agents in Delaware?

Mr. CARPER. Senator, I think that law enforcement would have
some difficulty in identifying all the corporation formation agents
in Delaware. I think as was previously indicated, Delaware has re-
quired the registered agents to be known to the State and to have
a place of business in the State, but I think that is distinct from
the corporate formation agents.

And one of the concerns that we have with the bill as currently
drafted is that if the Treasury Department were required to regu-
late company formation agents, we would have some difficulty in
identifying all of the corporate formation agents in Delaware and
around the country.

VerDate Nov 24 2008  09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00066 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT



61

Senator CARPER. As I said earlier, and I will say it again, I think
Delaware might have been the first State in our country to adopt
legislation responding to concerns expressed by law enforcement re-
garding illicit practices of registered agents and we now regulate
our commercial registered agents. We are not the only State that
does that. I think Nevada does that now and I believe Wyoming
does it as well.

Assistant Secretary Cohen, a lot of attention has been paid to the
Treasury Department’s definition of beneficial owner. I think you
alluded to this in your comments, but as it is defined in the Treas-
ury Department’s anti-money laundering regulations.

Was this definition as drafted intended to apply to corporations?
Wasn’t the definition really meant to apply to bank accounts, not
to corporations? And why are these terms not interchangeable?

Mr. CoHEN. I think that’s exactly right, Senator. The definition
that is currently in the legislation is taken from a regulation that
is designed to implement the requirements that when a foreign
person is seeking to open a private banking account that the bene-
ficial owner of that private bank account be identified.

In that context, you have presumably a sophisticated person who
is opening a private banking account that legislation requires that
there is a $1 million minimum in that bank account. So you pre-
sumably have a sophisticated person dealing with a private banker
and discussing who may be the beneficial owner of that bank ac-
count.

The context that we are considering today, of course, is beneficial
ownership of a corporation, which is obviously a different question
than beneficial owner of a bank account and also one in which, as
I indicated previously, we want to facilitate the entrepreneur who
may not be the sophisticated foreign person opening a private bank
account to be able to understand readily and easily who the bene-
ficial owners are.

So that is why although we like our definition very much, for the
foreign private banking account context, we do not think that it can
be transferred into this context.

Senator CARPER. And I would agree. A follow-up, if I could. The
Treasury Department, as head of the U.S. delegation to the Finan-
cial Action Task Force, plays a key role in developing guidelines
that govern anti-money laundering efforts within the United States
and I think leads the U.S. enforcement internationally through
FATF.

Deep concern was expressed at our last hearing, as you may re-
call, that the United States is not in compliance with the Financial
Action Task Force Recommendation 33, which requires countries to
obtain beneficial ownership information for the corporations formed
under their laws.

What countries are in compliance with FATF Recommendation
337

Mr. COHEN. Senator, there are a few countries who have been as-
sessed by FATF to be in compliance with Recommendation 33, al-
though the vast

Senator CARPER. Like 10 or 20?
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Mr. COHEN. Something in that neighborhood. The vast majority
of countries, both FATF members and non-FATF members, have
been found not to be in compliance.

Senator CARPER. Why are more countries not in compliance?

Mr. CoHEN. Well they are not in compliance frankly because this
is a very difficult recommendation to comply with in the FATF rec-
ommendations to obtain beneficial ownership information and
there has been efforts in a number of countries and in the Euro-
pean Union to come up with a mechanism to obtain beneficial own-
ership information at the time of company formation. Frankly, they
have not solved this problem effectively.

I think the one jurisdiction that seems to have done this well is
Jer?ey, not New Jersey, but the Island of Jersey, which is obvi-
ously

Senator CARPER. I was going to say, I find that hard to believe.
[Laughter.]

But, I will not say that.

Mr. COHEN. But their economy and their business formation
business is far different from what a major economy like the
United States confronts. And so I think the reality is that most
countries have not been in compliance and no country that is even
remotely on par with the United States in terms of its economy has
been able to solve this problem effectively.

Senator CARPER. Thank you for your responses. Thank you, Mr.
Chairman.

Chairman LIEBERMAN. Thanks you, Senator Carper. Senator
McCaskill.

OPENING STATEMENT OF SENATOR MCCASKILL

Senator MCCASKILL. Thank you, Mr. Chairman. I completely un-
derstand why this legislation is important and why we need to get
it passed. Because of my experience in law enforcement and under-
standing that having a thread to pull is sometimes the difference
between success and failure in a huge investigation where if you
can’t find any threads to pull then you hit that wall. There is no
feeling of helplessness that is more acute than when you know
there1 1is really bad stuff out there and you cannot find the thread
to pull.

I know this legislation, if we do it right, will provide lots of
threads for you all to pull. The problem is we have to be careful
that the benefits outweigh the cost of compliance, both directly to
businesses and indirectly to our economy. And that is the tricky
part and that is why this definition is so important and why I
think you are really going to have to focus with maybe a broader
view than you typically would have.

Because of what you do, you focus laser-like on how you continue
the path of investigation to get the evidence you need to bring
someone to justice and sometimes—I mean, there is a hyper focus
that leaves out some of the things that Senator Bennett and Sen-
ator Ensign have talked about. I do think it is important though,
when we talk about this definition, that we are talking about some-
one who is exercising control. I mean, what we are trying to get
here is not who benefits from the corporation in terms of its suc-
cess, but rather who is it that is in control.
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While there are many venture capitalist firms that invest in cor-
porations, they generally are not exercising control. Do either one
of you have a comment on that in terms of that exercising control
that we are trying to get to in this quest for the right definition?

Ms. SHASKY. Senator, I think you are exactly right. That is, at
the end of the day, what we are concerned with, finding the nat-
ural person or persons who are in control of that company. I pro-
vided some examples of instances where we were able to identify
the worst actors out there who used U.S. shell companies. But real-
ly what happens most of the time is we have a victim who comes
to us and reports a very difficult crime. We are very sympathetic,
obviously, to the victimization, but the victim does not know who
it was that perpetrated the crime and nor do we.

It is these U.S. shell companies that are used as the shield be-
tween law enforcement and the victim on one side, and on the
other side of the shield the criminal perpetrator. If we cannot get
behind that shield and identify who is ultimately exercising control
over that company, we are not going to solve those crimes because
we are unable to solve those crimes.

Senator MCCASKILL. I think it is important for the record, I un-
derstand—I do not think that anyone has asked this directly yet—
I could give an answer here, but I think it is more important for
you all to give an answer. What is the argument when someone
says well, someone who is a criminal is not going to really put
down the right name? They are going to make up a name. How do
you address that concern that people have that we may be putting
a burden on legitimate businesses while the bad guys are merely
going to give fictitious information?

Ms. SHASKY. There are two answers to that. There are two re-
sults that come from having effective legislation in this area. We
do have a thread on which to pull, as you mentioned earlier, and
the trail does not go cold. So we have an avenue to go down. Or
in the alternative, the criminal chooses not to use U.S. companies
to perpetrate his crimes. We have successfully hardened ourselves
as a target of criminal perpetrators.

U.S. shell companies are particularly advantageous to criminals
because they come with an air of legitimacy. Using a shell company
from a small offshore haven, that highlights for law enforcement
that there may be a problem and that we need to look there. The
United States, as everyone has mentioned, is mostly engaged in le-
gitimate commerce, and therefore, it is very easy for criminals to
hide their activities, their criminal activities in the stream of our
legitimate commerce. If we harden the target, they will no longer
be able to do so.

Senator MCCASKILL. I know you said, Ms. Shasky, that you guys
do not keep statistics on the use of shell corporations, but can you
talk about it as a trend? Are you confident that this is a growing
trend? Are you confident that this is something that is much worse
today than it was a decade ago?

Ms. SHASKY. There is no question, Senator, and perhaps the best
kind of anecdotal evidence of that is witnessed by myself and my
colleagues every day as we train on this topic. We actually train
law enforcement and prosecutors, both domestically and abroad,
about the problem of U.S. shell companies, how you might inves-
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tigate a case that involves this complex problem, what steps you
can try to take. But we typically ask your question.

And about a year ago, in fact, we had an audience of about 75
investigators from nine different Federal agencies, as well as Fed-
eral prosecutors from around the country, and we asked them just
by a show of hands to tell us how many of them have had cases
halted because they came to a U.S. shell company and the trail
turned cold. They were no longer able to proceed.

And sitting in that audience, it sure seemed to me that every
hand in the audience was raised. And, if it was not every hand, it
was nearly every hand. This is not a singular experience. This hap-
pens time and again. Every time we go overseas to talk to our for-
eign colleagues, lecture on money laundering, and how to inves-
tigate it; after every one of those classes, we have some member
of law enforcement approach us to discuss the problem of U.S. shell
companies. They ask whether we can do anything to fix it. So it
is extensive.

Senator MCCASKILL. I heard both of you say that you are op-
posed to the method of funding that this bill embraces. I under-
stand that is the company line at this point and I get that. I really
would, though, urge you all to whatever extent you can, run it up
the chain.

You know, I audited the use of these homeland security monies
in my State and it was not good how a lot of this money was used.
Suits sitting around in boxes that had never been opened, units in
rural areas that had never really been formed, but they were get-
ting money for stuff that probably in the long run is not a high-
risk area.

You all know that terrorists cannot succeed unless they move
money. If shell corporations are being used to help terrorists move
money, then it seems to me that this would be a great use of home-
land security monies to the States because money is the weapon of
choice as it relates to terrorists activities because we are not talk-
ing about putting together armies.

We are not talking about buying weapon systems. We are talking
about moving money around the world in ways that are going to
kill people. I hope you guys reconsider the position you are taking
on the use of these homeland security monies. I think it would be
important and I think we have to work on these definitions so we
do not have unintended consequences.

But I think this legislation is really important to national secu-
rity, Mr. Chairman.

Chairman LIEBERMAN. Thanks very much, Senator McCaskill.
Senator Burris.

OPENING STATEMENT OF SENATOR BURRIS

Senator BURRIS. Thank you, Mr. Chairman, and to our two wit-
nesses. This has been a very interesting hearing, and I am wearing
several hats here. I am a former law enforcement person. I am also
a former private business owner. I find this very interesting in
terms of how we are going to deal with this.

I am looking at several situations in terms of incorporation. I am
talking primarily about the State of Illinois now. You can get the
S Corp. You can do the C Corp. You can do the LLC. And those
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are all registered with the Secretary of State. By the way, I am
also a lawyer who did all these incorporations and I am going to
deal with the other point in a few seconds here.

Now if someone were to form a general partnership, you all have
no access to any type of State records; is that correct?

Mr. COHEN. That is correct, Senator.

Senator BURRIS. I just want to make sure I get the legal basis
clear. Because you are talking about documents that are just filed
with some entity; is that correct?

Mr. CoHEN. [Nodding affirmatively.]

Senator BURRIS. Now having served as a registered agent for sev-
eral corporations and companies, and in your legislation you talk
about the live person that Senator Carper was mentioning, I just
wondered why all of that repository of information cannot be
placed—I am sure you have all thought about this; I just maybe
have not run across your notes—with that registered agent or re-
quire every entity to have a registered agent that the documents
would be with, pictures, and any change in the corporation would
have to be on that registered agent?

That would be a source that law enforcement could go to and
there would be penalties for that registered agent for not keeping
up with the changes in the corporate structure. For example, Illi-
nois just caught up with this notary requirement. We can notarize
stuff. Your law partner would bring it in and you would notarize
it. There turned out to be a lot of problems with that, because my
church got involved with all these notary frauds with the transfer
of real estate and using defunct corporations, corporations that
failed to file their annual reports to find out who is now defunct
and then reincorporate the corporations and then take over.

As a matter of fact, he took over our church, owned our church
and sold off some of our empty land. We were able to get it back
because they had a smart lawyer called Roland Burris, but anyway.
[Laughter.]

I am just wondering whether or not the registered agent exten-
sion would be a solution to the problem that would cause whoever
the players are in the corporate structure, that is who you go to
if you—I served on a regulated investment company board and we
created LLCs—LLCs to own LLCs, to own LLCs. Each one of those
LLCs has to have a registered agent.

Any entity that is filed should have an identifying person who
then the Secretary of State could send law enforcement to and with
a picture or whatever that registered agent would need to have on
file, and if that registered agent is not keeping track of the cor-
porate structure, then there would be certain liabilities on him. Is
that within your thoughts?

Mr. COHEN. Senator, we have been thinking about different
methodologies for how the documentation should be held. I think
our current approach is for corporations that are operating within
the State, that it is sufficient for that corporation to have the docu-
mentation available to law enforcement. If the corporation is not
operating in the State, then someone in the State needs to have
that documentation.

It could certainly be the registered agent who could serve the
dual purpose of being the registered agent for service of process
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and other reasons, as well as the person that the corporation has
designated to hold the documentation.

Senator BURRIS. Would we have to change State laws to some ex-
tent in this regard or would Federal laws be able to strongly sug-
gest ways that they have gotten around the 10th Amendment for
States to take certain actions?

Mr. CoHEN. I think there is a variety of ways to accomplish this
and undoubtedly they will be required to have some changes in

Senator BURRIS. Even if you had a corporation that was incor-
porated in Illinois, it still has to have a registered agent and you
still look to the registered agent of that corporation, have the re-
sponsibility on that entity that is called the agent of that company
and that agent should know every player, have a picture of every
player, have a document of every change in that entity and there-
fore you have your strings, as Senator McCaskill was saying, to
really pull on.

Mr. COHEN. Senator, I think that is one possible approach. I
think we are in the process of discussing with each other, and as
many of your colleagues have suggested, reaching out to the busi-
ness community to formulate of the best approach to these various
questions. No, I think your suggestion is a useful one.

Senator BURRIS. Having been a registered agent, having formed
corporations—I mean that is what I did in my legal practice nor-
mally. And I even served as the registered agent for several compa-
nies. The responsibility has been on me to file those annual reports
and get in touch with the principals and keep them advised. And
even if you are a Delaware corporation, you still are going to have
to have a registered agent in Senator Carper’s State, wherever you
are, whether Nevada or wherever.

The other thing I do not want to see—I am not going to agree
with any unfunded mandates here. Let’s not put anymore burdens
on these State governments, because I have been trying now, Mr.
Chairman, to get my bill out of this Committee that deals with giv-
ing assistance to those State governments for their transparency on
that stimulus money.

Our State comptrollers, our State auditors—S. 1064 has not
moved out of this Committee and those State governments are suf-
fering right now with having to do all this accountability on this
stimulus money that is coming in, but they have no money them-
selves and we are holding up a piece of legislation here now that
is an unfunded mandate on State governments. They are now try-
ing to keep up with what the transparency accountability is sup-
posed to be in those States with all those billions of dollars coming
in and they have no other resources to do it.

So I am hoping, Mr. Chairman, that S. 1064 can get the hold off
of it and we can get it out of the Committee, because this is what
we are going to do if we pass this legislation; you are going to have
something that the States are going to have to do. There is not
going to be any money and we are then going to find ourselves with
the States struggling and suffering again and having to tell them
they have to raise taxes.

So I am not going to be that supportive of any legislation that
is going to be without some funds going into those States to carry

VerDate Nov 24 2008  09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00072 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT



67

on this activity, even though with my law enforcement hat on, I
think it is a good idea.

Chairman LIEBERMAN. Thanks, Senator Burris. As you know, I
support that legislation. Unfortunately, there have been holds on
it.

Senator BURRIS. Yes, and Mr. Chairman, it is now your bill.

Chairman LIEBERMAN. We should reason together——

Senator BURRIS. You and the Ranking Member took over my bill
with the—— [Laughter.]

Chairman LIEBERMAN. It wasn’t an unfriendly takeover.

Senator BURRIS. It was a great takeover. I loved it because that
gave it impetus and I just knew it was going to sail right through.
I am wondering what happened.

Chairman LIEBERMAN. We will see, I hope. Mr. Cohen and Ms.
Shasky, I thank you very much. I am afraid we have to go on to
the second panel because there is a vote called in about 45 minutes
and I want to give the four witnesses time to testify and Members
time to question them.

I am sure there will be questions that will be submitted to you
for the record and I appreciate your testimony. It has been very
thoughtful and very forthcoming. I look forward to working with
you. Thank you very much.

We will call the second panel now, David Kellogg, Kevin Shep-
herd, Jack Blum, and John Ramsey. Thank you all very much for
being here. Thanks for your patience in sitting through the first
panel. I thought it was an interesting, helpful panel and I hope you
did too.

This is a group of witnesses from outside the government who
have practical experience and have different points of view that
will be helpful to the Committee in reaching judgment on this leg-
islation. We have reduced the time to 5 minutes. If you go over a
little bit, we are not going to forcibly evict you, I assure you.

The first witness is David Kellogg, President and Chief Executive
Officer of Solers, a privately-held company that provides technology
services to the U.S. Government, has more than 120 employee-own-
ers—interesting—and involves multiple legal entities.

Mr. Kellogg, we welcome you and invite your testimony now.

TESTIMONY OF DAVID H. KELLOGG,! PRESIDENT AND CHIEF
EXECUTIVE OFFICER, SOLERS, INC.

Mr. KeELLOGG. Thank you, Chairman Lieberman, and distin-
guished Members of the Committee on Homeland Security and
Governmental Affairs, for the opportunity to testify today on the
impact on business of S. 569, Incorporation Transparency and Law
Enforcement Assistance Act.

Solers believes strong corporate governance and capital forma-
tion are a vital part of any vibrant economy. We also agree with
the priority of combating terrorism and money laundering. How-
ever, I must express my serious concerns with S. 569 because it
does not appear to combat money laundering and places additional
burdens on American businesses during the worst economic down-
turn in 75 years.

1The prepared statement of Mr. Kellogg appears in the Appendix on page 395.
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Founded in 1999, the Solers employee-owners are proud to be
part of the effort to make our Nation safer through our primary
lines of business, net-centric systems, and mission support services.
We have a strong working relationship with the Department of De-
fense and the intelligence community and our mission at Solers is
to find practical and innovative solutions to meet the challenges
they face in fulfilling their vital missions.

To achieve these critical missions, Solers relies on our principal
asset, our talented staff, which is comprised primarily of engineers
and scientists. An important component to attracting and retaining
our team is that our employees have the opportunity to own a piece
of Solers as shareholders. As a result, Solers is privately-held by
its employees, former employees and directors, and is a Virginia C
Corporation with about 140 stockholders.

The majority of Solers’ staff are owners and we found that they
greatly value this benefit. With our employees owning stock in the
company, they satisfy the broad definition of beneficial owners
under S. 569. Upon review of S. 569, I was struck by several issues
that I believe would both impede the effectiveness of the legislation
such that it would not be an effective deterrent to illegal activity
and at the same time, penalize legitimate law-abiding businesses
and their workers.

First, I would like to speak to the difficulty of determining bene-
ficial ownership under S. 569. The bill lacks a clear cut definition
of beneficial owner that can be understood and applied by lawyers,
let alone by the common business person like myself. For example,
as the bill is now written, a beneficial owner could include any
number of individuals, including a shareholder, family member of
a shareholder, individual who has power of attorney for a share-
holder, an accountant employed or retained by the business, a lien
holder, a bondholder of the company, a credit card company or fi-
nancial institution extending credit to the business, and any other
individual who may have a legal interest in or entitlement to the
company or its assets.

Further, any change in the relationship between any of these en-
tities and the business would require new documents to be com-
piled and filed with the appropriate legal authorities. With such an
overly broad definition, the company would be required to track
and file information that is beyond its control. The vagueness and
lack of precision in a standard that requires an assessment of when
as a practical matter a person exercises control is particularly trou-
bling in a law that carries criminal penalties.

Unquestionably, preventing money laundering, tax evasion and
other illegal activities are laudable goals, but S. 569’s indiscernible
requirement to disclose beneficial owners based on an uncommon
and vague definition used in this bill fails to advance these goals.

Criminals will simply ignore S. 569’s requirements and legiti-
mate companies will be unable to understand or comply with them.
Second, I would like to speak to the privacy rights of investors,
business owners and in Solers’ case, our employee-owners. S. 569
requires States to amend their incorporation law practices to com-
ply with new federally-mandated standards. This includes pro-
viding and documenting the detailed personal information, includ-
ing home addresses of all beneficial owners.
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According to the National Association of Secretaries of State, at
least 38 States require compliance with their own internal right-
to-know laws and other regulations. Once States collect this data,
it is immediately made public. Consequently, this private informa-
tion is now in the public domain.

I fear that the beneficial owner list of Solers’ employee-owners
will be used by headhunters and competitors to recruit Solers’ staff.
Like any other professional services firm, Solers’ staff is its most
valuable asset and providing a list to professional recruiters and
competitors puts Solers at a distinct disadvantage relative to the
numerous public companies that have no such requirement.

We urge you to consider a privacy provision for the beneficial
ownership information to prevent its use by competitors, recruiters,
other parties or activist groups who would use it for their own pur-
poses.

Third, operating in a competitive environment, businesses make
decisions and seek to conceal them from their competitors. It is a
well-established and legitimate business practice to protect trade
secrets. These companies are not interested in breaking the law.
They are interested in being a competitive, effective force in their
industry.

By passing S. 569, small companies will be placed at a competi-
tive disadvantage in relation to the large public companies, part-
nerships, sole proprietorships, and even foreign competitors. Ven-
ture capital firms invest in new products and small companies.
They form a vital cog in the formation of capital for small business.
However, this financial backing is typically undisclosed so as to
prevent market signaling.

Under S. 569, these financing vehicles will now have to be pub-
licly disclosed, potentially cutting off start-up financing for small
businesses that account for 80 percent of the job growth in the
United States.

Fourth, S. 569 could also create other unintended consequences,
including new and onerous recordkeeping requirements on States.
While estimates vary by State, the National Association of Secre-
taries of State estimate the cost of implementing S. 569 in Cali-
fornia could be as high as $17.5 million.

Finally, it is unclear how S. 569, by targeting only private and
limited liability corporations, would stem money laundering or ter-
rorist financing. Criminals will not hesitate to exploit the large
loopholes and simply form business entities not covered by S. 569,
leaving legitimate businesses with an unreasonable burden and
criminal penalties for non-compliance. In that regard, S. 569 pun-
ishes the whole class because of one student’s bad behavior.

I appreciate the opportunity to speak to you regarding this im-
portant issue. Again, while we share the goals of protecting the
country, we do have disagreement with the methods being em-
ployed. I seek to make sure that this legislation actually accom-
plishes the goal without hurting legitimate business in the process.

Thank you and I look forward to your questions.

Chairman LIEBERMAN. Thanks, Mr. Kellogg. Am I right that you
are a Virginia business, Virginia-based?

Mr. KELLOGG. Yes, we are a Virginia corporation.
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Chairman LIEBERMAN. Right. Thank you. Next we are going to
hear from Kevin Shepherd on behalf of the American Bar Associa-
tion (ABA) Task Force on Gatekeeper Regulation and the Profes-
?_ion.? If I am correct, you are a lawyer who is with the Venable law
irm?

Mr. SHEPHERD. Yes, sir.

Chairman LIEBERMAN. Thank you for being here.

Mr. SHEPHERD. Thank you.

Chairman LIEBERMAN. Please proceed.

TESTIMONY OF KEVIN L. SHEPHERD,! MEMBER, TASK FORCE
ON GATEKEEPER REGULATION AND THE PROFESSION,
AMERICAN BAR ASSOCIATION

Mr. SHEPHERD. Good morning, Mr. Chairman and distinguished
Members of the Committee. My name is Kevin L. Shepherd. I am
a member of the ABA Task Force on Gatekeeper Regulation and
the Profession. I am also a former chair of the ABA Real Property,
Trust, and Estate Law Section.

I am a co-chair of the Real Estate Practice Group at Venable
LLP in Baltimore and Washington and I am also the President of
the American College of Real Estate Lawyers. I am here to present
the views today of the ABA on S. 569, the Incorporation Trans-
parency and Law Enforcement Assistance Act.

I am very pleased to be here and I just want to say at the outset
that the ABA supports all reasonable and necessary efforts to com-
bat money laundering, tax evasion, and terrorist financing. Indeed,
we have worked very closely with the Financial Action Task Force
(FATF) and the U.S. Department of Treasury in developing risk-
based guidance for the legal profession, not only domestically, but
internationally.

We are also in the process right now of implementing the FATF
guidance for U.S. lawyers. These efforts underscore the ABA’s
unwavering commitment to work with national and international
authorities and constituents in combating money laundering, tax
evasion and terrorist financing. The ABA, however, opposes the
proposed regulatory approach set forth in S. 569 and any other leg-
islation that would unnecessarily regulate State incorporation prac-
tices and impose government-mandated suspicious activity reports
on the legal profession.

The ABA’s opposition is grounded in three core principles. First,
S. 569 would essentially federalize State incorporation practices,
meaning the States would have to obtain, keep current, and make
available to law enforcement authorities beneficial ownership infor-
mation on corporations and limited liability companies.

In our view, the imposition of a Federal regulatory regime fo-
cused on beneficial ownership information is not workable, would
be extremely costly, would impose onerous burdens on State au-
thorities and legitimate businesses, would run counter to formation
practices in other countries, including Canada, Mexico, Japan, and
China, and will not achieve the laudable goal of assisting Federal
law enforcement authorities with pursuing and prosecuting crimi-
nal activity.

1The prepared statement of Mr. Shepherd appears in the Appendix on page 402.
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These impediments, coupled with a simply unwieldy definition of
beneficial ownership and the bill’s focus only on a limited number
of entities, would sow confusion into the formation process that
would not enhance law enforcement’s goals.

Second, S. 569 would create a new class of financial institutions
known as formation agents that would be subject to enhanced anti-
money laundering requirements. Because lawyers assist clients in
forming corporations, partnerships, trusts, and limited liability
companies, the designation of formation agents as financial institu-
tions subject to the AML requirements threatens to sweep in U.S.
lawyers and treat them as the functional equivalent of banks.

Third, S. 569 could potentially impose suspicious activity report-
ing (SAR) requirements on the legal profession, meaning that law-
yers would have to report to governmental authorities a suspicion
that their clients are engaging in money laundering or terrorist fi-
nancing activity, and at the same time, the lawyers would be pro-
hibited from telling their clients that they are telling the govern-
ment about this SAR.

These requirements are in direct conflict with ethical obligations
of confidentiality, the attorney-client privilege, and the core rela-
tionship of the attorney to the client. They could also undermine
the rule of law by dissuading clients from seeking legal counsel
from lawyers on proposed courses of conduct.

The ABA believes that a more effective and workable solution
would involve collective and collaborative action of State govern-
ment representatives working with the U.S. Departments of Treas-
ury and Justice. Although the ABA has not taken a position on any
such proposal since we favor the State-based approach, we suggest
that Congress give this solution an opportunity to be implemented
and assessed for its effectiveness before imposing unprecedented
Federal regulation of State incorporation practices.

The ABA believes that the effort to designate formation agents
as financial institutions is premature and does not take adequate
account of the implications for the legal profession. In light of the
other initiatives that the legal profession is undertaking on a vol-
untary basis, such as the development of the good practice guid-
ance I just mentioned, the ABA believes that the imposition of
AML requirements on the legal profession is unnecessary.

I would like to speak a moment about the significant efforts of
the ABA to respond to the concerns sought to be addressed by S.
569. For the last 2 years, I have been working with my ABA task
force colleagues, together with legal professionals from around the
world and also with FATF and the Treasury Department, to de-
velop risk-based guidance for the legal profession dealing with cli-
ent due diligence.

FATF has been working actively with specially designated non-
financial businesses and professions, including lawyers, to produce
voluntary risk-based guidance for the legal profession to ensure
that adequate client due diligence is performed at the outset of the
client relationship so as to minimize the risk that lawyers will be
used by unscrupulous clients to launder illegally obtained money.

We have been working with members of U.S. specialty bar asso-
ciations, together with our counterparts from the United Kingdom,
in this effort and we have attended numerous meetings with FATF
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officials to prepare this guidance. This proposal for legal profes-
sionals was released by FATF last October. This was a major
achievement for the FATF and resulted directly from the active
?I’ld extensive participation of the U.S. legal profession in this ef-
ort.

Education of U.S. lawyers regarding AML and counterterrorist fi-
nancing compliance is an important cornerstone of an effective
AML compliance program. The ABA, as well as members of other
specialty bar associations, continue to be active in this educational
area. Through the efforts of members of the ABA Gatekeeper Task
Force, as well as others within the ABA, the American College of
Real Estate Lawyers, the American College of Mortgage Attorneys,
the American College of Trust and Estate Counsel, and other pro-
fessional organizations in the United States, we have been devel-
oping additional voluntary client due diligence guidance in collabo-
ration with members of the Treasury Department.

On a personal note, I have written extensively on this topic in
an effort to educate the U.S. legal profession on this important
issue: Combating money laundering, tax evasion, and terrorist fi-
nancing activity while minimizing the impact on our economy and
State regulators are critical objectives. The ABA, together with
other private and government sector groups, has expended a con-
siderable amount of resources, but has made great headway in de-
veloping an effective solution to the identified problem.

We continue to support collaborative State efforts and oppose
premature Federal legislation. We look forward to working with
you to develop a workable solution and a comprehensive solution
that addresses the mutual objectives of all concerned.

I want to thank you for giving us the opportunity to present the
views of the ABA on S. 569 and I would be delighted to answer any
questions you may have.

Chairman LIEBERMAN. Thank you very much, Mr. Shepherd.
Good testimony. Now we go to John Ramsey, National Vice Presi-
dent of the Federal Law Enforcement Officers Association. Wel-
come and please proceed.

TESTIMONY OF JOHN R. RAMSEY,! NATIONAL VICE PRESI-
DENT, FEDERAL LAW ENFORCEMENT OFFICERS ASSOCIA-
TION

Mr. RamseEy. Thank you, Chairman Lieberman, and distin-
guished Members of the Committee. I would like to thank you for
the opportunity to testify today. I appear before you today in my
official capacity as the National Vice President for the Federal Law
Enforcement Officers Association (FLEOA).

On behalf of over 26,000 members of FLEOA, I am memori-
alizing our support for S. 569. The proposed legislation is very im-
portant to the FBI, Immigration and Customs Enforcement, and
the Internal Revenue Service members, as they are the lead agen-
cies that investigate money laundering and terrorist financing
cases, as well as other Federal law enforcement agencies.

Incorporation transparency is an invaluable tool to combat na-
tional and international crime and terrorism, hinder the financing

1The prepared statement of Mr. Ramsey appears in the Appendix on page 414.
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thereof, and frustrate the ability of perpetrators to hide and benefit
from the proceeds of these crimes. While criminals cower behind
the anonymity of their corporate filings, they continue to exploit
the system as a means to commit terrorist financing and money
laundering.

Using a registered agent or attorney as the front person for their
company, these terrorists and criminals are able to circumvent law
enforcement and accomplish the following five things, use shell
company bank accounts to launder millions of dollars, use shell
companies to attempt to acquire significant ownership interests in
a financial institution, purchase real property through their shell
companies to be used as stash houses for stockpiles of drugs or
weapons, operate money remitter businesses to move their illegal
proceeds to offshore accounts, and engage in cyber terrorism at-
tacks by disseminating contaminated e-mails from ostensibly legiti-
mate companies.

By attacking and addressing the above five mentioned points
would allow for greater protection of our vulnerabilities with re-
gards to our own homeland security front. We are aware of some
of these concerns that have been voiced by industry and at the
State level with respect to this bill. Specifically, this bill does not
require any State to enact any law with respect to corporations. It
merely requires the States to add the relevant question to their ex-
isting incorporation forms and make the information available to
law enforcement upon presentation of a legally authorized sub-
poena or summons.

This information is beneficial to law enforcement and homeland
security to prevent the misuse of U.S. corporations by criminals
and other wrongdoers within or outside of the United States. With
regards to cost, beneficial ownership information can be collected
via existing electronic incorporation methods and stored in existing
electronic databases. Alternatively, such information can be ob-
tained by adding the relevant question and space for a response on
existing paper incorporation forms.

The lack of truthful disclosure is not necessarily an obstacle, but
merely identifies the direction in which to proceed in order to iden-
tify the criminal enterprise and ultimately showing the criminal in-
tent.

Law enforcement’s ability to investigate and enforce the provi-
sions of the Bank Secrecy Act has been impeded by terrorist and
criminals who hide behind the corporate veil. This costs law en-
forcement agencies a substantial amount of time and money, for ex-
ample, long-term surveillance and subpoena service on numerous
third parties. It also allows the terrorists and criminals to remain
about 10 steps ahead of law enforcement. FLEOA maintains the
identity of the real beneficial owners should be made available to
law enforcement officers who again make legally authorized re-
quests pursuant to official investigations.

I would like to share with you one example—I would be glad to
share more later if you would like—regarding a case. The owner of
La Bamba Check Cashing Company, Inc. was sentenced in connec-
tion with $132 million in false currency transaction reports. On
June 23, 2009, in Miami, Florida, Juan Caro and the company he
owned and operated, Maytemar Corporation, doing business as La
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Bamba Check Cashing, was sentenced to one count of conspiracy
and 15 substantive counts of failing to file currency transaction re-
ports.

He was sentenced to 216 months in prison and ordered to pay
a $250,000 fine. The court also ordered the forfeiture of more than
$11 million in cash and property. The Maytemar Corporation was
also sentenced to probation, which is the only possible sentence for
a corporation.

According to the evidence presented at trial, the defendants exe-
cuted a scheme to assist individuals and entities in South Florida
to cash checks in anonymity in exchange for a commission based
on the face value of the check. Other defendants working with Mr.
Caro identified and recruited customers, mostly local construction
companies and subcontractors who were interested in cashing
checks at La Bamba through shell companies that the defendants
owned or controlled.

In this way, the construction companies participating in the
scheme would cash checks payable to the shell companies and get
back cash from La Bamba. Thereafter, the defendants would file
currency transaction reports (CTRs) with the Treasury Depart-
ment, falsely stating that the shell company and/or nominee owner
had conducted the transaction, concealing the true parties involved
in the transaction and the source of the funds.

For this service, La Bamba Check Cashing, Mr. Caro and others
earned substantial fees. Through the course of the conspiracy, the
defendants in this case filed CTRs with the Treasury Department
reflecting transactions in the name of the shell companies. These
transactions totaled more than $132 million.

While our membership respects the free spirit of enterprise in
our country, we do not want to see the United States adopt the fi-
nancial safe haven image of other countries around the world. If
our country’s laws require individuals to register firearms and ve-
hicles, the same should apply for a corporation. The consequences
for allowing terrorists and criminals to exploit our corporate filing
system are severe.

In the spirit of homeland security and protecting our great na-
tion, we cannot permit this to continue. The content of this bill
does not disvalue the American dream, but it addresses the Amer-
ican deception. We should not continue to allow corporate secrecy
to be used as a shield to hide corporate misconduct.

We hope your Committee will embrace the importance of S. 569
and work together to move it forward. I would like to thank the
Committee Members for my time and would be glad to answer any
questions.

Chairman LIEBERMAN. Thank you very much, Mr. Ramsey. And
last, Jack Blum is the Chairman of Tax Justice Network USA. I
think I am correct that you previously were with Baker and
Hostetler?

Mr. BLUM. Yes, that is correct.

Chairman LIEBERMAN. And may have also had service here in
the U.S. Senate?

Mr. BLuM. Fourteen years ago.

Chairman LIEBERMAN. It is a pleasure to welcome you back and
we look forward to your testimony now.
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TESTIMONY OF JACK A. BLUM,! CHAIRMAN, TAX JUSTICE NET-
WORK USA; AND MEMBER, ADVISORY BOARD, GLOBAL FI-
NANCIAL INTEGRITY

Mr. BLUM. Thank you, Mr. Chairman, Senator Ensign, and Mem-
bers of the Committee. I have a prepared statement. I ask that it
be made part of the record.

Chairman LIEBERMAN. Without objection.

Mr. BLuM. What I would like to do is simply focus on the prob-
lem and urge all of you not to let the details that we are talking
about here prevent addressing the serious problem we have.

The serious problem comes from the fact that incorporation is
now available on the Internet to anybody with almost no checking
as to who they are. They get the documents not a terribly long time
after they fill out their Internet forms and then to try and figure
o%tl what is being done with that corporation is well nigh impos-
sible.

The worst part of it is you do not even have to be the individual
who is setting it up. You can be another corporation from another
jurisdiction which has equally weak controls over who sets up a
corporation. So, for example, if I were trying to fund a terrorist op-
erating, let’s say in the United States, what I would do would be
set up a U.S. company, have that corporation be owned by some
entity, for example, offshore, and then in turn have the U.S. cor-
poration open the bank account.

They would be able to do that by providing, let’s say officer and
director information for the offshore company and the next thing
wire money in from wherever and provide a card to whoever wants
to use it inside the United States.

At the very minimum, we should be checking under all of the
various worldwide sanction lists the identity of individuals who
want to open a corporation. We have focused on the problem of the
individual small business owner and I am terribly sympathetic to
that because in private practice, I have represented some small
business owners. The difficulty that a small business owner has is
not incorporation. I have had to take them through dealing with
regulatory agencies at the State and local level. I challenge anyone
who says the problem will be the added burden of incorporation to
try to open a restaurant in Maryland.

It turns out that there is a lot more that you have to do and
many other hurdles to jump. So I am very focused on how we get
at these people who are coming in to abuse the system and misuse
the system. I am also terribly concerned about following the trail.
Time and again, conmen have used anonymous corporations to
block any ability on the part of anyone to figure out who they are.

And it turns out that is both civil and criminal. And here I would
say that I would like to see much more information available in
discovery and private litigation. The reason is, if a con man moves
money to a corporation and there is no information about who is
behind it or what is going on, there is no way to pursue the recov-
ery of that money through civil litigation.

It is in the nature of all criminal activity that fraud is least
policed and least enforced by the criminal justice system. The cases

1The prepared statement of Mr. Blum appears in the Appendix on page 418.
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are complicated. If you come in with a client who has been de-
frauded, they say to you that is a civil matter. Well that is fine,
but there ought to be some trail of responsibility and that means
being able to identify where the corporation is, who is behind it,
not simply get a corporate name and a dead blank from there.

So these are the core issues as far as I am concerned. I think we
can get around the problem of identifying beneficial owners with
some pretty easy things. Who is putting up the money? What kind
of business are you going to be in and where is it located? And with
basic information about the live person who is going to direct the
money and the bank accounts, who that person is. With that kind
of information, law enforcement can move forward and I cannot see
that any legitimate business person would be inhibited by having
that available.

I will be happy to answer any questions you might have. Thank
you for letting me speak.

Chairman LIEBERMAN. Thank you very much, Mr. Blum. I am
going to suggest that the Members reduce our time of questioning
to 5 minutes as well, so we can get to the vote on the Senate floor.

Mr. Shepherd, you have expressed some significant concerns
about the requirements the legislation before us could place on at-
torneys who help clients complete the information process. You
have offered some suggestions, certainly intentions to work to-
gether.

I wonder if you would draw it out a little bit more and tell what
steps you think should be taken. I am speaking out from the other
side to make sure that lawyers and other formation agents are not
wittingly—of course, we assume most times—aiding and abetting
fraud, tax evasion, or money laundering, for instance, for the use
of shell companies.

Mr. SHEPHERD. Yes, Mr. Chairman, I would be happy to answer
that question.

First and foremost, we have been meeting with FATF, on behalf
of the legal profession, for the last 5 or 6 years. We have asked at
every meeting we have had with FATF to show us examples of
typologies where lawyers have been used unwittingly in the facili-
tation of money laundering and terrorist financing.

FATF has been unable to show us one typology globally where
lawyers have been used unwittingly. We have asked that repeat-
edly of FATF. No answer forthcoming on that, so that suggests to
us that the problem probably does not exist, otherwise FATF would
have provided typologies on that.

Second, we have been very active in developing risk-based guid-
ance for the legal profession with FATF. We did not have to engage
with FATF, but we did. We used the financial institution risk-
based guidance as a template that was developed in June 2007 be-
tween FATF and the financial institution industry. Taking that as
a template for the designated non-financial businesses and profes-
sion sectors, including lawyers, accountants, and others, we devel-
oped risk-based guidance for the legal profession over the course of
a year and a half with direct engagement with FATF.

We dealt with some very difficult issues, including beneficial
ownership issues, with FATF during that process, but we worked
through the issues. Suspicious transaction reporting requirements,
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we worked through that very difficult issue for the legal profession.
So I think that demonstrates that we are willing to engage with
FATF and with governmental authorities both domestically and
internationally to grapple and resolve some very difficult issues
that face the legal profession.

In fact, what we are doing now is that we have the FATF risk-
based guidance for the legal profession in place. We have developed
good practices guidance that is given out to various groups, espe-
cially bar associations, the ABA, and other constituents as a imple-
mentation tool for what the risk-based guidance is all about.

Most lawyers are unfamiliar with the FATF risk-based guidance.
What this does, the good practices guidance, is to get it out to all
the U.S. lawyers so they can understand and appreciate what the
risk-based approach means. It is a cost benefit analysis and I think
it is good instruction to the U.S. legal community.

Chairman LIEBERMAN. Thank you. Mr. Kellogg, a question for
you. You spoke about the practical problems that this legislation
could cause you and your business and I think you made your point
and I heard it clearly. I assume that you also recognize that there
can be a problem here in terms of the law enforcement and I won-
der if you have thought about—and this is what the Committee is
striving for—what is the appropriate balance between law enforce-
ment’s need for useful information and the understandable con-
cerns of the business community that you have expressed?

Mr. KELLOGG. There has been a fair amount of discussion about
law enforcement only having access of this information if they were
to provide a subpoena or have some other review prior to going to
a State for this information and I think that is a very sufficient
and necessary condition to get the information.

One of my concerns from a privacy standpoint is that at least 38
States currently publish all of their incorporation filings, I guess,
as a matter of public record and it would certainly be easy for those
States to just go ahead and say, we are going to publish this bene-
ficial ownership information along with the State incorporation in-
formation.

This is really private information that I think needs to be pro-
tected. Now there have been a number of references to having to
set up separate databases the States would have to do, and that
certainly would be very welcome and I would balance that.

So I think that if you can set up a separate database, that the
State will protect the sensitive information and make it available
to law enforcement under subpoena or other official requests, I
think that would be sufficient.

Chairman LIEBERMAN. Thanks for that answer. My time is up.
Senator Ensign.

Senator ENSIGN. Mr. Kellogg, I think it is very important that we
had you here and heard your perspective and yours is just one of
many perspectives from small businesses. You have one type of
setup with employee-owners, but there are other perspectives, I am
sure, that are out there as well and that is why I think that it is
important to hear from folks like yourself about—we need to hear
from many others.

Mr. Blum talked about that it would be very easy to just provide
the information on who provides the money. You made the point.
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Could you reiterate your point on venture capital and how that
could have a chilling effect on all businesses?

Mr. KELLOGG. There has been a fair amount of discussion today
about the difference between who exercises control and who actu-
ally provides the money and there is actually a difference in most
businesses as to who provides the money and who exercises control.
Most businesses have a general manager, an operator, some person
that actually is in control of the day-to-day operations of the busi-
ness and the investors and other folks are more passive in that
sense.

The problem that I see more than anything else is that there is
a real complicating factor from the standpoint of wanting to be able
to establish a new business that competes with say an existing
business and you want to keep it quiet while you are still in the
development phase. I mean, a lot of the times if you are developing
a new product or you are developing a new service, you would like
to enjoy some level of trade secrecy with that and so you want to
bring it to market. And then when you bring it to market, you are
going to tell everybody about it at that point, but you would like
to have it ready to go and be ready to take on customers, and that
is a very legitimate practice. Entrepreneurs and others drive effi-
ciency in the economy by competing with larger businesses and
finding new ways to do things.

Some level of secrecy is helpful from the standpoint that if you
have good financial backing, people are going to take you a little
bit more seriously and potentially compete with you more rapidly.

Senator ENSIGN. Have you or are you aware of any definition of
this beneficial ownership that would strike the balance between
small business and law enforcement?

Mr. KELLOGG. I am going to beg that I am not a lawyer. I am
a common businessman and I am not sure that I want to weigh
into saying how are you going to define beneficial owner, so I am
going to decline to say that I am an expert in that area.

Senator ENSIGN. One of the reasons we do not necessarily want
an expert, because you want the average small business person to
be able to understand it. That is one of the reasons that the lan-
guage needs to be that simple, is because you may not want to hire
a lawyer to—no offense to the lawyers with the ABA at the table—
but that is one of the things that actually the first panel testified.
They want to make the definition simple enough to where you do
not have to hire all these consultants and lawyers to be able to set
up a simple business shell to be able to get into business.

You want to have the proper entity set up that meets your needs,
but you want to make it simple enough and those definitions need
to be simple enough where just the average person can understand
it without hiring a lawyer. So that is why we need regular people.

Mr. KELLOGG. Well, I would concentrate on who controls it more
than the beneficial ownership. I mean, that makes more sense to
me in terms if you want to find this real live person.

Senator ENSIGN. Is it a percentage of control?

Mr. KELLOGG. I think that is a hard question to answer because
any kind of little threshold, criminals are just going to read what-
ever it is that the threshold is and try and get around it.
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Senator ENSIGN. Mr. Chairman, in the State of Nevada, the
Gaming Commission requires certain people to be licensed. These
are usually bigger businesses. These are not smaller businesses
and they are very expensive to get licensed, by the way.

But it goes to the fact of control. It used to be any key employees,
but they have really defined it down now and even a small percent-
age of ownership does not necessarily mean that you have to be
identified as one of the key employees. But it really, over the
years—and we may want to even look at some of the definitions in
that regard simply because that is going to be more of what Mr.
Kellogg is talking about.

As far as actual control of the company, I think that is really
what we need to be looking at.

Chairman LIEBERMAN. Thanks, Senator Ensign. It is a good idea.
We should look at that. Senator Levin.

Senator LEVIN. Thank you, Mr. Chairman. First let me agree,
that is the effort here, is to get to the people who control the com-
pany and the definition of beneficial owner should focus on control.
I think that is an important point. I think that is a common ap-
proach, as a matter of fact.

The Treasury told us this morning, and the Justice Department,
that they are going to work on a definition. I think it was fairly
clear that the definition is going to focus on that aspect, beneficial
ownership not the small shareholders, but who controls the entity.
So I think your testimony is very helpful in that regard, Mr. Kel-
logg, and we thank you for it.

Mr. Ramsey, there is authorization in this bill to allow DHS
grant funds to be used for costs that are incurred by the States,
adding a line to their forms in order to enable them to collect the
beneficial ownership information. Now I am wondering what your
reaction to that is in terms of you represent law enforcement per-
sonnel. Is that a useful expenditure of DHS grants? Do you view
that as something which we should not even authorize? What is
your reaction?

Mr. RAMSEY. I do not know if FLEOA would actually take a posi-
tion on that, but I would say that it appears that the monies would
be going toward law enforcement in a matter of you are putting
monies into a program that in the long run actually assist law en-
forcement in its investigations.

Senator LEVIN. That is very helpful. Thank you. And that is, of
course, the point of it, and one of the reasons why this bill has been
referred to this Committee. But if your organization does have any
further thoughts on that, would you just share them with this
Committee?

Mr. RAMSEY. Sure.

Senator LEVIN. On that issue. Mr. Shepherd, are you familiar
with the NCCUSL proposal?

Mr. SHEPHERD. Yes, I am, Senator Levin.

Senator LEVIN. Would you agree that the proposal does not re-
quire corporations to identify the natural persons who are the ben-
eficial owners of a corporation and that instead, it simply requires
corporations to identify their owners of record?

Mr. SHEPHERD. The act, Senator——

Senator LEVIN. NCCUSL, their proposal.
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Mr. SHEPHERD. The NCCUSL model legislation, yes. It contains
two concepts of records contact and responsible individual, both of
whom must be natural, breathing, warm people.

Senator LEVIN. That is for the contact person.

Mr. SHEPHERD. That is for the records contact.

Senator LEVIN. But that person then is supposed to disclose who
the owners of record are and that owner of record under NCCUSL
could be, for instance, another corporation; is that correct?

Mr. SHEPHERD. That is right.

Senator LEVIN. Because there has been some confusion about
that. The living, breathing person that we are looking for is the
beneficial owner, the person that controls, and under the NCCUSL
proposal, there has to be a person to whom you can go, but that
person then is required to say who the owner of record is. That
owner of record need not be a living, breathing person. It could be
a corporation?

Mr. SHEPHERD. Let me just elaborate on that.

Senator LEVIN. But is that correct?

Mr. SHEPHERD. Well I think that requires some -clarification,
Senator. On the NCCUSL model, legislation went through a se-
ries—in a evolutionary process and we introduced a concept of a re-
sponsible individual and the purpose of that was to make sure that
law enforcement could contact the responsible individual because
that person should be informed as to the control, management, and
direction of the underlying entity.

Senator LEVIN. Should be.

Mr. SHEPHERD. That is right.

Senator LEVIN. Can they be identified as the record owner of a
corporation?

Mr. SHEPHERD. Under the NCCUSL proposal, I think that was
certainly the intent, Senator, to do that.

Senator LEVIN. So they could identify a shell corporation in Pan-
ama or someplace as the record owner of that company?

Mr. SHEPHERD. That is right, because in some of these situations,
you are talking about tier entities.

Senator LEVIN. I think we ought to ask FATF. By the way, there
has been a reference to FATF this morning and as to the conversa-
tions which Mr. Shepherd had with FATF. I think it would be use-
ful for us to ask FATF for their position on this proposal on the
bill, but also give them a chance to comment on Mr. Shepherd’s
testimony as well.

Mr. Ramsey, there is a question of tipping off a corporation to
law enforcement under the NCCUSL proposal. Would you agree
that under their proposal there is that problem, that there would
be a tip off to the real owner if they want to give it to us, of the
law enforcement’s interest and that is a problem which we could
avoid if we have a confidential disclosure just to the State and that
disclosure could only be to law enforcement?

Mr. RAMSEY. Yes sir, I believe that currently law enforcement
has to go to the company to gather information, which could actu-
ally tip our hand in the investigation. This bill could actually pro-
vide a more discreet avenue of obtaining this information, possibly
through the Secretary of State’s office, without tipping our hand
and telling everybody we are in that investigative mode.
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Senator LEVIN. Finally, because I'm over my time, Mr. Blum, do
you have a comment on the tipoff issue?

Mr. BLuM. I think the tipoff issue is very serious because if you
go to the people who are in essence involved with the perpetrators
and say, oh tell us who is really behind this, they are likely to
move the money very quickly. Money moves with the speed of light
and one of the objectives in these criminal cases is to freeze the
money and apply it either for the benefit of the victims of a crime
or to prevent further use of the money for terrorist or other pur-
poses.

Senator LEVIN. Thank you. My time is up.

Chairman LIEBERMAN. Thanks, Senator Levin. Senator Carper.

Senator CARPER. Thanks. Mr. Shepherd, in your testimony, I
think you discussed the fact that the bill before us is prospective
in nature and it only covers new corporations that form after the
bill’s enactment.

I think that leaves maybe 18 million corporations that have al-
ready been formed out of compliance with this bill. Could you dis-
cuss some problems with that?

Mr. SHEPHERD. Well I think the way I read the bill is that the
intent is to cover corporations and LLCs that are formed after the
effective date of the bill. The concern is you have an estimated 18
million corporations and LLCs currently in existence. What do we
do with them? Are they covered? Are they not covered?

So you are in effect creating a dual formation system or system
that will be covered by this bill or not covered by this bill because
you have 18 million entities not covered, not subject to these disclo-
sure requirements, and then you have the new ones subject to it.
So you are creating a duality that perhaps is unintentional, but I
think that is a shortcoming of this legislation.

Senator CARPER. Wouldn’t the Uniformed Law Commission ap-
proach capture more corporations and hopefully more criminals?

Mr. SHEPHERD. That is right. The NCCUSL proposal covers not
only LLCs and corporations, but also partnerships and trusts, plus
it contains a transition provision that for a 2-year period the exist-
ing entities would be required to comply with the NCCUSL provi-
sions.

Senator CARPER. All right, thank you. Thanks to all of you for
being here today and for your testimony. Mr. Kellogg, as a defense
contractor, I can imagine that there are potential national security
concerns if employee information is made public.

Could you describe how this bill would impact companies in sen-
sitive areas, defense, maybe technology, exports and the like?

Mr. KELLOGG. Well Senator, that is actually one of my concerns.
I will tell you that without going into detail, we certainly have been
concerned about network vulnerability for a great period of time
because we have for official use only, International Traffic in Arms
Regulations ITAR-controlled and proprietary information on our
computer networks, so there is substantial valuable information
that needs to be protected just from a privacy standpoint.

We would be concerned about a list of employees going out pub-
licly from the standpoint that foreign intelligence service poten-
tially would get a list of people in order to target, in order to say
the typical routine would be to steal their laptop out of their car

VerDate Nov 24 2008  09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00087 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT



82

and try and get a recording of their password or user name or some
other mechanism in order to be able to get into the network.

And then you would normally try and place a key logger event
on a machine and that would start externally sending information
out. That is a concern that we have, although I think it is some-
what unique to our industry and there are much larger implica-
tions relative to the competitive advantages of smaller private busi-
nesses and LLCs relative to their larger competitors of disclosing
the ownership information. I think that is a bigger concern.

Senator CARPER. I think those are good to point out. Back to you
if I could, Mr. Shepherd, for my last question before time expires.
As we discussed in the first panel with Assistant Secretary Cohen,
a lot of attention has been paid to the Treasury Department’s defi-
nition of beneficial owner. It is defined in the Treasury Depart-
ment’s anti-money laundering regulations.

Could you help us better understand why this definition of bene-
ficial owner is difficult to apply in the corporate context?

Mr. SHEPHERD. Yes, Senator. I think there are a number of
issues with that. One deals at the outset with the terms used in
the definition of beneficial ownership. You have the word “control,”
it is not defined. You have the definition “indirectly or directly” no-
where to be defined.

The phrase “control, direct, or manage,” is nowhere to be defined.
So you have these concepts in there and what is troubling about
the definition is that you are dealing with corporations and LLCs,
totally different vehicles, and when you talk about control in the
general sense about voting control, voting power, it is different in
a corporation than it is in a LLC.

So I think the definition needs to respect the distinctions be-
tween these two legal entities.

Senator CARPER. And one more quick question, if you can re-
spond briefly. Mr. Shephard, you mentioned that the ABA is work-
ing with FATF. We discussed the issue on the last panel, but if you
(éould talk a little bit more about FATF’s rating on the United

tates.

Why is the recommendation so difficult for other countries, not
just for the United States, to implement?

Mr. SHEPHERD. Yes, Senator. In 2007, the mutual evaluation re-
port prepared by FATF on the United Kingdom indicated that con-
sultants had concluded that the definition of beneficial ownership
is incapable from a law interpretation standpoint of precise defini-
tion as a matter of law. So even the FATF report included views
from consultants that the definition of beneficial ownership was not
very clear.

The definition of beneficial ownership in this legislation differs
from the FATF definition, but both suffer from some ambiguities.
So I think that it is important that FATF recognized the difficulties
in applying the definition of beneficial ownership to the various
countries. And as you can see from the mutual evaluation reports
that I have seen, most countries received a partially compliant
grade. Other countries, such as the United States, received a non-
compliant.

But again, you receive four different grades under FATF, compli-
ant, largely compliant, partially compliant and non-compliant. The
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majority of the countries are partially compliant. That is just one
notch above non-compliant. So I think that demonstrates the dif-
ficulty that FATF has had and the countries have had, frankly, in
complying with Recommendation 33.

Senator CARPER. All right, thanks. Mr. Chairman, I would just
say not every committee hearing that we have provides, I think, a
roadmap to a common sense compromise where there are legiti-
mate concerns on all sides and a lot of stakeholders refuse to
take—I think this has been very constructive. I really want to
thank you for scheduling this hearing and for each of our witnesses
for coming in and for testifying.

Chairman LIEBERMAN. Well thank you, Senator Carper. I appre-
ciate what you said and I appreciate the spirit of it. Senator Levin.

Senator LEVIN. Just very quickly. Thank you, Mr. Chairman, for
your holding again this hearing. Two quick things. One, if the ABA
has any suggestions relative to a good definition of beneficial
owner, we would welcome that. The Treasury and the Justice De-
partments are working on it and if you have problems, which I
think you do, with the current Treasury one or its application in
this circumstance, we would hope the ABA would offer, not just
offer, but actually give us a definition that you think is a simple,
workable one.

And second, finally, Mr. Kellogg, on your comment about some-
times secrecy is needed in terms of the business needs of new busi-
ness, there is a way to address that. We do in our bill, which is
to say that the information must be kept private unless there is a
subpoena. It is up to the State to decide whether or not to release
that information and we could tighten that further, I think, fol-
lowing your suggestion, which is that we would say that informa-
tion is only available by subpoena, but a State could specifically au-
thorize. It would have to take a separate legislative action to do it.

We are trying to protect the rights of States here. We are trying
not to intrude on them more than is necessary for Federal law en-
forcement purposes. So we put this language in saying you cannot
make this public without a subpoena, and only to law enforcement.
But we had to put it in there to protect States’ rights. Hey, if the
States want to release it, they can. We could tighten that further
to make sure it was a conscious decision on the part of the State
to release it, to take into consideration your concerns, to say this
ganrlllot be released by the State unless they specifically legislate to

o that.

I think you made a legitimate point which we could——

Chairman LIEBERMAN. Forgive me for doing this, but we are
about to miss a vote.

Senator LEVIN. I thank you again.

Chairman LIEBERMAN. I would welcome a response for the
record. I hope Senator Carper’s evocation and invocation is carried
forward based on the very helpful testimony of all given. It will be
great if we can come to a compromise on this, because we all have
the same goal.

The record will be kept open for 15 days to allow for further
questions or statements. I thank you very much. I apologize for
cutting you off. The hearing is adjourned.

[Whereupon, at 12:33 p.m., the Committee was adjourned.]
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APPENDIX

Examining State Business Incorporation Practices:
A Discussion of the Incorporation Transparency and Law Enforcement
Assistance Act
Chairman Joseph Lieberman:
June 18, 2009
Good afternoon and welcome to our hearing today on the
Incorporation Transparency and Law Enforcement Assistance Act — a bill

that results from the persistent work of the Permanent Subcommittee on

Investigations.

1 want to thank my good friend and colleague Senator Levin, who
chairs the subcommittee, for introducing this legislation after an intensive
review of state incorporation procedures. The PSI staff has dedicated many
hours to this issue, dating back more than nine years. The subcommittee held
a hearing in November 2006 and has identified numerous law enforcement
problems caused by the use of U.S. shell companies for illicit purposes. 1

commend them for their work.

Each year, nearly two million new corporations and limited liability
companies are established in the 50 states and the District of Columbia.
That’s more than 5,000 new businesses per day. This is the American way -

capitalism at its best: generating revenue and creating jobs.

1

(85)
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But, each year, some new businesses are incorporated for improper or
illegal purposes. Criminals may try to use registered corporations to defraud
innocent people, to cheat tax authorities, to hide the true nature of their
transactions, or to launder ill-gotten funds. No one can put a figure on the
number of corporations set up for illegal purposes, but some experts have
estimated that billions of dollars may flow through such corporations every

year.

Right now, a majority of states require some basic information from
those seeking to establish a corporation. Most require the name and address
of the company, the name of a “registered agent” who represents the
company, and a list of “officers” or “directors.” This information is

typically considered a public record.

It is also customary, however, for states to allow the individuals with
actual ownership interest — including the investors who control the
corporation or partnership — to remain anonymous to state authorities. This
can become a problem for law enforcement officials who may have cause to
investigate a suspicious company. Often, the trail goes cold when they

search public records or contact a Secretary of State’s office, because the
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state has no record of the real people behind the incorporation — the people

who may be using the business for illicit purposes.

Senator Levin’s bill is designed with these law enforcement
investigations in mind. His bill would set a national minimum standard
intended to force states to collect and maintain information about a
corporation’s underlying owners to help law enforcement in its work. The
bar is set higher for foreign owners, whose identities must be verified by the
company’s registered agent before the state can process the forms and set up
the corporation. The bill gives states the authority to decide whether to keep
the beneficial ownership information private or to make it a matter public

record.

This is a transparency requirement, plain and simple, with stiff new
penalties for providing false or insufficient information. Justice Lewis
Brandeis famously said, “sunshine is the best disinfectant” - and since PSI
held a hearing on this issue in 2006, opening the curtains to let the sun flood
in, at least two states have revised their beneficial ownership laws to make

them more transparent.
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But a well-intended desire for more “sunshine” must be weighed
against other factors, including the privacy rights of those making personal
investment decisions, the potential costs of administration and enforcement
that would fall on companies and state governments, and the real impact the

law would have on both investigations and prosecutions.

Senator Levin’s bill, for example, would not force states to verify the
accuracy of information provided before granting a new entity its legal status
-- a potential loophole that criminals could continue to exploit even if this

legislation was adopted.

The Uniform Law Commission, represented by one of our witnesses
today, has drafted an alternative proposal that would leave companies in
charge of maintaining the required information. Forty-four out of the 50
states already require corporations to keep on file lists of all members or
shareholders of record at their principal offices. The Uniform Law

Commission’s approach would seek to strengthen and update that practice.

So today, we’ll try to better identify and understand the problem, as

well as discuss the potential solutions. We have an array of witnesses well
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schooled in business incorporations and in corporate investigations. 1 look
forward to their testimony as we try to limit illegal operations, without
damaging the smooth flow of commerce for legitimate corporations and

corporate purposes,
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OPENING STATEMENT OF SENATOR CARL LEVIN (D-MICH)
BEFORE THE U.S. SENATE
COMMITTEE ON HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS
ON
EXAMINING STATE BUSINESS INCORPORATION PRACTICES:
A DISCUSSION OF THE INCORPORATION TRANSPARENCY
AND LAW ENFORCEMENT ASSISTANCE ACT

June 18, 2009

Senator Lieberman, thank you for holding this hearing to focus on the fact that we
are forming about 2 million U.S. corporations and limited liability companies each year
without knowing who is behind them.

U.S. corporations with hidden owners have created a serious law enforcement and
national security problem. We will hear today from witnesses about U.S. corporations
established by the military in Iran which is a state sponsor of terrorism; we will hear
about U.S. corporations involved with money laundering; about U.S. corporations used to
commit tax evasion, and more. They all have one thing in common: their real owners —
the legal term is “beneficial owners” -- are hidden from view. Here is one example of
what is going on.

In 2004, one of our key law enforcement agencies, Immigration and Customs
Enforcement or ICE -- who is here today — uncovered a collection of U.S. companies that
were secretly controlled from entities located in Panama. The investigation began when
bank reports showed that a single company formed in Utah was participating in nearly
$150 million in suspicious international wire transfers. Further investigation by ICE
uncovered a network of nearly 800 hundred U.S. companies, dispersed among nearly all
50 States, controlled by the same Panamanian entities. These companies were
transferring large amounts of money to each other and to high-risk jurisdictions overseas.
The companies claimed they were paying for the import or export of goods, but foreign
authorities indicated no such goods were being shipped. In effect, the money transfers
were part of a massive financial shell game, in which U.S. companies were being used to
disguise the movement of funds and mask suspicious activity.

When ICE obtained the incorporation records for the 800 U.S. companies, not one
identified a company’s true owner. After analyzing the available information, ICE found
that nearly 200 companies had been formed in Utah and used the same company
formation agent in a small office in a Salt Lake City suburb. That company formation
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agent also served as the companies’ registered agent within the State to accept service of
process. When questioned by ICE, the Utah registered agent indicated that he had
formed the companies at the request of another company formation agent located in
Delaware and believed all were “shell companies” with no real business operations in the
United States.

The Delaware company formation agent was already well known to law
enforcement. No less than eight previous investigations had led to its doors, each of
which involved millions of dollars in suspected money laundering by U.S. shell
companies. When questioned by ICE in prior cases, the Delaware company formation
agent freely admitted that he knew some of the corporations he formed or caused to be
formed were intended to move money out of Russia and some former Soviet republics.
He also said that he sometimes sold U.S. companies to the same overseas buyer at the
rate of 40 companies per month. When asked about the actual owners of the 200 Utah
companies, the company formation agent was unable to provide law enforcement with
any names, since that information was not required by law. The end result was that the
ICE investigation, like the eight before it, hit a dead end, unable to proceed due to the
lack of beneficial ownership information. A hearing exhibit summarizes this case.

Michael Chertoff, former Secretary of the U.S. Department of Homeland Security
(DHS), wrote the following:

“In countless investigations, where the criminal targets utilize shell corporations,
the lack of law enforcement’s ability to gain access to true beneficial ownership
information slows, confuses or impedes the efforts by investigators to follow
criminal proceeds. This is the case in financial fraud, terrorist financing and
money laundering investigations. ... It is imperative that states maintain
beneficial ownership information while the company is active and to have a set
time frame for preserving those records.”

Here’s another aspect of the problem. A few weeks ago, members of my staff
conducted an Internet search and found numerous company formation agents advertising
the sale of U.S. companies and trumpeting the fact that U.S. companies can be formed
without disclosing the names of any company owner.

One of the most blatant was Corporations Today Inc., which advertises its ability
to form U.S. corporations in nearly every State with minimal cost and effort. A copy of
some of its internet ads is presented in two hearing exhibits. This chart {Chart One]
reproduces one of its advertisements offering the sale of “aged” corporations, meaning
companies which Corporations Today formed years earlier. One of the companies, on
sale for $6,000, is advertised as coming with four years of tax returns and an existing
employer identification number (EIN) issued by the IRS. Why buy an aged corporation?
According to Corporations Today, “obtaining bank loans may be easier when you can
show you have history.” So is “obtaining corporate credit cards and leases. For example,
Dell Computers lease only to corporations 6 months old or more.” This ad invites fraud —
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enabling hidden owners to pretend they’ve had a corporation operating in the United
States for years when they haven’t.

These are not isolated cases. In the previous hearing we held on this topic, we
presented evidence on Nevada First Holdings, a company formation agent which formed
thousands of companies, allowed over 1,800 of them to use its address as their business
address, provided nominee directors and officers to enable the true company owners to
“retain a higher level of anonymity,” and instructed its employees to open bank accounts
and obtain Employer Identification Numbers from the IRS for companies sold to hidden
third parties. That U.S. shell corporations are used in numerous crimes within the United
States is well known, as described in reports we obtained in our last hearing from the
Justice Department, DHS, IRS, Treasury and others, identifying U.S. corporations with
hidden owners as a significant law enforcement problem. What may be less well known
is the parade of requests being made by foreign law enforcement trying to track down the
owners of U.S. corporations suspected of committing crimes in their countries. Some of
those requests are set out in another hearing exhibit.

Despite mounting evidence of misconduct by U.S. shell corporations, despite
Internet advertisements selling U.S. corporations with promises of anonymity, despite the
years of law enforcement complaints, many of our States are reluctant to admit there is a
problem in establishing U.S. corporations with hidden owners. Too many of our States
are eager to explain how quick and easy it is to set up corporations within their borders,
without acknowledging that those same quick and easy procedures enable wrongdoers to
utilize U.S. corporations in a variety of ways both here and abroad.

In 2006, the leading international anti-money laundering body in the world, the
Financial Action Task Force on Money Laundering — known as FATF — issued a report
criticizing the United States for failing to comply with the FATF standard requiring
countries to obtain beneficial ownership information for the corporations formed under
their laws. FATF gave the United States two years, until July 2008, to make progress
toward compliance with the FATF standard. Next week, FATF is scheduled to review
U.8. actions on this matter. How can we justify our failure to do what we have
committed to do — obtain beneficial ownership information for the corporations formed
within the United States? We can’t.

For those who say that if the United States tightens its incorporation rules new
companies will be formed elsewhere, it is appropriate to ask exactly where they will go.
In compliance with the FATF standard, every country in the European Union is now
required to get beneficial ownership information for the corporations formed under their
laws. Even many offshore secrecy jurisdictions request this information, including the
Bahamas, Cayman Islands, Jersey, and the Isle of Man.

The Levin-Grassley-McCaskill bill that is the subject of today’s hearing, S. 569,
would assist our law enforcement community instead of thwarting it, and would also
enable the United States to meet its commitment to FATF. Our bill would require States
to add a question to their incorporation forms asking for the names and addresses of the
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beneficial owners of a proposed corporation. States would not be required to verify the
information, but penalties would apply to persons who submit false information.
Prospective corporations with foreign owners would also be required to submit a
certification from an in-state company formation agent that the agent had verified the
owners’ identities and obtained passport photographs for them. This beneficial
ownership information would have to be updated annually. If law enforcement issued a
subpoena or summons to obtain the ownership information, States would supply the data
contained on its forms. Funds that are already provided to States on an annual basis by
the Department of Homeland Security (DHS) could be used to pay for the minimal cost
associated with adding a question to their incorporation forms. This chart [Chart Two]
summarizes how the bill would work.

Introducing this legislation wasn’t our first choice. In fact, at the request of the
States, we delayed introducing any bill for a year to provide the States with an
opportunity to craft their own solution. But when it became clear that the States would
not step up to the plate, [ introduced a bill cosponsored by Senator Coleman and then
Senator Obama in the last Congress. That legislation is identical to the Levin-Grassley-
McCaskill bill before this Committee today.

S. 569 has since been endorsed by a host of law enforcement groups including the
Federal Law Enforcement Officers Association, the Fraternal Order of Police, the
National Association of Assistant United States Attorneys, and more. It has also been
endorsed by good government groups combating financial and corporate abuses,
including the Tax Justice Network USA, Global Financial Integrity, Citizens for Tax
Justice, Public Citizen, and more. 1 have submitted their letters of support for inclusion
in the hearing record.

Today’s hearing will discuss, not only our bill, but also an alternative proposal
developed by the National Conference of Commissioners on Uniform State Laws
(NCCUSL) at the request of the National Association of Secretaries of State (NASS).
Unfortunately, the NCCUSL proposal fails to cure the problem and would create a host
of new ones.

Most significantly, the NCCUSL proposal would not require those seeking to
form a U.S. corporation to provide the names of the beneficial owners to the State. In
fact, the term “beneficial owner” never appears anywhere in the proposal.

Instead, the proposal creates a complex and time-consuming procedure,
summarized in this chart [Chart Three], which requires law enforcement to get the name
of a company’s so-called records contact from the State, chase down that individual, and
ask that individual to ask the U.S. company under suspicion for certain ownership
information. If the U.S. company responds, it is not required to provide its beneficial
owners, but what are essentially its owners of record, which could be shell companies
here or offshore. If the company is involved in crime or has been dissolved, the records
contact individual will likely come back empty handed. So instead of getting the
beneficial ownership information it needs, law enforcement will be chasing its tail after
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the misconduct has occurred and maybe after the suspect company has shut down. And
to add to the futility of this convoluted process, it may not produce useful information.

Another problem involves timing. Instead of collecting beneficial ownership
information at the time a new U.S. corporation is being formed as our bill does, the
NCCUSL proposal would allow hidden persons to obtain a U.S. corporation, misuse it,
and only after the fact, set up a process for requesting ownership information. Worse, the
proposal would require law enforcement to direct its information request, not to a State
on a confidential basis, but to the suspect company itself which would then be alerted to
the investigation. Informing suspects of active U.S. law enforcement investigations is not
a good way to thwart or punish crime.

There are other problems with the NCCUSL proposal as well. For example, it
would create confusing new terminology and incorporation requirements, including
requiring persons forming a new corporation to supply a “record contact,” “responsible
individual,” “initial public organic record,” and “entity information statement.” Defining
those new terms and requirements would require wholesale changes in State law, instead
of using the minimalist approach in S. 569 of simply adding a new question to existing
State incorporation forms.

Another problem is that the “responsible individual” referenced in the proposal is
defined so loosely that a nominee corporate director or officer in an offshore jurisdiction
could qualify as such a party, and deny law enforcement requests for information by
invoking offshore secrecy laws. Still another flaw is that the NCCUSL proposal is
strictly voluntary, and any State that adopted it would be placed at an immediate
competitive disadvantage by requiring more ownership information than its peers.

The fact is that only federal legislation can level the playing field among the
States and, by requiring all States to take the same action within the same period of time,
ensure that no State suffers a competitive disadvantage from collecting beneficial
ownership information. In addition, only federal legislation can impose consistent,
nationwide penalties on persons who submit false information to obtain use of a U.S.
corporation. Only federal legislation can end the misuse of U.S. corporations, assist our
law enforcement in combating this misuse, and bring the United States into compliance
with its international commitments within a reasonable timeframe.

The purpose of corporations is not to hide owners and thwart law enforcement;
the purpose is to limit financial liability for owners. Our States should not be enabling
corporate owners to remain hidden from law enforcement. It is time to stop wrongdoers
from turning U.S. corporations into convenient vehicles for crime and other misconduct.

Again, thank you, Senator Lieberman for holding this hearing today.
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Contact officer Michael Q'Nafll
Telephone: © o+ 61293742538
Facsimile; + 812 0374 2763
Issue date: 18 June 2000

The Honorable Carl Levin

Chairman

Permanent Subcommittee on Investigations
Committes on Homeland Security and
Government Affairs

United State Senals

Washington, DC 20810

Dear Senator Levin,

| refer to your request, for Australian case studies showing the use of entities incorporated under
the laws of some states In the United States of America. Following s a brief submission,
Attachment T with case studies in sumrmary form, and Attachment 2 providing these cass studies
in more detail. However, we note that the final tax position is yet fo be setied in some cases.

We are very pleased to assist your efforts in enhancing the integrity of our respective taxation
compliance systems.

Yours faithfully,

7 .
Mz(/&“‘/( % &%cﬁ:ﬂ é,u
Michael I'Ascenzo
Commissioner of Taxation
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Submission from the Australian Taxation Office

The ATO believes that the use of secrecy havens (that may hide control or beneficial ownership of
assets or income) continues to present a high compliance risk to Australia. The issues that require
consideration include tax avoidance and evasion, investor fraud, manipulation of markets and
sometimes more serious crimes like money laundering.

In our opinion, entities established in some states of the USA, for example some US incorporated
companies, have some of thess same attributes as entities established in secrecy havens.

The ATO works with partner agencies in Australia and internationally (including the US internal
Revenue Service) to attack abusive schemes linked to secrecy havens.

Our current compliance activity includes around 700 audits and 23 criminal investigations, raising
tax liabilities exceeding $300 million and restraining criminal assets worth $75 million.

One important strategy for the Australian Tax bffxce is engagement with secrecy havens with a
view to enhanced cooperation, fransparency and reform.

This transparency includes commitments to tax treaties or Tax Information Exchange Agreements
and the repeal of laws that obscure the underlying beneficial owners of bank accounts and/or
entities.

In this context, we are pleased to provide to the US Congress some case studies showing the use
of US corporations in schemes that may be linked to tax avoldance and evasion. We note,
however, that the final position is yet {0 be settled in some cases.

These case studies are based on our compliance cases, with deletion of names/details to comply
with Australian laws regarding privacy and secrecy of taxpayer information.

Consistent with our international collaboration, where our compliance activities suggest a relevant
link, we will continue to share data and work cooperatively with the IRS.

Attachment 1 Is a précis of our case studies.

Attachment 2 provides these case studies in more detall.
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Attachment 1

Case 1

US Corporation established as an executive share remuneration entity to
cloud underlying ownership. Potential compliance risks relate to tax law,
corporations law and regulation of Austrafian securities/equities.

Case 2

Interposition of a US Corporation in a chain 6f haven entities to hide the
beneficial ownership of tens of millions of dollars.

Caso 3

Use of US and Samoan entities to disguise ownership in a service contract
for an Australian medical practice. Possible $6 million capital gain may be
hidden. -

Case 4

Use of US corporations in two schemes. The first involved an investment
scheme promising large {uncommerclal) profits. The second involved the
sale of licences for franchises. These US corporations may facilitate
defrauding investors and hiding profits of the promoter (tax avoidance or
evasion).

Case 5

Scheme invelving a US corporation and a Cook Islands
superannuationfretirement fund. Scheme to hide a $1m profit on the sale of
plant.

Case 6

| Use of secrecy haven entities (including some US corporations) to inflate

debt and interest tax deductions. One case involves interest tax deductions
increasing significantly as a result of this scheme.

Case 7

Cross border financing arrangement involving a US Corporation to derive
tax free dividends in Australia and to claim large interest deductions.

Case 8

Shifting ownership of Australian securities to a US Corporation entity
resulting in access to foreign tax credits which shelter the income against
Australian tax

BARAY 0N CRAC QM IARE ACT 98N A1IQTRAL IS LB WD RDAR 1444 ARA NV R2Q TTAT
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Attachment 2

Case 1

An Australian public company established a US corporation linked to its executive share
remuneration scheme. . :

Because of the lack of transparency associated with this entity, it is difficult to determine
compliance with Australian and US laws including taxation, corporations regulations, and the
securities market.

Enquiries are ongoing, however potential compiiance risks include:

Hiding assets/income from tax agencies/creditors;

Over claiming tax deductions;

Opacity preventing accurate valuation; and

Potentially blocking the application of accruals fax regimes (eg controlled foreign
corporations) because of the difficulty in determining control and beneficial ownership.

e o s e

Case 2

The taxpayer established a haven foundation of which they were nominated as a beneficiary. The
taxpayer signed a mandate agreement in favour of a Swiss based bank which administered the
haven foundation. That foundation had subsidiary entities incorporated in Bermuda and the British
Virgin islands, which in turn had subsidiary entities incorporated in the USA.

The interposition or layering of entities, including the US corporation, was Intended to obscure the
beneficlal ownership of tens of millions of doliars.

Case 3
An Australian medical practice was restructured to enter into a new service contract.

The service provider was an Australian company, AUSCO, which was wholly owned by a US
Corporation (USCO). STARCO, in tum, owned by a Samoan company described as a “bearer
debenture company”.

After some years, STARCO sold its interest in AUSCO for $6 million.
Enquiries are ongoing, however potential compliance risks include:
+ The medical practice understating its income;
s Shifting profits/capital gains offshore {(approximately $6 million);
» Stripping assets from companies to benefit individuals (the medical practitionérs); and
» Tax avoidance / evasion.

BARAY ann CRAC QO IR ACT 98AK AHSTHAL 1A +R1 T RMR 1444 ARt I0VD AR 9747 1
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Case 4

The taxpayer incorporated two companies in the state USA. These two companies held bank
accounts in Hong Kong, Singapore and Macau. The two US Corporations were used for two
different uses.

First Scheme

The taxpayer commenced an investment scheme in 2001 which attracted investors by promising
large returns on investments. Investors sent over $1 million to the foreign bank accounts controlled
by the US Corporations. All of the investors in the scheme lost their money.

The taxpayer advised the investors that he had nothing to do with the US Corporations. He also
claimed that he did not know who the controller of the companies was.

Second Scheme

The second US Corporation held “licences” from franchises. Franchises were sold to Australian
investors, Upon the failure of these franchise businesses, the taxpayer denied hig
ownership/control of this American entity.

Mischief

The taxpayer directed the two US Corporations to send amounts fo his Australian company in a
round-robin scheme, claimed the amounts were loans and as such claimed iarge interest tax
deductions.

The taxpayer had claimed that he was not the controller of the two American companies, insisting
that he is merely an account signatory. The taxpayer also claimed that another US company was
the corporate director of the first two US entities.

Result

After extensive questioning and numerous denials the taxpayer has recently admitted that he was
the controller of the American companies.
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Case 5
1. Taxpayer Is a director of Australian company, AUSCO.
2. AUSCO owned “widgets” for which they had paid $10,000.
3. A US Corporation, PCO and trust were established to purchase the widgets for $10,000.
4, The PCO on soid the widgets to another unrelated Austratian company for $1 miltion.
<]

. The PCO profit of aimost $1 million was paid through the trust to a superannuation /
retirement fund located in the Cook Islands.

8. This Cook Islands fund loaned this $1 million to the taxpayer in Australia, who used these
fund to repay his loans to AUSCO.

Compliance Risks
o  Whether this scheme s a sham to hide a $1million profit.

Case 6

This particular case study has appeared in a number of variations using US entities or secrecy
havens internationally. In a typical case, a foreign parent company sells shares it holds in its wholly
owned Australian resident group or subsidiary to a newly incorporated Australian company. The
shares are sold at market value. The new company pays for the shares by issuing shares in itself
and borrowing from an off-shore related entity located in the USA. The new company's balance
sheet shows the shares as an asset and its debt and equity eguals the value of those shares. This
restructure increased debt levels and interest tax deductions substantially.

Compliance Risks

Converting equity holdings in Australian subsidiaries to a mixture of debt and equity to maximise
interest deductibility.

Case 7

The following summary provides an example of a situation in which it appears that USA tax
advantages (utilisation of foreign tax credits) may be gained as a result of the use of a US
corporation, The arrangement was apparently initiated by a USA banking entity which incorporates
subsidiaries in the Cayman Islands and Delaware for the purposes of the facilitating the transaction
outlined below.

1. An Australian entity borrows from a third party lender to invest in redeemable preference
shares issued by a US subsidiary of the USA bank.

2. The US subsidiary on-fends those funds to a Cayman Islands registered subsidiary of the
Australian entity.

3. The Cayman Islands company then lent the funds back to the Australian entity which uses
these funds to repay the third party borrowing, thus completing the round-robin,

4, The investment by the At lian bank in the US subsidiary results in it deriving non-
assessable income and claiming a deduction for interest on funds borrowed from its
Cayman islands subsidiary in respect of that income.
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Case 8

The arrangement can be summarised as foliows:

1.

Australian bank, as part of its liquidity management strategy, held a portfolio of securities
on which the bank derived interest income and was fully taxed. It then established an
Australian subsidiary, Aust Sub, to participate in the scheme.

The portfolio of securities fransferred from the Australian Bank to capitalise Aust Sub was
used to fund the subsidiary’s investment into a US Partnership. Under the parinership
agreement even though Aust Sub contributed only 60% of the partnership capital it was
entitied to 98% of partnership income.

However, Aust Sub was entitted to 98% of the USA tax paid as foreign tax credits.

The US Partnership elected to be taxed as a corporation for USA tax purposes but for the
purpose of Australian tax continued to be treated as a partnership.

Aust Sub returned 98% of the net income of the partnership as assessable income and
then claimed foreign tax credits equal to 98% of the USA tax paid by US Partnership.

This arrangement allowed Aust Sub to continue to receive income equal to the amount of
interest derived on the portfolio less an arrangement fee and to gain the benefit of foreign
tax credits. As a result Australian Subsidiary effectively paid no tax in Australia on its
interest income. :
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CASE HISTORY:
INVESTIGATION OF 800 U.S. SHELL COMPANIES UNABLE TO
PROCEED DUE TO UNKNOWN CORPORATE BENEFICIAL OWNERS

Upon request, U.S. Immigration and Customs Enforcement (ICE), a leading law
enforcement agency within the U.S. Department of Homeland Security, provided the U.S. Senate
Permanent Subcommittee on Investigations with the following information about a money
laundering investigation that was unable to proceed, because ICE was unable to obtain
information on the true owners, or beneficial owners, of a number of U.S. shell companies
suspected of involvement in crime.

In October 2004, ICE received information from foreign law enforcement that a
company, incorporated and registered in the State of Utah, was linked to suspicious transactions
totaling nearly $150 million. Further investigation by ICE revealed that the company was jointly
owned by two offshore entities located in Panama. Investigative analysis revealed that the two
offshore entities were part of a larger Panamanian group of holding companies, all located within
the same Panama City office suite, which owned or controlled nearly 800 (as of 2005) U.S.
corporate entities dispersed among nearly all of the 50 United States.

The transactions in which the Utah company was a participant, involved companies,
controlled by the Panamanian network, that transferred large amounts of money to each other
and into and out of high-risk jurisdictions, most often in Europe and former Soviet bloc
countries. The purpose of these transactions was often listed as payment for the import or export
of goods, but information from foreign law enforcement often indicated that the underlying
import/export of tangible products was non-existent. In effect, the funds transfers appeared to be
part of a massive financial shell game, in which U.S. entities were used as shell companies to
disguise the movement of funds and conceal criminal activity behind seemingly legitimate
transactions.

ICE investigators located and interviewed the registered agent of record for the Utah
company. In addition to the company under investigation, ICE learned that this registered agent
was also the agent of record for over 200 corporate entities registered in Utah and associated
with the Panamanian holding companies. The registered agent identified the Panamanian
holding companies as “clients of a client,” who he identified as a registered agent in Delaware,
who was employed by a prominent incorporation service provider there. The Utah registered
agent stated he was in frequent contact with the Delaware registered agent who requested the
company registrations and provided only the information required to be collected by Utah law,
which is minimal. The Utah registered agent further explained that he believed many of the
companies he registered for the Delaware agent were “shell companies,” because they were
created but not maintained.

Further investigation uncovered 8 past ICE (and U.S. Customs) cases involving the same
Delaware incorporation service provider, the same Panamanian holding companies, and multiple
U.S. companies:
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1) In 1998, Belorussian authorities requested the assistance of U.S. Customs to determine the
corporate ownership of a Delaware company suspected in the smuggling of automobiles and
stolen property in Byelorussia. The company’s registered agent in Delaware admitted to U.S.
Customs agents that the company was one of many incorporated on behalf of a Latvian client
who would then sell the companies to other clients abroad.

2) In 1998, Russian authorities requested the assistance of U.S. Customs to determine the
ownership of a company suspected of smuggling American cigarettes into Russia. U.S.
Customs agents determined that the company was registered in Delaware and jointly owned
by two of the Panamanian holding companies.

3) In 1998, Latvian authorities requested the assistance of U.S. Customs to determine the
ownership of a Delaware company suspected of violations of Latvian customs laws. U.S.
Customs agents interviewed the incorporator who stated that he incorporated such companies
on behalf of a specific customer who would then sell the companies to overseas buyers.

4) In 2000, Polish authorities requested the assistance of U.S. Customs to determine the
ownership of a company suspected of false invoicing of exports from Poland to the United
States. U.S. Customs agents identified the company as registered in Delaware, U.S.
Customs agents interviewed the incorporator who identified the company as one created for a
foreign individual who requested the incorporation of approximately 40 companies a month
through the incorporator’s company. The incorporator stated that the companies were
created to move money out of Russia, Latvia, and other former Soviet republics.

5) In 2001, Ukrainian authorities requested the assistance of U.S. Customs to determine the
ownership of a company suspected of being a front for criminal activity in Ukraine. U.S.
Customs agents identified the company as a Nevada registered entity, which had been
registered in Nevada on behalf of the Delaware incorporation service provider. The Nevada
company was jointly owned by two of the Panamanian holding companies.

6) In 2001, U.S. Customs agents received a request for investigative assistance pertaining to a
suspicious shipment of oil from Russia to Poland involving a company incorporated by the
Delaware incorporation service provider. A subsequent investigation determined that the
company was jointly owned by two of the Panamanian holding companies.

7) In 2003, Ukrainian authorities requested the assistance of ICE to determine the ownership of
a company registered in Oregon and suspected of criminal activity in Ukraine. An ICE
investigation determined that the company had been registered in Oregon by a registered
agent there at the request of the Delaware incorporation service, which had registered the
company on behalf of a Latvian registered agent.

8) In 2003, Russian authorities requested the assistance of ICE to determine the ownership of a
company suspected of involvement in Russian organized crime and millions of dollars of
fraudulent financial activity. An ICE investigation determined that the company had been
registered in Delaware by the Delaware incorporation service provider.

After consultation with the Department of Justice, ICE closed the investigation in September
2006. Although it appears that many of the U.S. companies have been used abroad in criminal
activity, U.S. incorporators are not obligated to collect ownership information or know-your-
customer information for the companies they form or the clients they deal with, nor conduct due
diligence to determine the intended purpose and use of the corporations sold. ICE was unable to
identify the U.S. companies’ beneficial owners and unable to proceed with the investigation.

Prepared by the U.S. Senate Permanent Subcommittee on Investigations, June 2009
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EXAMPLES OF LAW ENFORCEMENT REQUESTS
FOR INFORMATION ON

U.S. CORPORATIONS SUSPECTED OF WRONGDOING
June 18, 2009

Foreign law enforcement agencies make frequent requests for information about U.S.
corporations suspected of involvement in criminal activity within their jurisdictions. To gaina
deeper understanding of these requests and the type of wrongdoing which U.S. corporations are
suspected of engaging in outside of the United States, the U.S. Senate Permanent Subcommittee
on Investigations obtained sample requests from two sources: (1) requests made to the U.S.
Department of Justice under a Mutual Legal Assistance Treaty (MLAT requests); and (2)
requests made to two U.S. Immigration and Customs Enforcement attaché offices located abroad
(ICE foreign attaché requests).

MLAT Requests'

1. Authorities in Latvia are seeking information about an Arkansas company as part of a
criminal investigation into alleged tax evasion. (January 2007)

2. Authorities in the Ukraine are secking information about United States corporations as
part of a criminal investigation into alleged embezzlement. (January 2007)

3. Belgium has requested information about several United States companies that were
allegedly used to defraud at least 50 investors out of millions of Euros in an investment
scam. {March 2007)

4, Ttaly has requested information about several companies believed to be incorporated in
the United States for use in a criminal investigation into fraud, tax evasion and money
laundering. (March 2007)

5. Latvia has requested information about a New York company for use in a criminal
investigation into alleged VAT fraud. (March 2007)

6. Russia has requested information about a Delaware corporation for use in a criminal
investigation into alleged fraud. (March 2007)

7. Russia has requested information about a Delaware company for use in a criminal
investigation into alleged VAT fraud. (March 2007)

8. Russia has requested evidence in Delaware for use in a criminal investigation into alleged
smuggling involving Magelan Invest LLC. (March 2007)

9. Russia has requested information about a Delaware company for use in a criminal
investigation into alleged theft. (March 2007)

10. Belarus is seeking information about two United States companies for use in criminal
investigation into alleged embezzlement. (April 2007)

* Source: http://www.kycnews.com/offshore alert back issues.asp (viewed June 12 and 15, 2009).
These MLAT Requests are listed in online editions of KYC OffshoreAlert, a monthly newsletter that
examines offshore and money laundering issues. The requests appeared in the online editions from
January 2007 through December 2008. Each request is a direct quotation taken from the edition cited.
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Russia has requested information about a New York company for use in a criminal
investigation into alleged fraud. (April 2007)

The Ukraine has requested information about a Delaware firm FCTS Enterprises Lt. as
part of a criminal investigation into alleged customs fraud. (April 2007)

The Ukraine has requested information about Delaware firm Actex Corporation for use in
a criminal investigation into alleged smuggling. (April 2007)

. Greece is seeking information concerning Delaware-registered Crystal Shipping Inc. for

use in a criminal investigation into the alleged transportation of illegal immigrants into
the country. (June 2007)

. Latvia is seeking information concerning Delaware-registered E&W Trading Group LLC

for use in a criminal investigation into alleged tax evasion, money laundering, and
conducting business without a license. (June 2007)

. Poland has requested information about many corporations with addresses in the United

States as part of a criminal investigation into alleged fraud. (June 2007)

. Latvia has requested evidence from a Delaware corporation as part of a criminal

investigation into alleged tax evasion. (November 2007)

. Poland has requested evidence from the representative of a Delaware corporation for use

in a criminal investigation into alleged bank fraud and forgery involving a fake bank
guarantee for 11.8 million Euro. (November 2007)

Russia has requested evidence from Delaware incorporator [redacted] as part of a
criminal investigation into an alleged RUR 30 million fraud against the Republic of
Buryatia, an autonomous Russian republic located in Serbia. (November 2007)

Ukraine has requested information about Delaware-registered Span Investments Holding
LLC as part of a criminal investigation into the alleged smuggling of goods. (November
2007)

The Czech Republic has requested evidence from a Florida company as part of a criminal
investigation into copyright infringement and theft of computer software. (January 2008)
Cyprus has requested evidence in the United States as part of a criminal investigation into
an alleged multi-million theft and fraud by former officers of Delaware-registered
AremisSoft Corporation, (February 2008)

Poland is seeking evidence from a Delaware-registered company as part of a criminal
investigation into alleged fraud (February 2008)

Russia has requested information about a Delaware corporation as part of criminal
investigation into alleged tax evasion. (February 2008)

Russia has requested evidence from a Delaware-registered corporation as part of a
criminal investigation into alleged customs fraud. (February 2008)

Ukraine has requested evidence from a Delaware corporation as part of a criminal
investigation into alleged customs fraud. (February 2008)

Latvia is seeking information about and from Delaware-registered Subterranean Lake
Group LLC as part of a criminal investigation into alleged fraud. (March 2008)

The Slovak Republic has requested evidence about and from Delaware-registered Lingo
Wood Inc. as part of a criminal investigation into alleged tax evasion. (March 2008)
Ukraine has requested information from and about Delaware-registered Brownsville LLC
for a criminal investigation into alleged tax fraud and money laundering. (March 2008)
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30. The Czech Republic has requested evidence from Delaware-registered Avenger Sales
LLC as part of a criminal investigation into alleged bankruptcy fraud. (April 2008)

31. Estonia is seeking information about three companies in Delaware and one in Arkansas
as a part of a criminal investigation into alleged import/export fraud. (April 2008)

32. Latvia is seeking evidence from Delaware-registered Drynam LLC as part of a criminal
investigation into alleged fraud. (April 2008)

33. Switzerland has requested evidence from and about, Delaware-registered Dahll Scott
Corporation as part of a criminal investigation in to a 68-year-old German citizen for
alleged fraud and forgery. (April 2008)

34, Bulgaria has requested evidence from a Delaware company for a criminal investigation
into smuggling and money laundering involving cigarettes. (June 2008)

35, Bulgaria has requested evidence from a Delaware company for a criminal investigation
into the alleged illegal exportation of meat. (June 2008)

36. The Czech Republic is seeking information about two companies in Delaware and one in
Arkansas as part of a criminal investigation into alleged embezzlement, breach of trust
and insider trading. (June 2008)

37. The Czech Republic has requested information about US corporations as part of a
criminal investigation into alleged embezzlement. (June 2008)

38. Latvia has requested information about Delaware-domiciled Westerman LLC as part of a
criminal investigation into alleged tax evasion and money laundering. (June 2008)

39. Russia has requested evidence from Delaware-domiciled Ferbane Global LL.C for a
criminal investigation into alleged corruption. (June 2008)

40. Bulgaria is seeking evidence from Delaware-domiciled Kingston Enterprises LLC fora
criminal investigation into alleged money laundering. (August 2008)

41. Ukraine is seeking evidence from Delaware-domiciled Balkandonsteel LLC fora
criminal investigation into the “alleged failure to repatriate foreign currency proceeds”.
(August 2008)

42. Romania has requested evidence from three Delaware-domiciled companies and
American Express Bank in New York as part of a criminal investigation into alleged
bankruptey fraud, money laundering, and embezzlement. (September 2008)

43. Ukraine has requested evidence from Delaware-domiciled Pharmaceutical Solution, Inc.
for a criminal investigation into alleged customs fraud. (September 2008)

44, Ukraine is seeking evidence concerning Atlanet LLC in Delaware as part of a criminal
investigation into alleged value added tax fraud, forgery, and money laundering. (October
2008)

45. Ukraine is seeking evidence from Toronto Projects, Inc. in Delaware for a criminal
investigation into alleged value added tax fraud. (October 2008)

46. Ukraine is seeking evidence from Avenger Sales LLC in Delaware as part of a criminal
investigation into alleged fraud. (October 2008)

47. Hungary has requested evidence from companies in Delaware and Florida as part of a
criminal investigation by police in Budapest into a man accused of operating a car-import
fraud. (December 2008)
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ICE Foreign Attaché Requests’

The Subcommittee asked ICE to provide information about requests received from foreign
law enforcement agencies seeking U.S. corporate ownership information. ICE indicated that
such requests were frequent, singling out in particular two ICE attaché offices, located abroad,
with principle responsibility for Eastern European law enforcement requests. ICE provided the
following information for those two offices.

o  Frankfurt Attaché. The ICE Attaché in Frankfurt, Germany receives numerous requests
over the stated timeframe (2002-present) from the customs agencies in Georgia, Ukraine,
Poland, Estonia, Latvia, Lithuania, Kazakhstan, Uzbekistan, Moldova, Denmark, Sweden,
Finland and Norway (the Nordic countries were within the area of responsibility of the ICE
Attaché Frankfurt from 2002-2006 and the Stans from 2002-2008) regarding False Country
of Origin and the undervaluation of vehicles and other items exported from the U.S that
result in a loss of customs duties and value added tax (VAT) revenue to the country of
import. In an average month, approximately 10 requests are received by the ICE Attaché
Frankfurt for original documents associated with this fraud. The ICE Attaché Frankfurt
filters these requests and sends investigative leads to domestic ICE offices for their assistance
in acquiring the original purchase and export documents approximately 40% of the time.
Frequently, the documents and the associated investigations show that the exporter
committing the fraud utilizes a U.S. shell company as the entity that purchased and/or
exported the commodity. The ICE Attaché Frankfurt has been able to identify approximately
241 instances of this nature since 2004. The most common states of incorporation for these
shell companies are Delaware and Nevada.

e Vienna Attaché. The ICE Attaché in Vienna, Austria has received numerous requests over
the stated timeframe from the customs agencies in Bulgaria, Czech Republic, Hungary,
Romania, Slovakia, and Slovenia regarding False Country of Origin and the undervaluation
of vehicles and other items exported from the U.S that result in a loss of customs duties and
value added tax (VAT) revenue to the country of import. In an average month, more than
100 requests are received by the ICE Attaché Vienna for original documents associated with
this fraud. Frequently, the documents and the associated investigations show that the
exporter committing the fraud utilizes a U.S. shell company as the entity that purchased
and/or exported the commodity. The most common states of incorporation for these shell
companies are Delaware and Florida. It is difficult to gauge the results of these
investigations because the volume of these cases is so high that it would be resource
intensive to track each disposition.

* Source: ICE.
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Statement of Senator Tom Carper
Before the Committee on Homeland Security and Governmental Affairs
On Examining State Business Incorporation Practices: A Discussion of the
Incorporation Transparency and Law Enforcement Assistance Act
June 18, 2009

I want to welcome our witnesses today. Thank you for joining us today and for your
input.

I want to thank Chairman Lieberman and Senator Levin and their staff for working
closely with my staff, as you studied this topic and put this hearing together.

The last time we met on this issue, in November 2006, I emphasized the importance of
this issue to my state. Business incorporations and related fees account for roughly 25
percent of Delaware’s general fund revenues.

1 continue to be proud that Delaware is the leading home of incorporations for businesses
in this country. Delaware continues to be a leader in entity incorporation because the
state has the expertise to ensure corporate success — from annually updating its laws to
meet the changing needs of incorporated interests to a well-respected and renowned
judiciary.

Delaware has enacted a number of laws to deter the formation of illicit businesses and
ensure that law enforcement has better access to the information they need to prevent and
solve crimes,

For example, Delaware was the first state in the nation to adopt legislation responding to
the concerns expressed by law enforcement regarding illicit practices of registered agents.
Delaware now regulates Commercial Registered Agents and has successfully removed a
number of registered agents from doing business in our State.

Delaware requires every business entity to provide the name, address and phone number
of a designated communications contact person that is available to law enforcement. And
Delaware responded to international criticism that U.S. company law permits companies
to issue bearer shares, stocks certificates whose record of ownership is not maintained by
the issuing company, when we explicitly banned the practice in statute to be consistent
with long-established Delaware case law.

There are a number of reasons for us to encourage more transparency and disclosure with
respect to ownership of legal entities. But whenever we undertake legislation, we have to
find the right balance. In this case, we need to provide law enforcement with the tools
they need to prevent and prosecute crime.
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However, we must ensure that we do not put additional burdens on our states or our state
budgets, many of which are operating in a deficit. 99.9% of corporate entities in the
United States are good citizens. We should not burden the vast majority of good citizens
with expansive and burdensome paperwork while trying to find the 0.1% of bad actors
who are likely to try to evade such disclosures anyway. Whatever solutions we pursue, it
is important that we are careful not to hinder legitimate business activity or invade the
financial privacy rights of risk~taking entrepreneurs who have historically found the
United States to be the freest economy in the world.

At our last hearing in November 2006, Delaware’s Assistant Secretary of State, Rick
Geisenberger, appeared before this Committee and discussed the issues related to the
disclosure of “beneficial owners” of incorporated entities. Mr. Chairman, [ would like to
offer Mr. Geisenberger’s testimony from that hearing into this hearing record if I may.

In his testimony, it was the Secretary of State’s conclusion, and he was not alone, he was
joined by the National Association of Secretaries of State, that requiring entities that
incorporate in any state to disclose who the “beneficial owners” of a corporation are, at
any certain point in time, would be difficult to implement. The act of defining
“beneficial owners” is not easy and could be interpreted quite broadly — in some cases
requiring the disclosure of hundreds, even thousands, of names.

After that hearing in 2006, I charged Mr. Geisenberger and the Delaware Secretary of
State’s office with the task of trying to find a compromise on this issue., The National
Association of Secretaries of States, who are represented today by North Carolina
Secretary of State Elaine Marshall, created a Company Formation Task Force to examine
this issue in February 2007,

The Task Force asked the Uniform Law Commission, who are represented by Mr. Harry
Haynsworth, to develop amendments to various uniform and model entity laws to help
address these issues. The Uniform Law Commission drafting committee included
representatives from the American Bar Association, and other stakeholders around the
nation,

My understanding, and I'm sure the witnesses today can attest to this fact, is that this
group has worked furiously for two years to find a compromise that would work ~ that
would both assist law enforcement by providing the information that they need without
putting an undue burden on the states or on legitimate American businesses.

I'look forward to hearing from all of our witnesses today so that we can get an update on
the lay of the land since our last hearing and determine whether a workable compromise
has been achieved.

Thank you to our Chairman for holding this hearing and thank you to my friend from
Michigan for his diligence on this issue to make sure our country is protected and for
working to ensure that we find the right solution and the right balance here.
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INTRODUCTION

Chairman Lieberman, Ranking Member Collins, and distinguished Members of the

Committee:

On behalf of Secretary Napolitano and Assistant Secretary Morton, I would like to thank
you for the opportunity to testify today on the efforts of U.S. Immigration and Customs
Enforcement (ICE) to protect the United States from the growing threat of international money
laundering. ICE has expansive investigative authority and the largest force of investigators in
the Department of Homeland Security (DHS). We protect national security and uphold public
safety by targeting transnational criminal networks and terrorist organizations that seek to exploit

vulnerabilities at our borders.

ICE investigates individuals and organizations that exploit vulnerabilities in financial
systems for the purpose of laundering illicit proceeds. ICE also addresses the financial
component of every cross-border criminal investigation. ICE’s financial investigative
authorities and unique capabilities specifically given to and used by ICE enables it to identify,
dismantle, and disrupt the financial criminal enterprises that threaten our nation’s economy and
security. The combination of successful financial investigations, Bank Secrecy Act (BSA)
reporting requirements, and Anti Money Laundering (AML) compliance efforts by traditional
and non traditional financial institutions has, historically, forced criminal organizations to seek
other means to launder their illicit funds across our borders. One of the most effective methods
to confront, dismantle, and disrupt these often violent, transnational criminal organizations is to
target the criminal proceeds that fund their operations. However, in the attempts to accomplish
this mission, law enforcement is often hindered by the lack of information available as to the true

ownership or control of shell companies. Further, this impediment limits our abilities to work
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jointly with our international law enforcement partners and can inhibit our ability to take quick

action where it may be required.

In addition, ICE participates in a working group chaired by the National Security Council
focused on the United States Government response to large-scale corruption by foreign public
officials, also referred to as “kleptocracy.” ICE has played an integral role in the development of
the strategy, as it is uniquely positioned as a U.S. cross-border investigative agency possessing
international money laundering expertise, customs and immigration authorities, and extensive
international investigative assets. In 2003, ICE established the Federal Foreign Corruption Task
Force, which conducts investigations into the laundering of proceeds emanating from foreign
public corruption, bribery, or embezzlement. The investigations are conducted jointly with
representatives of foreign governments to prevent laundered money from entering the U.S.
financial infrastructure, seize identified assets in the U.S., and repatriate these funds to the

victimized governments.

ICE has long recognized the misuse of corporations and limited liability companies
(LLCs) formed under State law as a serious threat to the ongoing effort to combat international
criminal activities. The lack of corporate transparency has allowed criminal entities a gateway
into the financial system and further veils their illicit activity. Investigations can be significantly
hampered in cases where criminal targets utilize shell corporations. The difficulty for law
enforcement to obtain true beneficial ownership information impedes investigators’ ability to
follow criminal proceeds. Furthermore, the 2005 U.S. Money Laundering Threat Assessment,
the first government-wide analysis of money laundering in the United States, specified that

“legal entities such as shell companies and trusts are used globally for legitimate business
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purposes, but because of their ability to hide ownership and mask financial details they have

become popular tools for money launderers.”

Obtaining information on true beneficial corporation owners and LLCs formed under
State law, and providing the information to civil or criminal law enforcement upon receipt of a
subpoena or summons, would assist DHS in its endeavor to protect the country. Currently, due
to the disparity in the type and amount of corporate ownership information collected by
individual States, law enforcement is often faced with the unavailability of needed information as
to the true ownership of funds, accounts, or assets that are deemed to be linked to criminal
activity. The collection by States of a standard minimum level of corporate ownership
information, and the ability of law enforcement to access this information in a timely manner,

would greatly assist law enforcement efforts.

At this time, I would like to share with you a few examples of investigations that
demonstrate how “shell” corporations established in the United States have been utilized to

commit crime against individuals throughout the world.

NEW YORK MONEY LAUNDERING INVESTIGATION — INVESTMENT FRAUD

Based on a tip, an investigation was initiated by our New York office against a criminal
organization involved with defrauding investors out of millions of dollars and laundering the
fraudulently obtained proceeds. The investigation revealed an enterprise of individuals offering
fictitious instruments for investment programs described as “currency leasing trading programs,” leading
to more than $14 million in fraudulent transactions, These funds were laundered through a network of
domestic and foreign bank accounts utilizing shell corporations, many of which had been established in

the United States.
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The investigation revealed that one of the perpetrators operated an Internet web site out of
Las Vegas, Nevada, which offered investors the opportunity to “lease” $1 million for a fee of $35,000.
Once “leased,” victims were told these funds would be placed into a high yield international trading
program. The contracts provided to the investors indicated an expected return on their investment of as
much as 25 percent every two weeks.

An additional co-conspirator in the scheme was responsible for establishing a complex web of
bank and brokerage accounts, and shell companies. This individual established corporations in
Delaware, Nevada, California, and Massachusetts in the United States along with companies in
Denmark, Sweden, Luxembourg, and the Bahamas. Another co-conspirator opened cash management
accounts at brokerages utilizing the shell corporations. Investors were told to send their $35,000 fee to
the accounts established utilizing the shell corporation names. Once in this account, the funds were
transferred to secondary accounts. From these accounts, the funds were then disbursed to various
foreign and domestic accounts and liquidated through the use of checks, debit cards, and ATM cards.
The investors never realized the profits they were promised. They merely received a litany of
excuses for the delays and promises that the transactions would be completed. When they
requested refunds, the investors were told that they were not entitled to a refund since they had
received the service that they paid for, namely that the funds had been successfully leased.

In the end, six individuals pled or were found guilty of violating money laundering, wire
fraud, and international transportation of stolen funds statutes. The defendant’s use of domestic
and foreign shell companies to layer the funds prevented full recovery of the fraudulently

obtained funds.
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MIAMI MONEY LAUNDERING INVESTIGATION-BID RIGGING-BRIBERY

Another example of how these shell corporations are utilized for criminal activity is illustrated in
a Miami office investigation. In this investigation, the violators utilized shell corporations to defraud the
Government of Trinidad and Tobago out of more than $100,000,000. The foreign and domestic shell
companies enabled them to engage in a bid-rigging scheme and then launder the fraudulently obtained
proceeds. In this “bid-rigging” fraud scheme, the co-conspirators bribed members of a Trinidad and
Tobago bid committee of the Piarco International Airport in order to win a competitive construction bid.
The U.S. targets of the investigation operated a construction company and architectural firm in South
Florida, which submitted a competitive bid for work in the construction of the airport. A Trinidadian
Government Accessor believed the bid was too high and requested that the bid committee obtain a
second bid. As a result, the targets of the investigation utilized a shell company to submit a second,
much higher valued bid for the work. As a result of this much higher second bid, the contract was
awarded to the targets of the investiéation.

Once they had been paid by the Trinidadian Government, they laundered the proceeds of
the fraud by layering them through a series of shell companies in the Bahamas, Lichtenstein, and
the United States. Through handwritten notes kept by Bahamian bankers, ICE investigators
identified the true beneficiaries of the funds. Six of eight indicted individuals were found guilty
of violating money laundering, and wire fraud statutes. The two remaining indicted individuals
are still pending extradition to face the charges. As part of the sentence, the court ordered
approximately $22 million in restitution be paid, but the majority of that ordered restitution has

not been realized.
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NATIONAL INITIATIVE - OPERATION PAYCHECK - DISGUISED PAYMENTS TO
ALIEN WORKERS

In July 2006, ICE launched Operation Paycheck, a national initiative designed to combat
criminal schemes involving the exploitation of the financial industry by businesses to pay the
wages of illegal alien workers. Through ICE investigations, numerous financial schemes have
been uncovered throughout the U.S., such as money laundering, structuring funds into and out of
financial institutions, and the operation of unlicensed Money Service Business (MSB) to disguise
the payment of illegal alien workers. To combat this threat, all ICE Offices of Investigations are
leveraging their combined investigative expertise in financial crimes and worksite enforcement
to identify, disrupt, and eliminate organizations seeking to exploit our financial industry to

facilitate the employment of illegal aliens.

In most cases identified, many involving the construction industry in the southeastern
U.S., the employer of illegal aliens establish shell companies that appear to operate as sub-
contractors of the actual employer. The employers are then able to pay the shell company for
their services, often in the form of one large check or numerous checks. The shell company
(sub-contractor) then cashes the check or checks, frequently through a culpable MSB, and pays
the illegal alien workforce in cash. In most instances, the person or persons posing as the sub-

contractor charge a fee for this service, as does the culpable MSB.

This type of scheme may also involve a host of other state and federal violations. For
example, by using the shell company and the payment of the illegal alien workers in cash, the
employers avoid withholding state, federal, and social security taxes from employee’s paychecks

in violation of state and federal tax and labor laws.
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CONCLUSION

As noted in our testimony, the use of shell companies to engage in illicit activities,
including money laundering and financial fraud, presents a number of investigative challenges
for law enforcement. The lack of transparency and information on beneficial ownership of these
entities has made their use an ideal mechanism for money laundering and the commission of
other illegal activities, and has allowed criminals an entry into our financial system. Greater
transparency of beneficial ownership of corporate entities and providing law enforcement
reasonable access to this information would greatly assist our efforts to combat the use of shell
companies for illegal activities.

I would like to thank the Committee Members for this opportunity to testify and for your
continued support of ICE, CBP, DHS and our law enforcement mission. I will be happy to

answer any questions that you may have at this time,
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Good aflernoon, Chairman Lieberman, Ranking Member Collins and
distinguished Members of the Committee. I am honored to appear before the Homeland
Security Committee to discuss the critical need for greater transparency in corporate
formation in this country. Nearly three years ago the Department testified before the
Permanent Subcommittee on Investigations of the Committee on Homeland Security and
Governmental Affairs about the difficulties that U.S. shell companies often pose to law
enforcement efforts—and the need for improved access to beneficial ownership
information of these companies. In this context, we use the term “shell company” to
refer to a legal entity, established under the laws of a State, that has no independent
operations or assets of its own. Unfortunately, since the Committee last examined this
issue, the problem has not improved. So I am pleased that the Department has another
opportunity to speak with you about this important issue and that the conversation has
now moved from framing the problem to developing possible legislative solutions.

The term shell company often evokes images of exotic offshore financial centers
and money laundering havens. Unfortunately, some of the worst offenders are not
“exotic” locales at all, but rather some of our own States. In 2006, we spoke of an
unscientific internet search that we conducted using the words “shell corporation”. This
most basic search brought up dozens of websites touting the anonymity, speed, and ease
of using their services to incorporate companies in various U.S. states. Unfortunately, the
news is no better in 2009. A similar search continues to produce sites offering U.S.
companies for sale, making advertising claims such as “When you set up with one of
these shell corporations, your name is not listed on public records as the "incorporator”
and First Director, which can be very key when it comes to privacy.”; and “Why wait
months or years to establish business credit when you can own a turnkey Nevada shelf
corporation with over 150k of bank credit”. Far from attempting to disguise the
anonymity that comes with shell companies or the fact that “aged” shell companies lend
credibility and credit where it would otherwise not exist—on most sites these are the
primary selling points. In an era of rampant mortgage and internet fraud, few things are
more appealing to those seeking to evade the law than a company that comes with over

$150,000 of available credit, a public veneer of credibility, and complete anonymity.
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We must find a solution that will meet core law enforcement needs by providing
transparency to corporate ownership while not placing undue burdens in these turbulent
economic times on the States or the vast majority of legitimate businesses who are rightly

attracted to establishing a legal presence in one or more of our States.

Four critical issues must be addressed in any legislative solution: (1) the need to
identify the beneficial owner of a legal entity at the point of formation; (2) the need for
law enforcement to obtain accurate and timely information about the owners of existing
U.S. legal entities; (3) the appropriate means of addressing the challenge of the transfer of
corporate ownership—especially from corporate formation agents to corporate brokers;
and (4) the penalties necessary to discourage the misuse of U.S. companies -- all without
burdening the States and private business with undue costs and regulation. Several
important legislative solutions have been offered by members of this Committee and by
the States, I will not address those proposals directly other than to say that the
Department strongly supports all efforts to address the lack of transparency in U.S. legal
entities, believes that federal legislation must be at least part of the solution, and believes
that the current proposals contain many good ideas upon which to base our discussions.

Background

Shell companies can be loosely defined as legal entities that have no significant
operations, have no significant “brick and mortar assets” and exist primarily on paper—
with any U.S. presence typically consisting of a postal box or a mail drop at a company
service provider office. One company formation website, in an unsuccessful effort to
draw a distinction between its “shelf” corporations and shell companies, describes a shell
as “an incorporated company that does not have any significant assets or operational
structure, but merely serves as a clearing house for dissolving corporations, tax evasion,
or for the handling of illicit funds.” This admission recognizes the reality of U.S. shell
companies: Because of lax company formation laws criminals can form shell companies
quickly and cheaply and obtain virtual anonymity. Even after the criminal activity is
detected, so little information is currently collected during and after the formation process
that the true ownership of the shell is just one more unanswered question in the overall
financial investigation. This is the challenge that we face here today: how to arrive at a

solution that will provide transparency to law enforcement and deprive the criminal of
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this valuable tool while not imposing undue burdens on the States and on small

businesses that rely on legal entities to operate.

In our testimony three years ago, we discussed some of the difficulties domestic
shell companies pose to criminal investigations. While corporations certainly have an
important and legitimate commercial role to play in both the national and global
economy, they may also be used for illicit purposes, including money laundering, bribery
and corruption, fraud, tax evasion, immigration and visa fraud, and other forms of illegal
activity. Increasingly, illicit money networks, or professional money launderers, if you
will, use shell companies as a necessary tool of their trade in schemes to launder money
for drug trafficking and other international criminal organizations, and to finance
terrorism. Shell companies are specifically used for this purpose because they are very
easily formed, can provide an essentially anonymous legal entity with which to open
domestic and foreign bank accounts and, in the case of U.S. shells, carry an air of
legitimacy. Criminals trade on this air of legitimacy and the good names of our States by
sending illicit money through shell company bank accounts fraudulently disguised as
legitimate economic trade. The criminal source, destination, and true ownership of the
money is protected from law enforcement scrutiny by State laws which do not require the

beneficial owners of companies to adequately identify themselves.

Shell companies, or facially legitimate companies, have been used in visa fraud
schemes to facilitate the issuance of business visas (B-1, L and H visa categories) to those
who wish to migrate to the U.S. illegally. They have also been used to facilitate the

issuance of visas and entry into the U.S. of members of organized crime groups.

Companies are easily formed. To do so, a company principal or someone acting
on the company’s behalf submits formation documents to the appropriate State office.
Documents may be submitted in person, by mail, or online, and “the process can take
anywhere from 5 minutes to 60 days.” Company Formations: Minimal Ownership
Information is Collected and Available (GAO-06-376) (GAO Report). In addition, a
“minimal amount of basic information generally is required to form a company.” (GAO
Report, p.7) Typically, the documents must give the company’s name, an address where

official notices can be sent to the company, share information for the company, and the
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names and signatures of the persons handling the incorporation process. Few states
require ownership information when a company is formed, nor do they require any
updates. (GAO Report, p.13) Even the initial required information regarding
shareholders is not always accurate or up to date. (GAO Report, p.43) States generally do
not verify the identities of incorporators or company officials. (GAO Report, p.21) In
sum, someone either within or outside of the United States, without any verification of
identification, can form a corporation within as little as five minutes. The corporation is

then a legal entity that can engage in business and open a bank account.

Because shell companies effectively conceal the identities of the persons using the
companies for illegal activity, the use of shell companies to facilitate criminal schemes
continues to grow more sophisticated. Criminals want to use U.S. shell companies
because those entities do not receive the same level of scrutiny as those established in
foreign jurisdictions that share comparatively weak corporate regulation — jurisdictions
that are often labeled “offshore havens.” Additionally, the U.S. companies have an air of
legitimacy in the foreign countries where criminals may want to obtain bank accounts.
Criminals are increasingly opening bank accounts for their shell companies in offshore
jurisdictions where customer identification requirements may be less rigorous than in the
United States. These companies then gain access to the U.S. financial system through

correspondent banking relationships with U.S. financial institutions.

The following scenario illustrates how this structure works. First, a corporate
formation agent forms thousands of companies in a State that does not require the agent
to collect or verify ownership information. The agent then markets these “shelf
companies” around the world. A professional money launderer buys several and uses
them to open bank accounts in a foreign country. The foreign bank has a correspondent
account at a bank in New York. The criminals then make wire transfers using those
accounts, which appear to be legitimate trade transactions from a U.S. company that has a
bank account in New York. This kind of illicit money movement system allows
international criminal organizations to move billions of dollars without detection. U.S.
law enforcement agencies cannot determine who is perpetrating the scheme through the
records maintained by the State of incorporation because the criminals used nominees on

the paperwork and purchased the shell company via an intermediary. Law enforcement
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also cannot determine who is perpetrating the scheme through the U.S. bank account
records because a correspondent account only identifies the foreign bank as its account
holder. The records do not identify who controls accounts within the foreign bank, so
ironically, U.S. law enforcement must try to get information about a U.S. company from
the foreign country, which is difficult for many reasons, and often simply not possible at
all.

The use of domestic shell companies in criminal schemes not only frustrates our
domestic law enforcement efforts, but also frustrates the efforts of our foreign law
enforcement counterparts. When the perpetrators use U.S. shell companies to open bank
accounts in foreign countries to launder money or otherwise facilitate criminal activities
in those countries, foreign law enforcement will go to the foreign bank to obtain
information about the owners of the accounts. If the bank account is in the name of a U.S.
company, foreign law enforcement has to request information on the beneficial owners of
the company from the United States. The U.S. State in which the company was formed
almost never has that information to provide because it is not required to be collected
during corporate formation. The United States is unable to provide assistance to foreign
law enforcement which not only frustrates foreign criminal enforcement efforts but also
domestic enforcement efforts, but also damages our ongoing relationships with our
foreign law enforcement counterparts. As you might imagine, foreign counterparts who
have watched their investigations frustrated by weaknesses in U.S. law are not always

quick to assist with U.S. investigations involving collection of evidence in their country.

In addition, the United States has been cited with non-compliance through the
Financial Action Task Force (FATF) — a multilateral body whose purpose is the
development and promotion of national and international policies to combat money
laundering and terrorist financing -- for our weak State incorporation laws which do not
require the provision of beneficial ownership information. The FATF recognizes that
shell companies are widely used to launder the proceeds from crime and that the
identification of a company’s beneficial owners is essential for preventing and punishing
money laundering. See FATF Report on Misuse of Corporate Vehicles, p.5 (October
2006) (available at http://www fatf-gafi.org/pages/0,2987,en_32250379_32235720_
1_1_1_1_1,00.html).
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This problem of U.S. shell companies has indeed become so acute that other
jurisdictions have recognized that criminals and tax evaders regularly use U.S. shell
companies in their illicit activity when accurate beneficial ownership information is not
required. For example, Brazil recently expanded its definition of tax havens, in Article
22 of Law 11,727/2008, to include countries and locations with laws that do not allow
access to information concerning the corporate structure of legal entities, their ownership,
or identification of the beneficial owner attributed to non-residents. Most, if not all,
commentators suggest that this legislation was directed specifically at U.S. States such as

Delaware and Nevada.

The lack of shell company ownership information, or access to it, presents an
increasingly serious problem for domestic and foreign law enforcement in dismantling
international criminal organizations and prosecuting money launderers. Moreover, the
problem presented by formation agents who set up and sell multiple companies to foreign
brokers requires not just verified information on beneficial ownership when the company
is formed, but also regularly updated and accurate information maintained in the state of

incorporation and readily accessible to law enforcement.

It is our job to solve this growing problem. The steps taken by other jurisdictions
to address the problems presented by shell companies demonstrate that the problem is not

insurmountable.
I) DOJ/Law Enforcement Priorities

The underlying criminal and national security problems to which U.S. shell
companies contribute are unquestionably severe. Likewise, the scope of the problem,
that is, the prevalence of criminals misusing U.S. shell companies, is certainly broad.
That is why the Department is so heartened to see that, through the leadership of
Members of this Committee, the discussion among all of the stakeholders has moved
beyond the stage of defining the problem to developing a solution. We are convinced
that such a solution is possible and can be crafted in a manner that is workable for law
enforcement, State governments, and the private sector, that is, a solution that will benefit

everyone but the would-be criminals and terrorists.
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As noted earlier, the Department has identified four critical issues that must be

addressed for an effective and comprehensive solution to the problem of shell companies.

I will address each of these issues in turn and discuss possible solutions from the

Department’s perspective.
A) ldentifying the Individual/Beneficial Owner Behind the Entity

Criminals exploit and abuse current State incorporation standards to facilitate
their criminal activities and conceal their identities by using shell companies that have no

real existence and little to no transparency as to ownership—beneficial or otherwise.

The Department recognizes that no system will be foolproof and no system can
ever provide perfect information. That being said, we believe the key to transparency of
legal entities at the formation stage is threefold: (1) requiring the provision of correct
beneficial ownership information at the time of formation for all legal entities; (2)
consistently defining beneficial ownership across all 50 states to ensure that criminals
cannot exploit definitional gaps between different state systems; and (3) requiring photo
identification to provide law enforcement with at least a name and a face to further their

investigation where the information provided to a state is either false or missing.

While the collection of beneficial owner information should be the focus of any
comprehensive system, to be effective such information must be collected from more
than just corporations. While company laws vary from state to state and thus no list is
exhaustive, at a minimum, proposed legislation should include all statutory business
entities in a particular state including: for profit corporations, nonprofit corporations,
limited liability partnerships, limited partnerships, limited liability companies,
associations, cooperatives and cooperative associations and statutory trust entities.
Anything less than complete coverage of all legal entities will create loopholes and drive
illicit traffic to that weak link. For example, if LLPs are not covered, but LLCs and
corporations are, criminals will simply cease using LLCs and corporations and move to
the less regulated LLPs. In law enforcement circles, this principle is known as “the least
protected house” principle. Essentially, the house with the weakest locks is the one that
gets burgled. In money laundering and other financial crimes, the weakest and least

regulated industry, state or entity is often the one victimized.

09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00169 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT

51788.016



VerDate Nov 24 2008

164

While the scope of covered entities must be as expansive as possible, the
Department agrees with proposals that exempt certain well defined categories of legal
entities. Broadly speaking, the Department believes that companies which are (1)
regulated by a U.S. Federal or State body; and (2) required by the regulator to provide
beneficial ownership information, should be exempt. Given the disparate norms used by
foreign regulators and the fact that the relevant information is not maintained in the
United States, we believe it is inappropriate to extend such an exemption to companies

regulated by foreign regulatory bodies.

In addition to having a comprehensive list of covered entities, it is critical to have
a consistent, working definition of beneficial ownership. While many claim that the task
of defining beneficial ownership is impossible, to the contrary, there are a number of
definitions worldwide for “beneficial owner” which may assist in drafting this important
definition, including but not limited to the definitions contained in: 31 CFR 103.175; 17
CFR 240.13d-3; the United Kingdom Money Laundering Regulations, effective
December 15, 2007;' and the European Union (Third Anti-Money Laundering
Directive).® The definition adopted in S. 569 offers a reasonable approach, although we
recommend that it should be slightly modified to clarify that the beneficial owner must be

a “natural person” as opposed to another legal entity.

The Department strongly recommends that States be required to adopt a uniform
definition of beneficial ownership and obtain the name, current address, and a copy of
either a government-issued identification or passport, (including a legible photograph of
either form of identification) for each beneficial owner. Due to the variety and quality of
documentation world wide, we recommend that the States accept either government-
issued identification issued in the United States or passports for U.S. persons, but only

passports for foreign registrants.

Additionally, to the extent that a formation agent is used, we recommend that the

agent be required to take reasonable steps to verify the information and sign a

! Used by the United Kingdom in conjunction with the Financial Action Task Force (FATF), a leading
international organization combating money laundering and terrorist financing.
? Used by the European Union in conjunction with the FATF.
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certification that, to the best of his/her knowledge, the ownership information provided

by the agent to the state is true and complete.
B) Obtain Information in an Accurate and Timely Manner

While the collection of accurate beneficial owner information is critical, its
usefulness is significantly undermined if law enforcement cannot receive the information
in an accurate and timely manner. Specifically, law enforcement must be able to obtain
(through an appropriate process) all beneficial ownership information for a legal entity in
a timely fashion. We recommend that the information be available upon service of (1) a
civil, criminal or administrative subpoena, summons, or investigative demand from a
federal or state law enforcement authority, federal or state prosecutor, federal or state
agency or committee or subcommittee of the United States Congress; or (2) a written
request made by the Federal Government on behalf of another country under an
international treaty, agreement, convention or other mutual legal assistance request. We
recommend that the information be provided no later than 5 working days after service of

the request.
C) Issues Relating to Transfer of Ownership

Unfortunately, no matter how strong a system we create at the point of formation,
this is only half the battle. Often, criminals will perpetrate their schemes using so-called
“shelf” or “aged” companies that were created at some point in the past and are now a
valuable commodity for resale because of their history of good standing, credit, and
sometimes even their banking relationships. In such cases, the trail very often goes cold
with either the initial company formation agent or the middleman who is brokering a re-
sale, neither of whom know or often care who has purchased the shell company.

Therefore, any meaningful legislative solution must also address the point of transfer.

As evidenced by the array of websites offering such services, the sale of “off the
shelf” corporations and limited liability corporations (i.e., entities that are already formed
and ready to be sold to a potential buyer) is big business in the United States. This is not
to suggest that advertising companies on the internet in this manner is illegal or that

either the seller or purchasers of companies advertised in this way necessarily intend to

09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00171 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT

51788.018



VerDate Nov 24 2008

166

violate the law. However, one need only look at current websites offering such shelf

companies to understand the allure to fraudsters, money launderers and other criminals.

For example, one website promotes such companies as follows:

SmaliBIZ cow-

{Shelf Companies

A shelf company is a company that has been formed but never been used. Each company
listed was originally filed by SmallBiZ.com, Is in good standing, has no current business
activity, no assets, no liablilities and no stock has been issued.

Why Buy a Shelf Corporation or LLC?

’ Instant History - Establish months or years of history instantly.

' Better Credit - A company with history has an easier time obtaining financing,
credit cards & leases.

' Better Image - A shelf company looks better with age.

' Contract Bidding - Some vendors require that your company have a minimum time
of existence.

’ Save Time - A shelf corporation is ready to begin business immediately. Any
potential delays in startup are avoided.

Why‘ Buy A SmaI!Biz.com Shelf Company? ‘

’ Price - Our prices are the very lowest available anywhere!

[ Company Name - Each of our shelf companies already have an excellent name.
However, we can change the name of the company for only $100 more.

’ Buy Now - Buy a shelf company now and we will send you your shelf company
documents via Next Day Air (included).

' Our Guarantee - We guarantee that the company you purchase has never had any
operational experience. We can guarantee this because we formed the company and
maintained control since its formation.

What Comes With Each Shelf Company?

’ Original Articles - Original file stamped docs from the formation state

' Filing Receipt - Original doc from state indicating filing completion

v Appointment Form - Original signed Appointment form to you

' Tax Paid Acknowledgement - Proof that taxes are paid up to date*

' Forms CD - Either Corp. Forms or Operating Agreement on CD included

’ Registered Agent - Registered agent service for 12 months included

» Other Items - Each shelf company is slightly different {call for more info)

Available Shelf Companles
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| Form, l o l : lHowto
Campany Name l Typa l State Diite Prke Details L 1 Bu
FOUR YEAR OLD CORP! BUY
Comprehensive Creations, Includes: SmaliBiZ =2 8
Inc. INC co 3/30/05 $2699 Secretary* compliance NO!
service!
Forward Thinking Group, INC  DE  07/30/07  $1249 SOLD
Includes: SmaliBiz BUY
Begat Group, Inc. INC co 12/29/07 $699  Secretary* compliance
service! NOW
Concept Dimensions, Inc. INC co 12/29/07 SOLD
Plati Chot e ue co 699 Bux
atinum Choices, 12/29707 % NOW
Priceless Commodities, Inc.  INC co 12/29/07 SOLD
SomeDay Ventures, LLC L co 12/25/07 SOGLD
Nationwide Property BUY
Ventures, LLC e <o 12/29/07 $699 NOW
INC FL 01/04/08  $699 SOLD
BUY
Capstone Properties, LLC LLC DE 08/01/08 $799 NOW

Another website lists the following Nevada corporation for sale:

Shelf Corporation with Credit

AGED SHELF CORPORATION WITH CREDIT - TOLL FREE (888)286-9279

Shelf Corps with Credit For Sale

Aged shelf corporations with credit inventory:

Nevada Shelf Corporation with Credit

. D&B credit profile with 85 Paydex Score

. Muitiple vendor tradelines

» 3 years old reputable, REAL business

» 100k credit fine - equipment leasing™ - zero balance
. 30k hank issued credit ines - Visa, MC

Assur* **** Services Inc

This company has been an operating business for over 3 years in the Clark CountyfLas

Vegas, NV area. There is no outstanding debt and all fradelines have litlle or no balances

11
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owing. No late payments have sver been made on any accounts. As a matter of fact, payments
are usually made at least a week or fwo In advancs of the payment dug date which s why the

Paydex Score is 80 high - an 85 Paydex score is equiv

ant to & 750+ persanal FICD score.

Wiy wall months of years 10 astablish bugd it when you can own & T

T on your busir

ey

Own this Nevada shelf corporation with credit for $48,800

Criminals who are abusing State incorporation practices to conceal their identities
seem to prefer such “off the shelf” corporations. By purchasing shelf companies,
criminals can easily circumvent State incorporation requirements and rely on the fact
that the current update requirements of most States will give criminals months if nota
year head start on law enforcement authorities that are pursuing an inveétigatioa. To
combat this practice, the Department strongly recommends legislation that: (1) requires
all covered legal entities to provide updated beneficial ownership information to the State
at the time of any transfer, sale, or change in beneficial ownership; (2) provides the sale
or transfer of the ownership interest is not effective until such time as the proper
documentation has been received by the Secretary of State; and (3) requires all legal
entities to yearly certify that their beneficial ownership information is current, true and

correct.

This increase in the sale of “shelf” or existing companies highlights an important
loophole that the proposal endorsed by the National Conference of Commissioners on
Uniform State Laws (NCCUSL) seeks to correct: that of a “look back” to existing
companies. There are literally hundreds of thousands of U.S. companies that currently
exist. Unless a mechanism is put into place to also regulate these entities and gather their
beneficial ownership information, there exists a serious risk that they can and will be

misused.

Take for example another U.S. company currently being offered for sale:

A0 Yeurs Ul Mowada Uorpontinnwiis Tt

12
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snowioronly BIB000

gorporationis o sa

Here, a company that has been in existence since 1981 can be purchased “with
credit” for a mere $15,000. This ad illustrates the inherent problem of any legislation that
is exclusively forward looking. Such legislation will again merely create a loophole,
drive illegitimate traffic to that loophole, and create a new and lucrative market for

“aged” companies that do not have to disclose any beneficial ownership information.

The Department recommends that current legislative efforts include a “look back”
provision that will require existing companies to provide current beneficial ownership
information. If the company fails to provide such information then the Secretary of State

should be required to initiate dissolution proceedings against the company.

1} Penalties for the Misuse of Legal Entities/Penalties for False Information
and/or Willful Blindness

In an effort to enforce this system, the Department believes it is critical for both
States and the Federal Government to have a variety of tools at their disposal for the
enforcement of shell company legislation. The Department envisions the legislation

providing three distinct enforcement tools.

13
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First, in addition to any civil or criminal penalty that may be imposed by a State,
the Department believes it is also critical to protect our national interest in enforcing
federal law, by providing both civil and criminal penalties under federal law, similar to
those contained in S. 569. The Department would strengthen the penalties in S. 569 by
consistently applying the criminal intent of acting “knowingly.” This modification will
prevent individuals from escaping liability by acting “willfully blind” in their formation
and use of our legal entities. Moreover, the Department also recommends adopting
language similar to that contained in the Aggravated Identity Theft Statute, 18 U.S.C.
1028A §§ (2), (4), authorizing consecutive prison sentences for repeated and aggravated
violations. Such a provision would target those criminally complicit service providers
that are the worst offenders in this area and who repeatedly promote and use U.S. shell

companies for criminal activity.

Second, those individuals who act negligently or recklessly in providing false
information to the State or failing to update information with the State, should be subject
to civil penalties.

Third, States should be required to immediately dissolve any legal entities that (1)
fail to certify that their beneficial ownership on file with the State is current, true and

correct; and (2) are shown to have otherwise failed to comply with the statute.

These three tools will allow the Government to bring effective, proportional and
dissuasive sanctions against bad actors while not implicating otherwise innocent failures
by small business to file required paperwork.

II) Other Issues

1n addition to the broad framework that has been provided above, the Department
believes there are a number of secondary suggestions that will positively impact any
proposed legislation in this area.

First, in the course of discussing possible solutions, some parties have suggested
making a specified individual located in the State of formation responsible for collecting
beneficial ownership information only after a request is made by law enforcement for this
information. The Department strongly opposes such an idea. Such a provision would be

easy to evade as suspects could transfer ownership from one person to the next so that the

14

09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00176 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT

51788.023



VerDate Nov 24 2008

171

trail is already cold by the time the specified individual reaches out to his last known

contact. It would also openly signal the existence of a criminal investigation.

Next, the Department believes that any legislative solution must apply equally to
both U.S. and foreign persons applying to form a legal entity or become a new owner of a
preexisting legal entity. To only require foreign persons to provide beneficial ownership
information or a copy of a passport would invite fraud as an increasing number of
individuals could be expected to falsely claim to be a U.S. person or use straw actors.
Such an approach may raise questions of consistency with our international undertakings
and obligations, and would be contrary to the open investment policy of the United

States.

Finally, the legislation should require that all States that have not already done so
pass legislation prohibiting so called “bearer shares™ to bring the United States fully into

compliance with the Financial Action Task Force recommendations on this issue.
IIMConclu  sion

1 would like to conclude by expressing the gratitude of the Department of Justice
for the continuing support that this Committee has demonstrated for anti-money
laundering enforcement. The Department believes that we must continue to strengthen
our anti-money laundering laws, not only to disrupt and dismantle drug trafficking and
other international criminal organizations, but also to fight terrorism, white collar crime
and all forms of criminal activity that generate or utilize illegal proceeds. The downside
of globalization is that it affords perpetrators of crime new outlets and vehicles for these

crimes, and thus poses new threats.

The Department is committed to safeguarding the privacy and civil liberty
interests of Americans and is confident that those interests are not at risk when the federal
government takes sensible steps to rein in the abuse of shell corporations. We in the
Department of Justice look forward to working with Congress and with our colleagues in
the Department of Treasury and the Department of Homeland Security, to address the

issues identified in this hearing.

15
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Testimony of Hon. Elaine Marshall, North Carolina Secretary of State

Co-Chair, Company Formation Task Force, National Association of Secretaries of State

Before the Senate Homeland Security and G t Affairs C: ittee — June 18, 2009

“Examining State Business Incorporation Practices: A Diseussion of S, 569:

the Incorporation Transparency and Law Enforcement Assistance Act”

Chairman Lieberman, Ranking Member Collins, and Members of the Committee, on behalf
of my colleagues at the National Association of Secretaries of State (NASS), I would like to extend
our appreciation for your invitation to participate in this hearing. I am wearing two hats today; one
as North Carolina Secretary of State, a job I have proudly held since 1997, and the other as the Co-
Chair of the Company Formation Task Force formed by the National Association of Secretaries of
State INASS) in February 2007.

As Co-Chair of the NASS Company Formation Task Force, I oversaw the drafting and
release of the body’s report and recommendations, which were adopted by the full membership in
July 2007 and reaffirmed in July 2008, I also helped to introduce a resolution to oppose the first
iteration of the bill we are here today to discuss, S, 2956: *“The Incorporation Transparency and
Law Enforcement Assistance Act,” a resolution which was unanimously suppotted by my peers and
adopted by NASS in July 2008.

As such, T remain opposed to the enactment 8.569 because of the additional record keeping
requirements it will place on states and the uncertainty of the costs associated with implementing
such broad changes. In making the case against this bill, T would like to discuss the mechanics of
business formation and record keeping at the state level and highlight how the passage of $.569 will
negatively alter those processes. I will also explain why the NASS approach is more prudent and
less expensive. To the extent that much of the information sought by law enforcement already
resides with financial institutions and in IRS files, we respectfully suggest that Congress redirect its
attention to requiring those institutions to share it, instead of having state agencies collect it.

First, a bit of background on how NASS became involved in this issue. Along with many of
my colleagues, I became aware that several federal agencies were examining the issue of ownership
information collection by state governments at the beginning of 2006, just before the U.S.
Government Accountability Office (GAO) released its April 2006 report on this topic.' As you may
know, GAO concluded that the laws of incorporation in most states allow company owners varying
degrees of anonymity and privacy, which led some in Washington to wonder if the process was
being used by criminals hoping to elude detection by authorities. Just prior to the release of the
GAO report, a separate report from the U.S. Treasury and other agencies raised related concerns
about limited beneficial ownership information.” In November 2006, Senator Levin (D-MI) chaired
a hearing in the Permanent Subcommittee on Investigations and heard testimony from the federal
agencies responsible for these reports, as well as the state corporate division directors from
Massachusetts, Delaware, and Nevada. At the conclusion of the hearing, Senator Levin announced
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that he was not satisfied with the efforts of the states to collect ownership information, warning that
mote aggressive state action was needed to improve what he saw as inadequate practices.

In eatly 2007, I sent a letter to Senator Levin on behalf of NASS asking that he hold off on
introducing federal legislation until our association had an opportunity to convene a Task Force to
teview the issue and develop meaningful recommendations for federal and state consideration.> In
February 2007, Nebraska Secretary of State John Gale and I agreed to serve as Co-Chairs of the
NASS Company Formation Task Force, along with other members, including Secretaries from
Georgia, Indiana, Minnesota, Nevada, New York, and Wyoming, Senior corporations division staff
from Delaware, Massachusetts, and Maine also agreed to participate.

In July 2007, members approved the NASS Company Formation Task Force Report and
Recommendations,’ which include the following:

® A ban of bearer shares and interests in bearer form, a practice that was for all intents
and purposes prohibited by states’ case law, but not clearly outlined in state statute.®

® A requirement that entities file a periodic report that includes the name and address
of a natural person in the U.S. who has responsibility for providing access to the list
of owners of record for a business entity. That name would be a part of the public
record and, therefore, available to law enforcement without a subpoena.6

These basic recommendations have served as the basis for drafiing the Uniform Law
Enforcement Access to Entty Informaton Act, which is scheduled for a final vote before the
Uniform Law Commission in July 2009. You will hear more details about this body and its draft
language from Harry Haynsworth, but it is important to note that we have worked with this group
since they began their drafting in 2007.

In May 2008, Senator Levin expressed his dissatisfaction with the NASS approach and
introduced the Incorporation Transparency and Law Enforcement Assistance Act (§.2956). He
reinttoduced this bill in March 2009 as S$.569. NASS and a number of other prominent
organizations are currently on record in opposition to this bill, including: the Uniform Law
Commissioners, the American Bar Association (ABA), and the National Conference of State
Legislatures (INCSL).

During the past several years, this coalition has been working together to find appropriate
state legislative and administrative answers that would:

1. Avoid the federalization of the company formation process, which has always been
a state function. Federal legislation will bring federal rulemaking and regulatory
authority into an area that has traditionally been the jurisdiction of states;

2. Create a way for company ownership data to be held by private individuals
designated by the entities, rathet than the Secretary of State or other state agency;
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3. Require that law enfotcement agencies use subpoenas to inspect the ownership
records rather than mandating that the Secretaries of State or state governments
secure and provide them;

4. Avoid an immense, unfunded mandate requiring states to fund the hardware,
software and staffing to collect, update, preserve and make accessible such data.
There would also be a substantial cost for public education efforts regarding the
complete change to filing requirements;

5. Prevent the office of the Secretary of State from becoming a law enforcement
agency if compelled to regularly cross-check the entity ownership data against the
Office of Foreign Asset Control’s Specially Designated Nationals (SDN) List and
report any suspicious matches. States are concerned that if required to collect and
maintain beneficial ownership information, they will ultimately be required to verify
the information and cross-check it all with the SDN List. This issue is especially
important because while verification and cross-checking are not required in $.569,
Senators Levin and Grassley, as co-sponsors, have said that states should verify the
ownership information and run the information against the SDN List.

Here are some additional reasons why the NASS approach is more desirable:

The NASS recommendations strike an appropriate balance by supporting the goals of law
enforcement without unnecessarly restructuring state governments or negatively impacting the
business community., In its 2006 report on ownership information laws for corporations, GAO
concluded that, “if a requirement to collect company ownership is considered, it would be useful for
policymakers to consider options that balance the conflicting concerns among states, agents and law
enforcement agencies.”’

With nearly two million corporations and limited liability companies (LLCs) currently being
formed within the United States each year, the NASS approach does not place an enormous
unfunded mandate on state governments. Redirecting state agencies away from their current,
ministerial role to one of collecting and processing ownership information will be an extremely
costly venture,

As part of cost compatison research that is currently being conducted by NASS, initial state
responses indicate that the costs associated with implementing 8.569 are generally higher than the
costs associated with the state uniform law approach being drafted by the Uniform Law
Commissioners; and in some cases, substantially higher. For even the most technologically
advanced states, maintaining beneficial ownership in a database will require the development and
design of a new system. In some cases, this move will involve multiple state agencies (i.e. Secretary
of State and Department of Licensing) It will also require the states to conduct extensive,
comprehensive and costly public education campaigns to ensure compliance.
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Furthermore, there is concern regarding the competitive grant program in 8.569 that is
supposed to provide funding for states to carry out the mandates of the federal law. We believe this
funding is already overcommitted with original requirements to support state and local homeland

secutity efforts. Much of the funding is also required, by law, to go straight to local government for
first responders. Therefore, it is unlikely that the Secretary of State’s office would ever see any of
this funding.

Finally, states have spent tens of millions of dollars in recent years improving their online
transactions in order to make state government more responsive to the needs of citizens and
business communities. Transactions that used to take substantial time are now conducted swiftly
and efficiently with Internet-based, online technologies. We are concerned that 8.569 will turn back
the clock and undo such state progress and technological investments. States need to meet the
needs of the American legal and business community to facilitate important and legitimate
commercial transactions worth trillions of dollars.

Additionally, the NASS approach does not overburden small businesses, many of whom are
struggling economically right now. In crafting its recommendations, one of the major goals of the
NASS Company Formation Task Force was to avoid any increased financial or filing burdens on
small businesses, particularly “mom and pop” or family-owned businesses. These entities are easily
identified by bankers and chambers of commerce as legitimate, small business enterprises. NASS
also recognizes the millions of entities that consist of owners who are licensed by the states to
perform specialized services, such as doctors, lawyers, accountants, engineers and realtors. Since
these professionals are already verted under state law and must have their licenses renewed on a
regular basis, we believe it is important to avoid adding to their document filing duties and related
costs.

It is also important that any changes in law remain simple and straightforward so as not to
result in unintentional non-compliance. Definitions used for “beneficial owner” in $.569 assume
that whoever controls the funds of the entity also controls the management. This is not necessarily
the case and confusion about definitions could lead to problems for small businesses. Definitional
clarity/consensus is an issue that is specifically acknowledged by the Financial Action Task Force
(FATF) in its 2005-2006 teport entitled, “Annual Review of Non-Cooperative Countries and
Tetritories.”® The FATF report states,

....the exercise was a useful tool for FATF members to identify several
areas where there were differences of interpretation within the FATF
regarding certain FATF NCCT critetia (“horizontal issues™), for
instance:.. .difficulties in establishing beneficial ownership with regards
to legal entities, including bearer shares and trusts. The FATF decided
that no reviewed jurisdiction would be listed based on these issues.’

Unlike 8.569, the NASS Company Formation Task Force recommendations also support the
protection of privacy for investors and family members and would not make their personal business
matters a part of the public record. While S.569 does leave it up to each state as to how it would
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handle the public nature of the additional information that must be collected, that simply means the
state would be forced to establish and maintain costly redaction and parallel systems — one public
and one protected. We hope that representatives from the small business community, venture
capitalists, and other business-related entites will be asked to discuss the impact that 8.569 would
have on them and that they will be involved in any deliberations on this legislation. It does not
appear that any are here today to testify.

In summary, the NASS approach and the work of individual states reflects significant
progress in addressing the Financial Action Task Force (FATF) Recommendations. To date, only
one nation in the world - Ttaly — is in compliance with their recommendation on the collection of
beneficial ownership information.” In its mutual evaluation of the United States in June 2006,
FATF notes of its Recommendation 33 on beneficial ownership,

While the investigative powers are generally sound and widely used, there
are no measures in place to ensure that there is adequate and timely infor-
mation on the beneficial ownership and control of legal persons that can
be obtained or accessed in a timely fashion by competent authorities.
There are no measures taken by those jurisdictions which permit the
issuance of bearer shares to ensure that bearer shares are not misused for
money laundering."

The official FATF recommendation for corrective measures on Recommendation 33 was to,

Undertake a comprehensive review to determine ways in which ad-
equate and accurate information on beneficial ownership information
may be available on a timely basis to law enforcement authorities for
companies which do not offer securities to the public or whose securities
are not listed on a recognized U.S. stock exchange. It is important that
this information be available across zll states as uniformly as possible.”

That is exactly what the NASS Task Force and collaborating organizations have done by
proposing an alternative approach to $.569.

In the meantime, the states that have been scrutinized in those early federal government
reports have moved forward to strengthen their processes and to address real or perceived
loopholes in the law. For example, Nevada, which was featured during the subcommittee hearing in
2006, passed legislation in July 2007 that requires any non-publicly traded corporation to maintain a
list of its owners of record at a registered office or principle place of business in the state.”” The
entity must also file the name and contact information of the custodian of the list of owners with the
Secretary of State’s office. Any change to the list of owners must be updated within 10 days. Upon
the request of any law enforcement agency in the course of a criminal investigation, the Secretary of
State can require the corporation to provide a copy of the list of owners within three business days.
Failure to do so could result in suspension or revocation of the entity’s charter. For an LLC, the
same requiternents apply, however the list that is required is of managers and members.
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Wyoming and Delaware have also passed significant legislation since the release of the multi-
agency, federal government reports in 2006. The NASS Web site (.nass.) offers summaries of
business formation laws and filing requirements if you would like additional information.™

In my home state of North Carolina, 5.569 would be a significant burden, and we are a state
recognized for innovation with technology and maintain an in-house programming staff, who report
to me. Other states will experience an even larger burden if they are not as well developed
electronically or have to depend upon outside vendors or other state agencies to perform and
manage their computer programming work. Our experience with technology has been achieving a
high level of customer satisfaction as well as internal efficiencies for filing and cash management
functions. We would be very reluctant to consider any rollback on technology with regard to
managing the workload in North Carolina.

Notth Carolina curtently has 548,000 entities within our databases, and all filings are
examined before filing to prevent our databases from population by legally deficient entities. North
Carolina does not permit online creation filings, but does accept Annual Reports online. We have
robust online filing abilities in other subject matter areas, including electronic notarization with a
well-developed law, national e-notary standards, and a few authorized e-notary vendors. More than
100 individual notarized lobbying reports were filed online for the first quarter of 2009.

To assess the costs to the states under S.569 is almost impossible. Without administrative
rules, calculating the cost is an inaccurate undertaking. What the bill states versus what we think it
means — or will mean — in order to be effective are quite different. For example, adding additional
fields to forms is not very hard, establishing a new searchable database is not overly difficult if you
have prior experience in the actvity, and committing the business logic rules to text is the tedious
“finishing up” activity that requires discipline. All are doable when looking to the future.

My colleagues and I have a serious concern regarding certain provisions of $.569 in that
there will be a huge burden on both the entity as well as the filing agent at the time of creation. No
corporation or LLC has any members or owners of any description at the moment the filing is
made. Itis only after that filing has been made that ownership interest or other stakeholders can be
determined. ‘Therefore, the filing process will be a two-fold filing function rather than a one-time
event. Please note that almost every state has an expedited filing process to meet the legitimate
needs of the business community, as requested by the business Bar of each state.

In 2008, 58,000 new entites were created in North Carolina. The unknown, but expected,
requirement for this bill to be meaningful is the application to existing business entities. If proposed
Sec.2009.(2)(1)(B) requires all existing entities to provide beneficial ownership information on an
annual basis (not just those businesses created after the effective date), then entirely new processing
and educational programs will have to be crafted. Everyone will need to provide citizenship or
status information. Screening by physical addresses will be inadequate. Responsibility is placed on
formation agents, but the bill is silent as to the responsibility for those entities created without a
formation agent, estimated to be sixty percent of North Carolinas filings. An educational
undertaking to all new entities, approximately 58,000 per year, is of one cost. If all 548,000 entities
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of record must be informed, the cost is much greater. Theoretically, we have annual contact with
450,000 entities; however, for the 94,000 North Carolina nonprofits that have no current annual
report filing requirement, the challenge will be extremely difficult.

If existing entities (548,000) will be made to comply, several staff members will need to be
added or redirected from existing workloads to assist filers to understand the changes and to begin
the dissolution process for noncompliance. Without additional staff, either current processing
becomes delayed for all or backlogs build up for certain other equally valuable functions. Additional
personnel costs are hard to determine without addressing concerns expressed by my colleagues as to
the application and interpretation of 8.569. Attempting an evaluation based on most responsibility
falling on the state, I estimate a minimum fifty percent staff increase in the customer service and
back office functions of Notth Carolina’s corporations division.

If thete is 70 requirement for existing entities to comply, costs for North Carolina would be
under $100,000 to create new forms, a new confidential database, and the associated business rules
and search abilities. If S.569 is applied to the existing 548,000 active North Carolina business
entities of record, costs seriously escalate. A single mailing (letter size, folded with three sides
perforated, mailed at bulk rate) by a competitive bid will cost approximately slightly under $390,000.
A re-mailing of a fifteen percent default group would be almost $58,000. Storage of paper filings
and archiving become costs estimated at $150,000 per year, as retention schedules are met. As
online filings become more common, storage and archiving costs become lower but equipment
replacement expenses escalate.

The huge volume of materials S.569 will generate over just a few years needs to be
consideted. On its face, Annual Report numbers will not increase, but Annual Reports are public in
most states. If they contain confidential beneficial ownership information in order to keep current,
redaction will need to occur or separate filing systems will need to be maintained, possibly increasing
the image load exponendally. North Carolina is currently “burning out” two of our sixteen servers a
year as we find ourselves in a constant backup mode with the 20 million images we currently
maintain (not all of these are business entity items).

1 can predict two significant factors that will occur in North Carolina if nonprofits are made
to file Annual Reports. First, general confusion will be the norm as nonprofits seldom have
“owners” of any definition; second, tesistance and pushback will be huge as church folks especially
consider reporting to the state highly objectionable (North Carolina knows this from trying to
implement nonprofit Annual Repotts in the early 1990’s); and the Secretary of State’s Office will
spend vast amounts of resources dissolving and reinstating nonprofits, as well as others, for years. I
can’t begin to describe the ongoing societal nightmare and administrative difficulties this will create.

Secretaries of State around the country are very concerned that the term “beneficial
ownership” is not well-established in American jurisprudence and that it will fall upon us to interpret
what that means. It is also of concern that the law would apply to formation agents but does not
specify who would be responsible in the case that a formation agent is not used. Filing offices have
no desite to be the default keeper and verifier of the identity of non-United States citizen beneficial
owners. We are also concerned that verification of such information may ultimately fall on the filing
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entity, which would create a larger than imaginable problem for us. Also of concern is that states
will be required to compare the list of entities in their databases with the Suspicious Designated
National list, unless Secretaries of State or other smte filing agencies are exempted from that
provision of federal law.

We have a history of cooperation with all law enfotcement in North Carolina, and as I now
begin my thirteenth year as Secretary of State, we have never had a request from a law enforcement
agency that we could not fulfill.

If you sense resistance from my colleagues, you are correct. We understand the concern
with money laundering — we all want it discovered and stopped, and we all want to assist law
enforcement. But we do feel these efforts are going to be of limited effectiveness compared to
other possible avenues of recourse, such as through other government agencies or adding safeguards
to the muliiple money pathways existing today.

Because of the foregoing, the NASS Company Formation Task Force has been working with
the drafting committee of the Uniform Law Commission (ULC)during the past year and a half to
craft an alternative that will provide a pathway to find the information that the Senate seeks, without
placing the burden on the state administrative filing office.

Given the lack of a clear belief in the efficacy of this plan, additional functions will be
necessary. Verification will be needed by someone, cross checking with other lists will be needed,
concern that updating will be inconsistent (annual to some, as needed with others), and difficulty
with definitions are a few of these layers. Fearing those future costly requirements, NASS requested
ULC to propose a uniform law with an expectation that it could provide meaningful assistance to
law enforcement with a minimum burden on the large number of legitimate small businesses that
populate our databases and provide the economic engines of our states.

8.569 (previously 5.2956) has already had a serious beneficial effect and has achieved results,
Highlighted states have closed perceived gaps in the law. We have put considerable intellectual
effort into an alternative workable process that I believe is doable for states to enact. NASS has not
taken an official position on the ULC Uniform Act proposal because ULC has not finished its
processing, though it will finish by mid-July. Shortly thereafter, NASS will hold its annual summer
meeting. I will honestly tell you I have concerns about the NASS meeting due to state budget travel
restrictions, including North Carolina’s, but I will be there.

Whether or not beneficial ownership information is public or confidential is of concern.
Since beneficial ownership under 8.569 is to be provided upon specific legal process, it is deduced
the information shall be confidential. Some states have strong open records laws and constitutional
provisions that will be problematic. 1 would intend to have an additional database developed in
North Carolina and declared an exception to North Carolina’s public records law to avoid all the
inquiries and complaints regarding marketing mailings, family law litigants seeking corporate
information, debt collectors, the just plain nosey, and more. If we are required to verify the
information against the Specially Designated Nationals List that would be a huge challenge of
unknown cost. Public education costs could be expensive.
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We all must remember that either of these proposals represents a cultural change — not just
for the filing offices who view their function as simply ministerial, but a cultural change for everyone
engaged in business of most types in the United States of America. Sadly, ground zero for the
fallout to these cultural changes will be each state’s filing office, and we are gravely concerned.
Viewing the financial and human asset commitment contrasted with the efficacy of the proposal, it is
hard 1o find significant added value and meaningfulness.

In closing, NASS members are wary of any federal law that burdens states and legitimate
businesses yet provides lawbreakers with the ability to evade it. The obvious argument is that the
extremely small number of entities that are registered to do business that may be engaged in money
laundering, terrorist financing and tax evasions are probably not going to file accurate or truthful
information to state government. Therefore for the overwhelming number of legitimate, law
abiding businesses, trying to stay afloat in these difficult times, we think the NASS approach is a
more reasonable, simple and unobtrusive solution which would allow small business owners to
comply without having to hire a legal team to decipher filing requirements.

My colleagues and I are thankful for the opportunity to testify today and for the opportunity
to submit additional written testimony for the record. I am including the NASS Company
Formation Task Force Report and Recommendations, along with the association’s July 2008
resolution to pursue our alternative approach to $.569."
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BACKGROUND

At the beginning of 2006, the federal government produced two major reports on the company
formation process that raised Important questions for Secretaries of State.

At the request of U.S, Senators Carl Levin (D-M1} and Norm Coleman (R-MN), the leaders of the Senate
Homeland Security Committee’s Permanent Subcommittee on Investigations, the U.5. Government
Accountability Office {GAD) released an April 2006 report on the collection of beneficial ownership
information during the company formation process. Its conclusion that the laws of incorporation in most
states allow company owners to remain anonymous led some to wonder if the process was being used
by criminals hoping to elude detection by authorities.

Meanwhile, a separate multi-agency report entitled, “Money Laundering Threat Assessment” raised
related concerns about limited beneficial ownership information. Federal agencies contributing to this
report included the U.S, Treasury, internal Revenue Service, U.S. Department of Justice, U.S.
Department of Homeland Security, the Federal Reserve and the U5, Postal Service.

Based upon the findings of these reports, Senators Levin and Coleman arranged for the Senate
Permanent Subcommittee on Investigations to hold an oversight hearing in November 2006, The
hearing sought to examine how the lack of company ownership information in state files impeded law
enforcement efforts in combating criminal activities. Officials from Delaware, Massachusetts, and
Nevada joined federal agency representatives in testifying about their state procedures and
requirements for forming business entities,

At the time of the hearing, Senator Levin expressed interest in 2 Massachusetts law that requires
companies to maintain their list of beneficial owners and to provide that list to the Secretary of State
upon request. In his view, the lack of information gathering practices employed by states could prevent
authorities from identifying tax cheats, money launderers, and possibly, terrorists. He also expressed
concern aver a Financial Action Task Force (FATF)! evaluation that gave the U.S. a failing grade in
collecting beneficial ownership information. Senator Levin warned that if the states didn’t come up with
some solutions to address his concerns, he would introduce federal legislation to create greater
transparency.

I January 2007, NASS Business Services Committes Chair Elaine Marshall of North Carolina took action.
She sent a letter to Senator Levin's office requesting the opportunity to convene a NASS task force to
study the company formation process and to develop meaningful recommendations for federal and
state consideration. Senator Levin agreed to postpone the introduction of any legisiation until NASS had
the opportunity to issue its findings.

P world Force on Mo

ey Laundaring (FATF) at the G

Sum
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The following month at the NASS 2007 winter conference, Secretary Marshall {NC) and Secretary of
State john Gale of Nebraska agreed to serve as co-chairs of the NASS Company Formation Task Force,
(Other Secretaries of State serving on the NASS Business Services Committee volunteered to serve on the
task force and some offered to recruit their state director of corporations to assist with this endeavor,

As such, the NASS Company Formation Task Force consisted of the following members:

Secretaries of State

Secretary of State Office Staff

Hon, Elaine Marshall, North Carolina

Haley Haynes, North Carolina

{Co-Chair}
Hon. John Gale, Nebraska Judy Jobman, Nebraske
{Co-Chair) Colleen Byelick, Nebraska

Rick Geisenberger, Delaware
Eileen Simpson, Delaware

Hon, Karen Handel, Georgia

Chauncey Newsome, Georgia

Hon. Todd Rekita, Indiana
(NASS President-Elect)

Liz Keele, Indiana
Marct Reddick, indiana

Laurie Flynn, Massachusetts

Tim Poulin, Maine

Hon. Mark Ritchie, Minnesota

Bert Black, Minnesota

Hon. Ross Miller, Nevada

Scott Anderson , Nevada

Hon. Lorraine Cortez-Vargquez, New York

Paul LaPoint, New York
Denise Lauer, New York

Hon. Max Maxfield, Wyoming

Tom Cowan, Wyoming
Genie Sawyer, Wyoming
Barb Bover, Wyoming

MEETINGS

The NASS Company Formation Task Force met via conference call every two weeks from early March
through July 2007. Member participation rates were very high and the calls allowed for lively debate
and discussion. During the first few calls, the task force decided upon its mission, goals, and process,
Members decided early on to limit task force participation to Secretaries of State and/or thelr
designated staff. However, the following stakeholders received notification about the task force and its

work:

#  Other state agencies responsible for company formation

# International Association of Commercial Administrators (IACA)

®  The American Bar Association {ABA) Corporate Laws Committee

® The ABA Partnership Laws Committee

» National Conference of Commissioners on Uniform State Laws (NCCUSL}
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¢ National Governor's Association
® Registered agent community
+  Various federal agencies

The NASS Company Formation Task Force held a conference call with several of the stakeholders In early
May and followed that with an in-person meeting later that month during the IACA Annual Conference.
These discussions provided an exceflent opportunity to explore shared goals and to craft reasonable,
workable solutions in a short period of time.

Early conference call discussions focused on first identifying issues with potentially simple resolutions.
Another key focus was clarifying Senator Levin’s exact concerns and addressing those from a state
perspective. Meetings between a task force member, NASS staff and Laura Stuber of Senator Levin's
office produced two key directives that the task force recommendations needed to address:

1. Find a way to provide a ist of shareholders, members, or beneficial owners kept in the state of
organization that would be available to law enforcement without a subpoena.

2. During the company formation process, someone must be required to check the Office of
Forelgn Asset Control's {OFAC) Specially Designated Nationals (SDN) List to ensure that none of
the owners, members, or shareholders is on the watch list,

At the IACA Annual Conference in May, the NASS Company Formation Task Force met in person to begin
drafting recommendations. Because so many task force participants attended the conference, it was an
ideal time for holding a drafting session. In addition to NASS Company Formation Task Force
participants, representatives from the registered agents, the ABA, and NCCUSL observed this drafting
session. The task force developed draft language for six recommendations at this meeting with more
than thirty participants. In addition, the IACA Business Organization Section passed a resolution
endorsing the efforts of the task force.

The task force soon notified both ABA and NCCUSL that thelr assistance would be requested in drafting
amendments 1o the Model and Uniform Business Entity Laws if NASS members approved the task
force’s recommendations at the association’s July 2007 summer conference. Both organizations needed
to get a written notification in order to place the request in their drafting queue.

Additionally, the task force developed a survey on state company formation practices. More than thirty
states responded, providing a solid framework for members 1o use during development of their
recommendations.

The results of the survey and other useful resources became part of a web-based information page for
task force members. It also includes new and pending company formation legislation from Delaware,
Massachusetts, and Wyoming.
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RECOMMENDATIONS OF THE NASS COMPANY FORMATION TASK FORCE

On July 18, 2007, the NASS Membership Approved the approved the following recommendations
developed by the NASS Task Force and amended by the NASS Business Services Committes:

1. NASS wili draft a letter to OFAC regarding state promotion of the current obligation that
individuals and business entities have 1o comply with the Trading with the Enemy Act {31 CFR,
Subtitle B, Chapter V, as amended), and suggest a meeting 1o discuss usability issues, public
education, etc. {(attachment 1)

2. NASS and IACA will compile and periodically update a comprehensive overview of state business
entity faws for federal and international law enforcement use. The report would cover how
each U.S. business entity statute handles the collection of ownership information, filing
requirements, and periodic reporting requirements. It will also explain how law enforcement
can access ownership and other relevant information.

3. States are encouraged to engage In educational outreach to the relevant communities about
checking the OFAC SDN List.  Pending resolution of the issues contained in recommendations 1
and 4, states are encouraged to examine their statutes and other requirements for annual or
biennial reporting by business entities and determine what amendments 1o statutes and
additional language may need to be added to the statutes, applicable notices, or forms 1o advise
entities of the OFAC SDN List, and to dentify specific individuals who may be contacted by
federal law enforcement authorities with regard to investigative concerns about owners of
record for their business.

4. NASS will draft a letter requesting that ABA and NCCUSL develop fanguage to amend Model or
Liniform Business entity laws requiring entities to file a periodic report that includes a name and
address of a natural person in the United States that has responsibility for providing access to
the list of owners of record for 2 business entity. That name would be a part of the public
record and therefore available to low enforcement without a subpoena. NASS also recommends
that NCCUSL and ABA consider the historical precedent of confidentiality of company ownership
when developing recommended language for Uniform and Model Business Entity Acts.

5. NASS recommends a fwo-pronged approach to “bearer shares and interests held in bearer
form.” First, NASS will include a request in letters to ABA and NCCUSL that they also address
clarifying Model and Uniform Entity Laws that bearer shares and interests held in bearer form
are not permitted. In the interest of time, states should also examine thelr statutes to clarify
prohibitions on bearer shares and interests held in bearer form. Currently state laws do not
allow bearer shares, but language can be vague.

NEXT STEPS

if the NASS membership approves and adopts the task force recommendations, a follow-up letter must
be sent to both ABA and NCCUSL containing this fanguage and asking them to begin their drafting
processes. The ABA drafting timeline could be complete by April 2008, whereas the NCCUSL process will
take untii July 2008.
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NASS will also request a meeting with Senator Levin and Senator Coleman and other concerned
members of the Senate Permanent Subcommittee on Investigations to present them with the
recommendations and discuss next steps,

Finally, NASS will convene a meeting of business entity law drafters to define and dlarify the differences,
if any, between “beneficial owners” and “owners of record.”

For more information on the NASS Company Formation Task Force, please contact:

Leslie Reynolds, Executive Director
National Association of Secretaries of State
444 North Capitol Street, NW-Suite 401
Washington, DC 20001

202-624-3525

reynolds@sso.org

i
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Attachment 1

NASS

lune 8, 2007

Mr. John Smith

Associate Director, Program, Policy and Implementation
Office of Foreign Asset Control

United States Treasury

1500 Pennsylvania Avenue, NW,

Washington, DC 20220

Dear Mr. Smith:

The National Association of Secretaries of State {NASS) has put together a Company Formation Task Force to
address issues of ownership information and the company formation process. The NASS Business Services
Committee decided to organize this Task Force to respond to and address concerns raised by Sen. Levin and other
members of Congress on these issues.

The NASS Task Force has had regular conference calls on the broad issues and regulatory implications of providing
ownership information to investigative authorities. We have also addressed the issues of the OFAC Specially
Designated Nationals List {SDN). The Task Force has participants from 12 states and has conferred with other
organizations including committee representatives from the American Bar Association {ABA) and the Nationa!
Conference of Commissioners on Uniform State Laws {(NCCUSL). Our Task Force met recently during the annual
conference of the International Association of Commercial Administrators (JACA} to begin drafting some
recommendations that the NASS membership will consider during our July 2007 Summer Conference.

One of the goals of the NASS Task Force Is to find ways to assist OFAC In performing s duty to educate businesses
and individuals about the importance of checking the OFAC SDN List.

The states are very willing to provide assistance in the area of public education. Howsver, before we can
encourage the public to utilize the SDN List, it is vitally important to clarify and simplify some of the processes
first:

1. inearlier discussions with OFAC, we addressed our concerns about the usability and “searchability” of the
OFAC SDN List, If states are going to begin referring businesses to the OFAC website and OFAC
publications, it will be critical to address the fact that the current SDN List published on OFACs website is
not user-friendly for typical businesses and individuals that are required to check the list. Wae discussed
bringing together a group of filings officers and company formation agents to advise OFAC on ways 1o
make the list searchable and “real-time”. We would itke follow up on this suggestion. In its current form,
the SON List is not searchable, is not certified by QFAC as accurate and is not updated frequently enough
to make any certification that the list has been checked meaningful. Once improvements are made to the
list, we think states would be willing to include a link to the SDN list on their website.

2. We would like to help arrange OFAC training seminars for state fiing offices. A review of the training
seminars on your website indicates that the sessions are targeted to specific industries like banking,
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international trade and insurance. We would like to work with you to develop a training class that could
be done for state officials so that they could assist in educating the business community about their
cbligations under federal law, including the SDN List and how to use it

3. Wewould also Hike a “talking points” document that could help us to promote compliance with federal
faw and the specifics and details involved with the OFAC List. We want to ensure that simple, accurate
information is provided in print and online that informs individuals and entities of their responsibilities
under federat law, Contact information for OFAC so that questions may be answered and clear, simple
instructions are essential 1o ensure compliance by the public. We would also fike to work with you to
create a list of vendors that might be able to help those stetes who would Bke to try and perform searches
from their state system.

4, At the above mentioned JACA conference, a representative of the Small Business Administration {SBA)
tatked about a program they have established through the offices of the Secretaries of State.
Representatives from SBA have developed materials and come to the state offices on a regular basis to
answer questions for people interested in starting a business. n our discussions with SBA, it became clear
that they were not familiar with the SDN List, We would encourage OFACto reach out to the SBA to
include them in any sort of public education campaign.

in short, we are committed to helping OFAC educate the public and the business community at large about the
extremely important work you do and the reasons why people need o be vigilant about checking the SDN List. it
should not be the duty of the office of the Secretary of State {or other relevant state agency) to check names of
beneficial owners against the OFAC SDN List,

The Senate Permanent Subcommittee members have emphasized the importance of our working together and we
1ake that responsibility very seriously. We would like to meet with you to discuss how to move forward on these
very important issues. Please contact Leslie Reynolds (202)624-3525 at the Netional Association of Secretaries of
State to coordinate this meeting.

We appreciate your commitment to this issue and we look forward to working with you.

Sincerely,

7, é/
(Z’Wwﬁ' W A7 e lew
Hon, Elaine Marshali, NC Secretary of State Hon, fohn Gale, NE Secretary of State
Co-Chair Co-Chair
NASS Company Formation Task Force NASS Company Formation Task Force

cc: NASS Company Formation Task Force
Hon. Deb Markowitz, Vermont Secretary of State, NASS President
Laura Stuber, Majority Counsel, Senate Permanent Subcommittee on Investigations
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National Association
of Secretarjes of State

NASS Renews Company Formation Task Force for 2008/2009 and Expanded Mission Statement

The NASS Company Formation Task Force is renewed and reauthotized for a full year from this date and
the 2008-2009 President of NASS is authorized to appoint such leadership and committee restructuring as

he deems appropriate; and

The reauthorized NASS Company Formation Task Force will:

develop a strategy to oppose 8.2956 The Incorporation Transparency and Law Enforcement
Assistance Act,

seek U.S. Senate committee hearings on said bill before any committee markup might occur,
alert the Secretaries of State when contacts need to be made with their U.S. Senators,

cooperate with our NASS partners, including but not limited to ABA, NCCUSL, and NCSL to
continue developing reasonable, practical, cost-effective and appropriate state-based responses to
the issues raised by S. 2956 and,

continue to meet and negotiate with federal agencies and U.S. Senate staff on the reasons why
8.2956 is an extreme approach and why the NASS approach is the most sensible approach.

ADOPTED the day of July 2008 in Grand Rapids, MI

09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00197 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT

Hall of States, 444 N. Capitol Street, N.W., Suite 401, Washington, DC 20001
(202) 624-3525 Phone (202) 624.3527 Fax www.nass.org

51788.044



VerDate Nov 24 2008

192

WRITTEN TESTIMONY BY

THE HONORABLE ROBERT M. MORGENTHAU
DISTRICT ATTORNEY FOR NEW YORK COUNTY, STATE OF NEW YORK

Delivered By

ASSISTANT DISTRICT ATTORNEY ADAM S. KAUFMANN
CHIEF OF INVESTIGATION DIVISION CENTRAL
NEW YORK COUNTY DISTRICT ATTORNEY'S OFFICE

BEFORE THE UNITED STATES SENATE COMMITTEE ON
HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS

EXAMINING STATE BUSINESS INCORPORATION PRACTICES:
A DISCUSSION OF THE INCORPORATION TRANSPARENCY
AND LAW ENFORCEMENT ASSISTANCE ACT

WASHINGTON D.C.
JUNE 18, 2009

I would like to thank Chairman Lieberman, Senator Collins, and the Committee and Staff
for the opportunity to present testimony at this hearing on state incorporation processes
and the need for systemic reform. Senators Levin, Grassley and McCaskill have
introduced an excellent piece of legislation that merits the support of the law enforcement
community, and we thought it important to participate in today’s debate and discussion.

Not only does the bill merit the support of the law enforcement community — it fully has
its support. To quote a colleague who works on financial criminal investigations for a
federal agency, “It’s a no-brainer.” This bill, from our perspective, is exactly what is
needed to address the problems associated with shell companies created to hide criminal
activity.

In so many areas of financial crime we see transparency as a simple solution to a host of
problems. Systems promoting opacity and secrecy are the best friend of the money
launderer, the child pornographer, the tax cheat, the fraudster, the corrupt politician, and
indeed, the financier of networks of terror. The beauty of the bill we are discussing today
is the simple solution it brings to a host of problems: Transparency. If there is one
lesson we have learned in investigating financial crimes, it is that the best and easiest
solution for many areas of criminal conduct is to encourage and require transparency in
financial arrangements. Lack of transparency played a role in almost all of the major
financial cases prosecuted by my office. Going back to the early 1990°s and our
investigation of the Bank of Credit and Commerce International (BCCI), our prosecutions
of boiler rooms and pump-and-dump stock schemes since the 1990’s, and our recently
announced investigations into the movement of funds by Iranian banks and the Iranian
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military; the criminal actors in all of these cases benefited from systems lacking
transparency.

My goal in presenting this testimony is to provide the law enforcement perspective on the
issue of beneficial ownership registration; to wit, that anonymous shell companies present
current and ongoing problems to the law enforcement community, and why Senate Bill
569 (S. 569) is the best solution. My remarks are organized as follows: First, I discuss
the current lack of standards among the 50 states. Second, I analyze the alternative
measures and discuss why, from the viewpoint of the law enforcement community, they
fall well short of the mark. Third, 1 discuss the standing of the United States in the
global financial and anti-money laundering community, and why our current standards
lag behind those of many foreign nations, even some generally viewed as problematic by
the United States. In this regard, I note the impression of hypocrisy this double standard
leaves with the international law enforcement community. Finally, to illustrate the
importance of transparency, and to demonstrate the use of the corporate structure for
criminal purpose, 1 will discuss briefly a few cases prosecuted by my staff over the past
decade where criminal organizations used corporate structures to engage in criminal
conduct. Make no mistake — S. 569 is not a panacea. Criminals will still find ways to
hide their identities and use corporate entities for their criminal purposes. But by
providing more transparency, and by creating accountability and the possibility of
criminal prosecution for incorporating agents, this bill will help us stop corporate
criminals.

I was appalled to learn of the current state of the law for incorporation standards.
According to a summary prepared by the General Accounting Office in 2006, only two
states require any statement of beneficial ownership in their incorporation processes. I
believe only seven have such a requirement for LLC’s. The reasons behind this, while
cynical, make sense. For many states, incorporation fees are a tremendous source of
revenue. Any state that raised its standards unilaterally would put itself at a competitive
disadvantage as opposed to other states with lower standards. It would be foolish to
expect any state to act against its financial self-interest, especially in this economic
climate.

I have reviewed some of the alternative proposals under debate today. The proposal from
the National Association of Secretaries of State (NASS) would require “owner-of-record”
information. This is of little value from a law enforcement perspective. The owner-of-
record can be another shell company, another straw owner, an incorporation service —
anything. Beneficial ownership — who really owns the corporation - is the important
information, and S. 569 quite rightly focuses on this concept.

Moreover, the proposal from the National Conference of Commissioners on Uniform
State Laws (NCCUSL) suffers from deficiencies similar to those of the NASS proposal.
First, it will not be binding unless adopted by the States. Again, no state will be the first
to enact such requirements, and the states that, from the law enforcement perspective,
most need reform are least likely to enact. That gives little cause for optimism. The
“race to the bottom” will be on, and the worst states will seek a competitive advantage
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over those that seek reform. Even with a federal mandate requiring adoption of the
NCCUSL proposal, it would still impose an entirely new regime. S. 569 would be much
simpler and more direct: simply collect a statement of beneficial ownership and keep it in
the same type of file currently maintained by the states.

In addition, the complicated structure of “Record Contact” and “Responsible Individual”
in the NCCUSL proposal will actually make matters worse from a law enforcement
perspective, not better, for a number of reasons. First, either system will destroy the
ability of law enforcement to gather corporate information without alerting the targets of
the investigation. In any long term investigation, we must find ways to gather evidence
while maintaining confidentiality. If our suspects learn of the investigation, they may
flee, records may be destroyed, criminal techniques may be altered. Thus, we constantly
seek ways to gather evidence without alerting the suspects. This is particularly true of the
type of sophisticated criminal who takes the time to set up shell companies to hide his or
her involvement. Under the Senate bill, information of beneficial ownership would be
provided to the State, and law enforcement seeking such information would use a
subpoena to obtain it from the State. It is simple, direct, and would take only days. And,
most importantly, it would not alert the suspect.

Compare that to the NCCUSL proposal. A request would have to be made to the Record
Contact {who could be anywhere in the United States and would have to be located).

The Record Contact is someone designated by the corporation to act on its behalf.
Contacting this person is akin to picking up the telephone, calling the suspect, and saying,
“You’re under investigation.” I can already hear the shredders starting to whir. The
concept of the Responsible Individual suffers from the same shortcoming. An inquiry to
the Responsible Individual is akin to a direct notification to the company that it is under
investigation. Moreover, from a law enforcement perspective, the Responsible Individual
is something of a mystery. The Responsible Individual is defined as someone “who,
directly or indirectly, participates in the control or management of an entity.” There is no
requirement that this person be in the United States. The interpretation of someone who
“directly or indirectly controls a corporation” is vague enough to mean anything. Could a
nominee, officer or director who is an employee of an incorporation service in Panama be
someone “who indirectly controls” a shell company? Of course he could. This is a huge
loophole that would defeat the purpose of this legislative reform.

Finally, I note that this bill would render impotent one tool commonly employed by law
enforcement. Federal law and the laws of many states allow us to obtain non-disclosure
orders for our subpoenas. For example, when we obtain phone records, bank accounts,
credit card information or other investigative data, such an order prevents banks and other
subpoenaed entities from notifying the account holders. The very structure created by the
NCCUSL proposal nullifies such orders, as the system the proposal would create requires
the Record Contact to notify the corporation upon receipt of the subpoena. For those
seeking to abuse the system and hide their involvement, the twin concepts of the Record
Contact and the Responsible Individual will be a bonanza, in that they will create a
system that will frustrate law enforcement investigations by its very structure. We would
be better off, from a law enforcement perspective, with no legislation at all.
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There is an aspect of this issue not readily apparent to those who do not investigate and
prosecute crime for a living. Critics have charged that the law will not work because
criminals will continue to use false names to hide their identities. This criticism misses
the point. By requiring the inclusion of beneficial ownership information, all people
seeking the benefits of corporate status from the states will be expected and required to
provide accurate and truthful information. When a criminal uses a false name, or a straw
man, or incorporates in the name of a family member — there are two significant results
from the law enforcement perspective.

¢ First, it provides evidence of what the criminal law refers to as “consciousness of
guilt.” To put it another way — why would someone use false information?
Would an innocent person do that? The answer is usually “no,” and this type of
evidence is tremendously important in establishing a suspect’s criminal intent.
Simply by requiring information regarding beneficial ownership, criminals would
be forced to lie. And a lie goes a long way to establishing criminal intent.

¢ Second, and equally importantly, it will give law enforcement a criminal charge to
bring against criminals who use false information to incorporate, and also against
the agents who intentionally assist such criminals. If an incorporation agent sets
up 100 shell companies for an identity theft ring that plans to steal and launder
money, the incorporation agent may or may not be guilty as an accomplice to
identity theft, larceny, and money laundering. But, the agent is certainly guilty of
filing false incorporation documents with the state. The ability to punish the
enablers and middle men will go far in cleaning up corruption. For example,
according to information gathered by the Financial Crimes Enforcement Network,
there is one U.S.-based incorporation service that, for the period from April 2005
to March 2006, was named in 86 separate Suspicious Activity Reports for its
association with corporations involved in over $100 million in suspicious
conduct. During the period from April 2006 to March 2007, this same service
provider was named in an additional 218 Suspicious Activity Reports, five of
which alone totaled over $100 million in suspicious transactions.

1 think it is important to note that we do not support imposing a verification requirement
on the States. Often legitimate businesses need to set up corporations quickly, and a
verification requirement for all incorporation processes would hamper the normal
practices of business and would impose a financial burden on the States. The states are
not expected to verify the data or take any extra steps — they simply would have to make
sure that the information identifying beneficial ownership is obtained from the party
seeking incorporation. The solution seems to be as simple as an extra data field in an
online form, and a simple and easily understood requirement for incorporation agents.
There would be no extra costs for the states, and because the bill would set a uniform
minimal standard for all states, there would be no concern that any state could have a
competitive advantage. There could be no “race to the bottom.”
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Equally important, we do not necessarily support making information of beneficial
ownership publicly available. Under the Senate bill, it would be available only by means
of a subpoena from law enforcement and, while not within my area of concem,
presumably available pursuant to a civil subpoena issued by a court in civil litigation.
Individuals can have legitimate interests in maintaining the privacy of their business
affairs, but that interest must be balanced against the need of law enforcement agencies to
investigate criminal conduct and the state’s interest in protecting the incorporation
process from abuse. This bill will strike a reasonable balance at no cost to businesses or
the states.

Finally, there are moral reasons — and reasons of national pride -- to support this bill. My
Office is well known for its work chasing offshore tax cheats, corrupt politicians, dirty
banks, and other international cases. We regularly speak to law enforcement agents and
prosecutors around the world. It is difficult to speak with moral authority in criticizing
offshore bank secrecy jurisdictions when they can point an accusing finger back at us.
The British Virgin Islands is a well-known (in law enforcement circles) bastion for dirty
shell companies, but even the British Virgin Islands can level criticism at the lack of
transparency in the incorporation processes in our states. That we were deemed “non-
compliant” by the Financial Action Task Force is an embarrassment. That we have made
no progress in the three years since then is absurd. Our statement of national
transparency standards should be something more than: “U.S. financial transparency:
Better than Lichtenstein and trying to catch up to Panama.” Simply put, we lag behind
many other countries in the world in this regard, and it makes our statements concerning
transparency and tax evasion ring hollow and hypocritical.

Foreign law enforcement authorities even refer to certain states as “offshore U.S.
jurisdictions.” And when asked, I am hard-pressed to define why these well-known
states are any different from Cayman or the British Virgin Islands. The Committee
should also know the imprimatur of respectability that a certificate of incorporation from
a U.S. state carries with it, and the access it gives a foreign citizen to open bank accounts
and engage in all manner of business, both legitimate and otherwise. And, for many
foreign persons wishing to hide their income in an “offshore jurisdiction,” there is no
need to turn to a Caribbean hide-away. In one case where we rendered assistance to
foreign prosecutors, we were able to connect the head of a foreign central bank to an
“offshore” Delaware corporation. He used the corporate entity to open a bank account in
Florida. He used black market money systems (prosecuted in New York) to move funds
to this secret account he held in Florida. By obtaining a corporate entity, this corrupt
official could rest assured that his funds would be safe in the United States, and his name
would not easily be linked to the corporation. I am hard-pressed to find a difference
between his use of a Delaware corporation to open a Florida bank account and the use by
a U.S. taxpayer of a Lichtenstein corporation to open a Swiss bank account. At the end
of the day, both systems provide a security blanket of anonymity for those who seek it.

Having discussed the issues in the abstract, allow me to present a few cases where we

have seen criminals employ shell companies. The historic record is replete with more
examples, including the federal investigation and prosecutions of Hezbollah members for
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smuggling cigarettes and the ongoing federal prosecution of associates of the accused
Iraqi terrorist Shawgi Omar. Both of these criminal organizations used domestic shell
companies to launder criminal proceeds, ultimately to the benefit of terrorist
organizations. Here then, are a few more examples of cases in which criminals created
anonymous domestic shell companies to further their criminal schemes.

Money Laundering by Iran
The Manhattan District Attorney’s Office recently announced a number of cases

involving the movement of funds through banks in New York by entities controlled by
the Iranian military. In at least two related matters, domestic shell companies in two
different states were opened to hide secret Iranian interests. In one of these cases,
individuals working on behalf of the government of Iran created a New York shell
company to own assets in the United States, and to move funds to secret accounts held in
offshore jurisdictions. Our investigation led us to a corporate parent in this offshore
“bank secrecy” jurisdiction. Ironically, the foreign government wherein the corporate
parent was created was able to give us more information about the ownership of the New
York corporation than was the State of New York. A required declaration of beneficial
ownership might not have stopped the Iranians, but even a false statement would have
been an extra tool for law enforcement to shut down this misconduct and prosecute the
perpetrators.

Tax Evasion: Consulting Fees to Shell Companies
A frequently observed fact pattern involves tax evasion through the use of payments of

so-called “consulting fees” to shell companies. In these schemes, the owner of a business
sets up domestic shell companies and causes the business to send payments to them.
These payments are recorded in the books of the business as consulting fees or vendor
fees. The shell company maintains a bank account or accounts (because multiple
accounts make it more complicated to trace the funds), and the payments sent from the
business to the shell company are deposited and then used to pay personal expenses of
the business owner. As atax scam, it is a double hit — the business gets a false deduction
(for the bogus consulting fees) and the owner receives income he does not declare. This
is the tax scam that led to convictions of the principal owners of the infamous Manhattan
strip club called Scores. We have prosecuted this fact pattern dozens, if not hundreds, of
times in the past decade.

Mortgage Fraud
My office has a number of ongoing investigations into mortgage fraud. In these cases,

which involve upward of $100 million in larcenous conduct, we see the same use of
domestic shell companies as described above for tax evasion. The criminals use wildly
inflated appraisals and false paperwork to obtain mortgages on properties. They deposit
checks from the closings into accounts set up in the names of the shell companies. They
can then withdraw the ill-gotten funds as they see fit, or use them to pay personal
expenses. The lender issuing the mortgage is out of luck.
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Creation of Multiple Entities for Tax Evasion and Larceny

Another common fact pattern occurs when an individual creates a shell company with a
name similar to some other corporation, For example, in a case indicted early last year,
eight people were charged in a fraud scheme involving stolen checks. The ring leader
hired an accomplice who worked in the mail room of a major corporation. The mail
room clerk stole numerous checks issued by the corporation to various vendors. The
checks ranged in value from about $10,000 to $75,000. Once he had the checks, the ring
leader would create domestic shell companies or obtain business certificates in a name
close to the payee on the check. For example, a check made out to "Con Edison" would
prompt the ring leader to obtain corporate papers in a name like "Consulated Edison.”
The ringleader would then hire straw men to open business bank accounts in their own
names, “doing business as” the bogus corporation. The ringleader and accomplices
would deposit the stolen checks and withdraw or transfer the funds. The indictment
covered about $350,000 in fraud of this nature, but the ringleader was involved in an
array of frauds. This is a common scheme employed by organized identity theft rings.

Sales Tax Evasion and Use of the Corporate Entity to Hide Control

Another current investigation from my office involves a business that provides security
protection services for residential facilities (such as senior citizen centers and health care
clinics), in the form of armed and unarmed guards. Under current New York law, the
NYS Department of State is the agency licensing such a company, and it is also the
agency that oversees and maintains records of incorporation of corporate entities.

The business has had at least three New York corporate identities in the past few years. It
seems that the business regularly and repeatedly fails to file payroll taxes, its owners
seem regularly to under-estimate their income tax liability, and the companies have other
irregularities that, in our estimation, raise questions about whether it should be hiring and
deploying armed guards. However, every time the tax department files a tax lien against
this company, the business owners simply dissolve that corporate iteration and re-form
under a different corporate name. No agency within the State of New York requires a
statement of ownership for the corporate entity, although the ownership appears to be
consistent and the repeated re-incorporation seems to be a simple dodge to avoid tax
liability.

Bribery / Political Corruption

In a case prosecuted by the Department of Justice that resulted in a guilty plea last month,
two Florida residents admitted using a Florida shell company to pay bribes to corrupt
government officials in Haiti. The defendants, Juan Diaz and Antonio Perez, admitted
that they created a shell company in Florida and used it to open a corporate bank account.
They then laundered over one million dollars through the shell company account to pay
off the Haitian officials to obtain telecommunications contracts. These payments were
recorded on the books of the Florida telecomm companies where the defendants worked
as “consulting services.”
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We also receive regular requests from foreign law enforcement seeking to trace money
moved through accounts held by U.S. corporate entities. A case indicted in Brazil
involved criminal proceeds sent to an account at a U.S. bank. Again, a U.S. shell
corporation was created and used to open the account. In this case, the defendants
discussed using a British Virgin Island company as the nominee director of the
corporation. Consider the following communication from the U.S. incorporating agent to
the Brazilian defendant:

The recommendation is to open a US Limited Liability Company (LLC). This
entity combine the advantages of a limited with the ones of a partnership,
especially about the taxes (we will open “a pass-through entity). "

The instruction is to not mention in the public files the owners’ names.
It is possible to point a Registered Agent to receive the official letters.

The LLC might be managed directly by its owners, but it must be done
preferentially by operating managers (equivalent to directors) and that will have
duties and responsibilities similar to the corporation’s directors.

The Managers don’t need to be American citizens or to live in United States and
their data may, but not necessarily, be disclosure to the public records.

The total cost for the opening procedures is USS 6,000 including a Nominee
Member. Per year the managing will cost US$ 1,600.

This communication, and the examples set forth above, demonstrate how the systems of
anonymity in this country’s incorporation processes are being exploited by criminals.
They also demonstrate why we need to be able to retrieve beneficial ownership
information from the states directly, and not from the sham nominee of a domestic shell
company.

Ultimately the Levin-Grassley-McCaskill bill strikes a reasonable balance between the
call for transparency and accountability from the law enforcement community and the
need to encourage responsible business growth and development. The investigations
referenced in this testimony, as well as the practices outlined in the GAO Report and in
Senator Levin’s investigation, paint a clear picture as to why change is necessary. The
cases mentioned in this testimony barely scratch the surface of the problem. S. 569
provides a minimalist and direct answer to a difficult problem. It places almost no
burdens on the states or on business, while simultaneously addressing our security needs.
1 urge the Committee to adopt it and recommend its passage.
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Thank you for the opportunity to submit written testimony on behalf of the of Uniform Law
Commission (ULC, also known as the National Conference of Commissioners on Uniform State
Laws). I am the Chair of the ULC’s Drafting Committee on Uniform Law Enforcement Access
to Entity Information Act (the “Uniform Act”).

I have been a ULC commissioner since 1992. My appointment must be approved by the
Governor, the Attorney General and the Chief Justice of the Minnesota Supreme Court. [receive
no remuneration for my work as a commissioner other than reimbursement of travel and meeting
expenses, 1 have been a practicing lawyer and law school professor for almost 45 years. Ihave
been the dean of three law schools (University of South Carolina, Southern Itlinois University
School of Law and William Mitchell College of Law in St. Paul, Minnesota). For the past
several years I have been Of Counsel to Briggs and Morgan in Minneapolis, Minnesota.
Throughout my career as a practitioner and an academic, my primary focus has been in the area
of business law. Since becoming a commissioner, I have been a member of several uniform act
business law entity acts in addition to the Uniform Law Enforcement Access to Entity
Information Act, including the Uniform Partnership Act (1994), the Uniform Limited Partnership
Act (2001), the Uniform Limited Liability Company Act (1996, 2006), and the Uniform
Unincorporated Nonprofit Associations Act (2008). I have been the chair of several of these
drafting committees and have been actively involved in getting these acts adopted by the states.

The Uniform Act deals with the same subject matter as the Incorporation Transparency and Law
Enforcement Assistance Act (S.569) but differs in many respects from S.569. The following is &
brief outline of my testimony:

. Basic information about the ULC;
. Background information on the development of the Uniform Act;

. An overview of the Uniform Act and the major differences between the Uniform
Actand 8. 569; and

. A recommendation on how to get a statute that meets the objectives of 8.569
enacted on a uniform basis in all the states in the shortest possible time.

Uniform Law Commission

The ULC is & state governmental entity operated as a non-profit unincorporated association,
comprised of state commissions on uniform laws from each state, the District of Columbia, the
Commonwealth of Puerto Rico, and the U.S, Virgin Islands. Each jurisdiction determines the
method of appointment and the number of commissioners actually appointed. All
commissioners must be lawyers, qualified to practice law. While some serve as state legislators,
or employees of state government, most are private practitioners, judges, or law professors.
Commissioners donate their time and expertise as a pro bono service and receive no salary or fee
for their work with the ULC,

2366150v4 2
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Now in its 117th year, the ULC works to harmonize state laws in critical areas where consistency
is desirable and practical and supports the federal system by addressing issues of national
significance best resolved at the state level, The ULC has drafted more than 250 uniform acts in
various fields of law setting patterns for uniformity across the nation, in such areas as business
entity law, interstate child support and custody, investment allocation rules, and trust and estates
law. The ULC’s work prevents states from having to perform duplicative and costly research in
addressing shared legislative issues. Uniform Acts are voluntarily adopted by state legislatures
and localized to respond to each state’s statutory framework and concerns.

Draft acts are then submitted for initial debate of the entire ULC at an annual meeting, Each act
must be considered section by section, at no less than two annual meetings by all commissioners
sitting as a Committee of the Whole. Following extensive debate and promulgation in a vote by
states, commissioners in each state and territory submit ULC acts for legislative consideration.

The ULC is not an interest group; drafting meetings are open to the public and all drafis are
available on the internet at the ULC’s website: www.nccusl.org. Because ULC drafting projects
are national in scope, we are able to attract a broad range of advisors and observers to participate
in our projects, résulting in a drafling process that has the benefit of a greater range and depth of
expertise than could be brought to bear upon any individual state’s legislative effort.

Background of the Uniform Act

In July 2007, the National Association of Secretaries of State (NASS) requested that the ULC
and the American Bar Association draft legislation that would amend state legal entity statutes to
address concerns about law enforcement access to entity ownership information raised by two
major federal governmental reports, the 2006 GAO Report on Company Formations and the
multi-agency report entitled “Money Laundering Threat Assessment,” which led to an oversight
hearing in November 2006 before the Senate Permanent Subcommittee on Investigations. At
that hearing the compliance report of the Financial Action Task Force (FATF), an international
organization which is engaged in a worldwide effort to combat money laundering and to stop the
financing of terrorist activities, was considered. The report stated that the United States, which is
a member of FATF, was not in compliance with FATF Recommendation 33 regarding
information on the beneficial ownership and control of legal entities and the prohibition of bearer
shares.

The NASS Company Formation Task Force Recommendations Report pointed out that what type
of ownership information is kept by entities and what information about entities is filed in the
offices of Secretaries of State has always been a matter of state statutes, and the ULC has
promulgated all the major unincorporated entity acts (Uniform Partnership Act, Uniform Limited
Partnership Act, Uniform Limited Liability Company Act, Uniform Limited Cooperative
Association Act, Uniform Unincorporated Nonprofit Associations Act, and Uniform Statutory
Trust Entity Act) and the American Bar Association has promulgated the two major corporate
entity acts (the Model Business Corporation Act and the Model Nonprofit Corporation Act).
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ULC and the ABA Business Law Section Committee on Corporate Laws (CCL) agreed to
undertake the drafling projects requested by NASS. They each established drafting committees
in 2007. The original charge of the committees was to draft a uniform set of amendments to all
of the unincorporated and corporate entity acts. Last fall the ULC and the CCL decided that
rather than requiring the states to make amendments to every one of their entity laws, it would be
preferable to prepare a single statute that could be enacted by the states to address the issues
raised by the various reports referred to above and the Incorporation Transparency and Law
Enforcement Assistance Act, originally introduced in May 2008 as 8.2956 and reintroduced in
May 2009 as S.596.

The drafting process has been open, inclusive and intense. Beginning in the fall of 2007, the
Uniform Act drafting committee has held four in-person meetings and four conference call
meetings. Drafts of the Act were reviewed at each meeting. There were 12 commissioners on
the drafting committee from across the country (Maine, Pennsylvania, Delaware, Kentucky,
Arkansas, Alabama, Minnesota, Texas, Illinois and Oregon). In addition there were 22 advisors
and observers from a very broad range of organizations that have expressed an interest in and
would be impacted by this legislation, including three Secretaries of State, several entity filing
officials from various states, representatives from the National Conference of State Legislatures,
the American College of Trusts and Estates Counsel (ACTEC), the American College of Real
Estate Lawyers (ACREL), the American Bankers Association, CT Corporation (a leading
provider of registered agents and other services for corporations and other types of entities), and
the American Bar Association and several of its sections and committees (Business Law Section
Committee on Corporate Laws, Limited Liability Companies, Partnerships and Other
Unincorporated Entities Committee; and the Real Property, Probate and Trust Section).

Three U.S, Treasury Department officials also have been observers. They forcefully presented
Treasury’s concerns about beneficial ownership issues and related matters raised by the Office of
Terrorist Financing and Financial Crimes and other units within Treasury. No lawyers from the
Department of Justice were advisors or observers, but members of the drafting committee met
with various officials in the Department of Justice both before the drafting project was
undertaken and during the course of our deliberations, and various drafts of the Uniform Act
were sent to the Department of Justice. Drafts of the Uniform Act have also been reviewed by
the stakeholder organizations, including bar association commitiees, NASS and IACA
(International Association of Commercial Administrators), and the feedback from these draft
reviews has been very helpful in the refinement of the Act.

The Uniform Act had a first reading at the ULC Annual Meeting last summer. It is scheduled for
a second and final reading at the upcoming ULC Annual Meeting in July. Approval is
anticipated. The Committee on Corporate Laws of the Section of Business Law of the American
Bar Association formally approved the Annual Meeting Draft of the Uniform Act on June 13,
2009.

Guiding Principles

The following important principles have guided the drafting committee’s work:

2366150v4 4

09:05 Apr 19, 2011 Jkt 051788 PO 00000 Frm 00209 Fmt6601 Sfmt6601 P:\DOCS\51788.TXT SAFFAIRS PsN: PAT

51788.056



VerDate Nov 24 2008

204

. The state entity laws need to be amended to provide law enforcement officials with better
access to adequate, accurate and timely ownership, and control information about legal
entities.

. The necessity of having a statutory prohibition against the issuance of bearer shares by
entities.

. Unmanageable workloads for the Secretaries of State must not be created.

. Unnecessary and unworkable compliance burdens must not be imposed on legitimate
businesses.

. Legitimate privacy rights must be protected.
. Foreign investment in the United States must not be discouraged.

. A uniform act enacted by all states covering all entities that file organic documents in the
office of the Secretary of State is necessary because: (1) what entity documents are filed
in the offices of the Secretaries of State are and always have been incorporated into state
entity statutes throughout the United States; and (2) a substantially similar set of
standards adopted by all states is the only way to achieve the law enforcement access
goal,

The Uniform Act

The following is a brief overview of the Uniform Act. A more detailed summary of the Act and
a copy of the Annual Meeting Draft of the Act are attached to my written testimony.

The Uniform Act deals with two principal issues. The first is a provision that prohibits all filing
entities from issuing certificates of bearer shares. In some countries, it is possible to issue bearer
shares, but to the best of my knowledge, no United States entify has ever issued bearer shares.
Nevertheless, since FATF Recommendation 33 requires a country to prohibit bearer shares,
including a specific prohibition in the Act was considered to be prudent.

The second principal issue is the access by law enforcement officials to ownership and control
information about filing entities. Most of the Act deals with the various aspects of this issue: (1)
who is entitled to get ownership and control information and how do they get it; (2) what types
of entities are covered by the Act and what kinds of information are these entities required to
provide law enforcement officials; and (3) what information relating to ownership and control is
required to be filed in the office of the Secretary of State.

Subject to certain exceptions, the Act applies to all filing entities having 50 or fewer interest
bolders. These entities are called a “conventional privately held entity” (CPE). In most states
this would include limited Lability partnerships, limited partnerships, limited liability companies,
statutory entity trusts (business trusts), co-operatives and for profit and nonprofit corporations.
Some states have other types of filing entities, e.g., professional associations, which would also
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be covered by the Act if they have 50 or more interest holders. In terms of numbers of entities,
the Uniform Act covers approximately 95% or more of all the approximately 18,000,000+ filing
entities in the United States. Thus the Uniform Act has much broader coverage than 5.569,
which only covers corporations and limited liability companies. In addition, 5.569 only covers
corporations and limited liability companies formed after it has been enacted. In 2007, the latest
year for which [ could find reasonably complete statistics, there were approximately 2,000,600
corporations and limited liability companies formed in the United States. The Uniform Act, on
the other hand, covers existing filing entities as well as newly formed filing entities. Existing
entities have two years after a state enacts the Uniform Act to comply with its requirements. The
principal reason for this broader coverage is that if some entities are covered and others are not,
the individuals law enforcement most interested in pursuing will simply form (or acquire) a non-
covered entity.

The entities exempted from the coverage of the Uniform Act are highly regulated companies like
banks, and law enforcement officials already have the ability to obtain ownership and control
information about them; filing entities that have a large enough number of owners that it is
unlikely they would be controlled by individuals who are of interest to law enforcement officials,
and entities that are tax exempt and file ownership and control information that is available to the
public (e.g., Form 990).

The Act requires that all CPEs file in the office of the Secretary of State an initial information
statement {existing CPEs must file the initial information statement by the two-year deadline
mentioned above) at the time the initial public organic document (e.g., articles of incorporation)
is filed. The entity information statement contains the name and business or residential address
of the CPE’s “record contact” (RC) and “responsible individual” (RI). The RC must be an
individual whose principal residence is in the United States. The RI must also be an individual
and must be someone who directly or indirectly participates in the control or management of the
CPE. Any changes in the RC and RI must be prompitly filed in the office of the Secretary of
State. A CPE can be administratively dissolved if it fails to keep the information about the RC
and RI current. A federal law enforcement authority, federal agency, or committee or
subcommittee of the U.S. Congress (states have the option to expand the list to include state and
local law enforcement authorities, state agencies and state legislatures) can obtain the name and
contact information of the RI and RC from the Secretary of State and then proceed pursuant to a
subpoena to contact the RI and RC.

Since the RI must be someone who is knowledgeable about the activities of the entity, the ability
of law enforcement officials to directly contact the RI gives law enforcement officials a valuable
investigative resource. The fact that the RI would be subject to perjury and other sanctions
should be a sufficient deterrent for anyone who does not really know anything about the
operations of the entity to sign a document filed in the Office of the Secretary of State stating he
or she is the RI for the entity.

Upon receipt of an appropriate request for information from law enforcement officials, the RC is
required to obtain from the CPE on a timely basis pursuant to the subpoena ownership and
control information about the CPE. The records that the CPE must provide the RC, who in turn
gives the information to the appropriate law enforcement officials, are:
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1. a list of the name and last known address of each interest holder and transferee and, if the
interest holder or transferee is an entity, the name of the state or country where it was
formed;

2. the name and address of each governor (e.g., director), including a government issued
photo identification document of a governor whose principal residence is outside the
United States;

3. a government issued photo identification document for its RI if the RI’s principal
residence is outside the United States;

4. the name and contact information of the RI of a non-U.S. entity that is an interest holder
or transferee of a CPE;

5. any records the CPE maintains regarding the process by which its governors are elected
or otherwise designated;

6. the voting power of each interest holder or a description of the manner in which each

interest holder’s voting power in the entity is determined;
7. the names of the individuals responsible for preparing the information; and
8. a certificate that the information accurately reflects the current records of the CPE.

In addition to the number and types of entities covered, the Uniform Act differs from S.569 with
respect to the required ownership and control information in several respects. A topical chart
comparing the two acts is attached to my written testimony. The two most significant
differences between the Uniform Act and S.569 concern: (1) what entity information is filed in
the office of the Secretary of State; and (2) beneficial ownership information.

S.569 requires that entity beneficial ownership information be filed in the office of the Secretary
of State at the time the entity is formed and that the information be updated annually in states
which do not require annual reports, a CPE would be required to file any changes in beneficial
ownership at the time the change occurs.

The Uniform Act only requires the names and contact information of the RC and RI to be filed in
the office of the Secretary of State, There are three principal reasons why the drafting committee
chose this path. The first is that the Secretaries of State do not currently keep any substantial
ownership and control information and what information they do require to be filed is public
record information. Setting up a filing system to accommodate and maintain detailed ownership
and contro} information would be very expensive. The second reason is that maintaining this
information as confidential documents would immensely complicate the filing process, and in
some states could not be accomplished without amending the state’s constitution, The third
reason is that since updates are only required annually in states that require annual reports, the
information on file would not reflect any changes in ownership and control occurring between
the filing of the initial information statement and the filing of the first annual report or between
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annual reports. Moreover, requiring CPEs to file an updated list of changes on a real-time basis
would be an administrative nightmare both for the CPEs and the Secretaries of State.

After careful study and consideration, the ULEAEIA Drafting Committee determined that
requiring entities to collect and maintain beneficial ownership records that would comply with
the definition in 8.569 (and its predecessor 8.2956) would be an enormous burden, a radical
departure from existing entity record keeping requirements, and because of the complexities
involved in determining beneficial ownership, would create a records system with massive
amounts of noncompliance, most of which would be unintentional.

8.569 defines a beneficial owner as:

an individual who has a level of control over, or entitlement to, the funds or assets
of a corporation or limited liability company that, as a practical matter, enables
the individual, directly or indirectly, to control, manage or direct the corporation
or limited liability company.

This definition is far too general and vague to be a concrete guide for determining exactly what
kind of information must be kept by entities. The key operative terms “control” and “directly
and indirectly” would have to be defined. All the other statutes and regulations that use the term
“control” as the critical factor have a threshold percentage of ownership interest that determines
if control exists, e.g., more than 50% of the stock of a corporation. What is meant by “direct and
indirect” ownership would have to be spelled out in the statute. The difficulty and complexity is
in determining “indirect” ownership. Other existing statutes and regulations generally contain
two categories of indirect or constructive ownership. The first is family members and the second
is constructive ownership based on ownership interests in trusts, estate, and various forms of
business entities.

1 have attached to my written testimony a Memorandum I prepared for the Uniform Act Drafting
Committee which describes some of the major issues that would have to be dealt with in drafting
a statute containing indirect or constructive ownership rules. The statutes would of necessity be
very complex. Two examples, one from the UK and one from the Internal Revenue Code Tax
Regulations are included as exhibits to the Memorandum.

In order to determine if there were any beneficial owners who were in control of an entity, the
entity would have to know all the members of the family, as defined in the statute, of each of its
individual record owners, and the names of all the shareholders, partners and members of any
entity that is an equity owner of the entity. If one or more of the equity owners is an entity of
some kind, the entity would also need to know the owners of that entity, and so on down the
chain, as well as the names of the beneficiaries of any trust and estates that hold an ownership
interest in the entity. An additional complexity would be the necessity of keeping track of any
changes in the various ownership interests, for example, a change in the beneficiaries of a trust
that owns stock in a corporation A or one of the shareholders of corporation B that owns stock in
corporation A sells his corporation A stock to C. Unless the trustee of the trust or corporation B
notifies corporation A of the change, corporation A would not have any way of knowing about
these changes.
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The Uniform Act gives law enforcement officials access, through the RC, to current, accurate
information on the record ownership, voting rights and managers of an entity which is the overall
objective of §.569 without the complexities of the beneficial ownership concept. In some cases
after receiving the required information from the RC, additional investigation into identification
of family members of interest holders, beneficiaries of trust and estates that are interest holders
and the owners of entities that are interest holders in the entity being investigated will have to be
conducted, but the ownership, management and control information received from the RC will
provide law enforcement officials with the necessary basic information to trace this ownership
trail,

The Uniform Act accomplishes the purposes set forth in 8,569 in a more comprehensive, more
cost effective and less complex manner than that Act. Since the states will have to enact
legislation to implement S.569, it makes sense to amend 8.569 to provide that states must adopt
the Uniform Act.

We believe that federal Jegislation incorporating the Uniform Act should have at least the
following elements:

. It would require that states adopt legislation substantially similar to the Uniform Actby a
date certain that is long enough in the future to permit all state legislatures a reasonable
opportunity to consider and act upon the Uniform Act.

. Provide a reliable source of federal funding to assist states in funding the one-time costs
of revising their procedures and systems to obtain and manage the information required
by the Uniform Act; and

. In addition to the funding “carrot,” the federal legislation would provide some form of
penalty or other consequence if a state has not adopted legislation substantially similar to
the Uniform Act by some future date certain.

The broad discussions that we have had around the country concerning S.569 and the Uniform
Act have led us to conclude that, while there is broad support for the Uniform Act as a far
preferable vehicle than S.569 for providing law enforcement additional effective tools to combat
money-laundering and the financing of terrorism, there also is little likelihood that the Uniform
Act would achieve anythmg near widespread adoption unless there were both a federal “carrot”
and a federal “stick” to encourage action by the states.

The ULC has had valuable experience in drafting uniform state legislation that is incorporated in
federal legislation that provides a mandate that states enact the uniform legislation by some date
certain,

. At the request of the State Department and the Department of Human Services, during
2007-08 ULC drafted amendments to the Uniform Interstate Family Support Act
(UIFSA) in order to implement provisions of the Hague Family Maintenance Convention,
which the United States had recently signed. Those UIFSA revisions were adopted by
the ULC in July 2008 and proposed federal legislation requires states to adopt UIFSA by
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a future date or risk loss of child support funding. Action on the proposed legislation and
Senate Advice and Consent to the Treaty are pending.

. In 1999 the ULC drafted the Uniform Electronic Transactions Act (UETA), and in 2000
Congress enacted the Electronic Signatures in Global and National Commerce Act (“E-
Sign™), which provided pre~emptive federal legislation covering essentially the same
topics as UETA and provided that the federal legislation would control unless a state
adopted state legislation substantially similar to UETA. To date 46 states have adopted
UETA.

Conclusion
The ULC welcomes the opportunity to work with the Chair and other members of the Committee

to craft workable legislation that will provide law enforcement officials with improved and
timely access to accurate ownership and control information about legal entities.
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