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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 Commisstoners 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. I 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. I have
been the dean of three law schools (University of South Carolina, Southern Hlinois 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 a
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 S. 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 a 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.
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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 drafts 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, resulting in a drafting 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 drafting 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 S.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 committees, 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:
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. 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 entity 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
holders. These entities are called a “conventional privately held entity” (CPE). In most states
this would include limited liability 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 S.569,
which only covers corporations and limited lability companies. In addition, S.569 only covers
corporations and limited liability companies formed after it has been enacted. In 2007, the latest
year for which I could find reasonably complete statistics, there were approximately 2,000,000
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 promptly 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 8.569 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 control 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 S.569 (and its predecessor 5.2956) 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.

S.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.

I 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 S.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 S.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 $.569, it makes sense to amend S.569 to provide that states must adopt
the Uniform Act.

We believe that federal legislation incorporating the Uniform Act should have at least the
following elements:

. It would require that states adopt legisiation substantially similar to the Uniform Act by 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 8.569 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 anything 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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UNIFORM LAW ENFORCEMENT ACCESS TO ENTITY INFORMATION ACT

Prefatory Note

This act is part of an international effort to fight money laundering and stop the financing
of terrorist activities. Among other things, the act implements Recommendation 33 of the
Financial Action Task Force (FATF).

The website of FATF describes the history of FATF as follows:

“In response to mounting concern over money laundering, the
Financial Action Task Force on Money Laundering (FATF) was
established by the G-7 Summit that was held in Paris in 1989,
Recognizing the threat posed to the banking system and to financial
institutions, the G-7 Heads of State or Government and President of the
European Commission convened the Task Force from the G-7 member
States, the European Commission and eight other countries.

“The Task Force was given the responsibility of examining money
laundering techniques and trends, reviewing the action which had already
been taken at a national or international level, and setting out the measures
that still needed to be taken to combat money laundering. In April 1990,
less than one year after its creation, the FATF issued a report containing a
set of Forty Recommendations, which provide a comprehensive plan of
action needed to fight against money laundering.”

Recommendation 33 of the Forty Recommendations provides that:

“Countries should take measures to prevent the unlawful use of
legal persons by money launderers. Countries should ensure that there is
adequate, accurate and timely information on the beneficial ownership and
control of legal persons that can be obtained or accessed in a timely
fashion by competent authorities. In particular, countries that have legal
persons that are able to issue bearer shares should take appropriate
measures to ensure that they are not misused for money laundering and be
able to demonstrate the adequacy of those measures.”

A Congressional hearing relating to the issues raised by FATF Recommendation 33 was
held on November 14, 2006 by the Permanent Subcommittee on Investigations of the Committee
on Homeland Security and Governmental Affairs of the United States Senate. The testimony at
that hearing led to the introduction of legislation in both the 110" Congress (8. 681, S. 2956, and
ILR. 2136) and the 111" Congress (S. 569).

On June 11, 2007, the National Association of Secretaries of State (NASS) requested that

the Conference draft amendments to the various uniform unincorporated entity laws to address
the issues raised by FATF Recommendation 33. NASS similarly requested that the Committee
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on Corporate Laws (CCL) of the Section on Business Law of the American Bar Association
prepare similar amendments to the Model Business Corporation Act. Underlying the NASS
requests was a desire to address the issues in a way that would be less burdensome for the private
sector and Secretaries of State than the proposals in the federal legisiation but still meet the needs
of law enforcement and satisfy FATF Recommendation 33.

Both the Conference and the CCL agreed to undertake the drafting efforts requested by
NASS. Proposed amendments to the Uniform Limited Liability Company Act were given first
reading at the 2008 annual meeting of the Conference, and the CCL prepared a first draft of
amendments to the Model Business Corporation Act. The Conference and the CCL then decided
that, rather than requiring the states to make amendments to each of their entity laws, it would be
preferable to prepare a single statute that could be enacted by a state to address the issues raised
by FATF Recommendation 33. The unified approach taken in this act was considered desirable
particularly because each state has a unique pattern of entity laws and no state has adopted the
Model Business Corporation Act and all of the current uniform unincorporated entity laws. This
act provides a single statute that can be enacted to address the issues raised by FATF
Recommendation 33.
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UNIFORM LAW ENFORCEMENT ACCESS TO ENTITY INFORMATION ACT

SECTION 1. SHORT TITLE. This [act] may be cited as the Uniform Law
Enforcement Access to Entity Information Act.

SECTION 2. DEFINITIONS. In this [act]:

(1) “Appropriate request” means:

(A) a civil, criminal, or administrative subpoena or summons from a [state, local,
or] federal law enforcement authority, [state agency,] federal agency, or committee or
subcommittee of the United States Congress [or a state legislature]; or

(B) arequest in the form of a record made by a federal agency on behalf of
another country under:

(i) an international treaty, agreement, or convention; or
(i) 28 U.S.C. Section 1782.
(2) “Conventional privately held entity’:
| (A) means a domestic filing entity that has, or will have on the effective date of
its initial public organic record, no more than 50 interest holders; and
(B) does not include a domestic filing entity:

(i) in which one or more domestic or foreign entities with more than 50

“interest holders each holds, directly or indirectly, more than 25 percent of the outstanding

interests;
(i) that is licensed or otherwise authorized to conduct business, or has
filed an application which has not been denied with the appropriate federal or state agency for a

license or other authorization to conduct business, as a bank or other depository institution, trust
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company, insurance company, public utility, or securities or commodities broker or dealer;

(i) that is registered, or has filed an application for registration which has
not been denied, as an investment company under the Investment Company Act of 1940;

(iv) that is registered, or has filed an application for registration which has
not been denied, as an investment advisor under the Investment Advisors Act of 1940 or the law
of any state;

(v) in which one or more domestic or foreign entities of the types
described in subparagraph (ii), (iif), or (iv) holds, directly or indirectly, a majority of the
outstanding interests;

(vi) that holds, directly or indirectly, a majority of the outstanding
interests in a domestic or foreign entity of a type described in subparagraph (ii), (iii), or (iv);

(vii) that has filed with the Internal Revenue Service a current annual
information return as an exempt organization or private foundation; or

(viii) that has filed with the Internal Revenue Service an application for
recognition of exemption from federal income tax, if that exemption has not been denied and the
due date (including any extension granted) for filing its first annual information return as an
exempt organization or private foundation has not yet passed.

(3) “Domestic”, with respect to an entity, means an entity whose internal affairs are
governed by the law of this state,
(4) “Domestic filing entity” means:
{A) a domestic business corporation;
(B) a domestic nonprofit corporation;

(C) a domestic limited liability partnership that is not also a limited partnership;
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(D) adomestic limited partnership, including a limited liability limited
partnership,
(E) adomestic limited liability company;
(F) a domestic limited cooperative association; [or]
{(G) a domestic statutory trust entity[; or]
[(H) list other types of entities authorized by the law of the state].
(5) “Entity information statement” means the initial or amended statement described in
Section 4(a) or (¢).
(6) “Foreign”, with respect to an entity, means an entity whose internal affairs are
governed by the law of a jurisdiction other than this state.
(7) “Governance interest” means the right under the organic law or organic rules of an
unincorporated entity, other than as a governor, agent, assignee, or proxy, to:
(A) receive or demand access to:
(1) information concerning the entity; or
(i1) the books and records of the entity;
(B) vote for the election of the governors of the entity; or
(C) vote on issues involving the internal affairs of the entity.
(8) “Governor” means;
(A) adirector of a business corporation [or a shareholder of a close corporation
that is managed by its shareholders instead of a board of directors];
(B) adirector [or member of a designated body] of a nonprofit corporation;
(C) a general partner of a limited liability partnership that is not also a limited

partnership;
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(D) a general partner of a limited partnership;

(E) a manager of a limited liability company or other person that materially

participates in the management of a limited liability company pursuant to its organic law and

organic rules;

(F) a director of a limited cooperative association; [or]
(G) atrustee of a statutory trust entity[; or]

[(H) list governors of other types of entities authorized by the law of the state].

(9) “Interest” means:

(10) “I

partnership;
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(A) a governance interest;

(B) atransferable interest;

(C) a share of a business corporation; or

(D) a membership in a nonprofit corporation.
nterest holder” of an entity means:

(A) a shareholder of a business corporation;
(B) a member of a nonprofit corporation;

(C) a general partner of a limited liability partnership that is not also a limited

(D) a general partner of a limited partnership;

(E) alimited partner of a limited partnership;

(F) amember of a limited liability company;

(G) amember of a limited cooperative association; {or]
(H) a beneficiary of a statutory trust entity[; or]

[(I) list similar persons in other types of entities authorized by the law of the
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state].

(11) “Non-US entity” means an entity whose internal affairs are governed by the laws of
a jurisdiction other than a state or the United States.

(12} “Organic law” means the statutes of an entity’s jurisdiction of incorporation,
organization, or other formation which govern the internal affairs of the entity.

(13) “Organic rules” means the public organic record and private organic rules of an
entity.

(I4) “Person” means an individual, corporation, estate, trust, partnership, limited liability
company, business or similar trust, cooperative, association, joint venture, public corporation,
government or governmental subdivision, agency, or instrumentality, or any other legal or
commercial entity.

(15) “Private organic rules” means:

(A) the bylaws of a business corporation;

(B) the bylaws of a nonprofit corporation;

(C) the partnership agreement of a limited liability partnership that is not a
limited partnership;

(D) the partnership agreement of a limited partnership;

(E) the operating agreement of a limited liability company;

(I) the bylaws of a limited cooperative association;

(G) the trust instrument of a statutory trust entity; [and]

(H) [list similar documents for other types of entities authorized by the law of the
state; and

(D)} any other rules, whether or not in a record, that govern the internal affairs of
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a domestic filing entity, are binding on all of its interest holders, and are not part of its public
organic record, if any.

(16) “Public organic record” means:

(A) the articles of incorporation of a business corporation;

(B) the articles of incorporation of a nonprofit corporation;

(C) the statement of qualification of a limited liability partnership that is not a |
limited partnership;

(D) the certificate of limited partnership of a limited partnership;

(E) the certificate of organization of a limited liability company;

(F) the articles of organization of a limited cooperative association; [and]

(G) the certificate of trust of a statutory trust entity[; and]}

[(H) list similar documents for other types of entities authorized by the law of the
state}.

(17) “Record”, used as a noun, means information that is inscribed on a tangible medium
or that is stored in an electronic or other medium and is retrievable in perceivable form.:

(18) “Records contact” means an individual whose principal residence is in the United
States and who has access to and can produce within the United States on a timely basis upon
appropriate request the information described in Section 7(a).

(19) “Responsible individual” means an individual who, directly or indirectly,
participates in the control or management of an entity or, in the case of an entity being formed,
will participate in the control or management of the entity.

(20) “Sign” means, with present intent to authenticate or adopt a record:

(A) to execute or adopt a tangible symbol; or
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(B) to attach to or logically associate with the record an electronic sound, symbol,

or process.

(21) “Transferable interest” means the right under the organic law of an unincorporated
entity to receive distributions from the entity.

(22) “Transferee” means a person to which all or part of a transferable interest has been
transferred without a governance interest, whether or not the transferee is an interest holder.

{(23) “Unincorporated entity” means an entity that is not a corporation.
Legislative Nofes:

(1) “Appropriate request”: An enacting state must decide whether to include the
optional provisions in this definition which have the effect of extending to local or state
authorities the right of access to information provided in this act.

(2) “Conventional privately held entity”. Subparagraph (B) should be revised to omit
any of the types of entities listed that are formed under a law that applies only to that type of
entity, for example a banking corporation act or insurance company act. Those entities should
also not be included in the definition of “domestic filing entity” because this act does not need to
include those entities for any purpose.

(4) “Domestic filing entity”: The entities referred to in this definition are illustrative
only. The list as enacted by a state should include all the types of non-governmental entities that
may be created under the state’s laws where a filing must be made with the Secretary of State to
create or confirm the status or existence of the entity. An enacting state should revise this
definition so that (i) the entities are referred to in the manner they are referred to in the state’s
other laws and (ii) if includes all of the types of entities that fit within the concept and are
recognized by the laws of the state.

1t is not recessary to list in this definition entities that are a subset of a type of entity
listed if reference to the more generic type of entity includes entities in that subset. For example,
if professional corporations are subject (o the state’s business corporation law so that referring
fo business corporations includes professional corporations, this definition does not need to list
professional corporations; but if professional corporations are incorporated under a separate
statute and a reference to business corporations would not include professional corporations,
then professional corporations should be listed separately.

If a type of entity described in subparagraph (B)(ii) of the definition of “conventional
privately held entity” is formed under a law that applies only to that type of entity, for example a
banking corporation act or insurance company act, that type of entity may be omitted from this
definition because “domestic filing entity” does not need to include that type of entity for any
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purpose under this act.

(8) “Governor”: An enacting state should revise this definition so that it refers to the
appropriate persons with respect to each type of entity listed in the definition of “domestic filing
entity.”

If an enacting state authorizes a business corporation with a limited number of
shareholders to dispense with a board of directors in favor of management by its shareholders,
the optional phrase at the end of subparagraph (4) should be included with appropriate changes
to conform to the terminology used in the enacting state.

The Model Nonprofit Corporation Act permits a nownprofit corporation to give some of
the responsibilities and obligations of the board of directors to another group of persons known
as a “designated body.” If the law of an enacting state permits that type of governance
structure, the optional phrase in subparagraph (B) should be included with appropriate changes
to conform to the terminology used in the enacting state.

(10) "Inferest holder”: An enacting state should revise this definition so that it includes
references (o the appropriate persons with respect to each type of entity listed in the definition of
“domestic filing entity.”

(15) “Private organic rules”: An enacting state should revise this definition so that it
refers to the appropriate item with respect to each type of entity listed in the definition of
“domestic filing entity.”

(16) “Public organic record”: An enacting state should revise this definition so that it
refers to the appropriate document with respect to each type of entity listed in the definition of
“domestic filing entity.”

Comment

“Appropriate request.” This definition is patterned after Section 2009(a)(1)(D) of the
Homeland Security Act of 2002 (6 U.S.C. § 601 et seq.), as proposed to be added by S. 569
(11 1t Congress).

“Conventional privately held entity.” The annual information returns referred to in
subparagraphs (B)(vii) and (viii) of this definition are the form 990, 990-EZ, and 990-PF returns
that are filed by private foundations or organizations exempt from federal income tax under
sections 501(c), 527, or 4947(a)(1) of the Internal Revenue Code. Those returns, as well as
applications for tax exempt status, are publicly available and require disclosure of, among other
things, the officers, directors, trustees, and most highly compensated employees of an exempt
organization and thus it is not necessary to require those organizations to comply with the
disclosure provistons of this act.

If a nonprofit corporation does not have any members, it will fall within subparagraph
(A) of this definition because it will have fewer than 50 interest holders, i.e., none.
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“Governor.” The second clause of subparagraph (E) of this definition, which refers to
persons who are not managers of a limited liability company but participate materially in its
management, is patterned after 6 Del. Code § 18-109(a). It is not intended that the power to elect
or otherwise select or to participate in the election or selection of a person to be a manager of a
limited liability company will, by itself, constitute participation in the management of the
company.

“Interest holder.” Whether a person is a member of a nonprofit corporation will be
determined under a state’s nonprofit corporation law. Many nonprofit corporations refer to their
financial supporters as “members” even though those contributors do not have governance rights
under the organic law and organic rules of the corporation.

“Responsible individual.” A responsible individual may be an individual who is a
governor of the entity, an agent of another person, or an agent or officer of the entity itself, or
who meets the requirements of this definition because of ownership of an interest in the entity or
other factors. To qualify as a responsible individual, what is required is that the individual
participate in the control or management of the entity. A responsible individual may have sole
responsibility for the management of the entity or may share that responsibility with others. The
term has been created for use in this act and is not intended to change the law with respect to the
governance of any form of entity.

SECTION 3. PUBLIC ORGANIC RECORDS.

(a) The public organic record of a domestic filing entity must include, in addition to any
other information required by its organic law, a statement as to whether the entity is a
conventional privately held entity. The delivery to the [Secretary of State] for filing of an initial
or amended public organic record is an affirmation under the penalties of perjury by the entity
and by any person signing the record that the statement required by this subsection is correct.

(b) When the initial public organic record of a conventional privately held entity is
delivered to the [Secretary of State] for filing, it must be accompanied by an initial entity
information statement.

(¢} If the statement required by subsection (a) becomes incorrect, the entity shall deliver

promptly to the [Secretary of State] for filing an amendment of its public organic record

correcting the statement. [An amendment pursuant to this subsection need not be approved by
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the governors or interest holders.] [The [Secretary of State] may not charge a fee for filing an
amendment pursuant to this subsection. ]
(d) An amendment filed under subsection (¢) indicating that an entity has become a
conventional privately held entity must be accompanied by an entity information statement.
(e} Subsection (b) does not apply to an initial public organic record delivered to the
[Secretary of State] before [the effective date of this act]. Subsections (a), (c), and (d) do not
apply to a domestic filing entity that is in existence on [the effective date of this act] until the
date provided in Section 16.
Legislative Notes:

Subsection (a): States should consider adding a reference to the requirements of
subsection (a) in the section of the organic law of each domestic filing entity dealing with the
entity's public organic record so that people consulting that law will be aware of the
requirements of subsection (a). Such a reference in the section of the organic law of an entity
dealing with the contents of its public organic record might read, for example, “the statement
required by [Section 3(a) of the Uniform Law Enforcement Access to Entity Information Act].”

Subsection (c): The optional penultimate sentence of subsection (c) is intended to
simplify the procedure for approving an amendment of the public organic record so that, for
example, an amendment fo the articles of incorporation of a business corporation to change the
statement as to whether the corporation is a conventional privately held entity may be filed
without action by the board of directors or shareholders. Enacting states may choose to place
that type of provision in the individual organic laws for each type of entity listed in the definition
of “domestic filing entity” in Section 2 or may decide to vary the rule of that sentence for some
types of entities by requiring, for example, approval by the governors.

The last sentence of subsection (c) is optional because an enacting state may choose to
require a fee for filing an amendment of the public organic record that is required under
subsection (c). It will be preferable, however, for states not to require a fee as a way of
encouraging amendments that keep the public records up to date regarding the status of an
entity. If a state chooses fo impose a fee, the fee will presumably be the same as for filing any
other amendment to a public organic record. Thus the possibility of a fee being charged for a
filing under subsection (c) has not been included in Section 13.

Comment

The public organic record of every domestic filing entity must include a statement
satisfying subsection (a), either that the entity is a conventional privately held entity or that the

10
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entity is not a conventional privately held entity.

If a domestic filing entity ceases to be a conventional privately held entity, for example
because it conducts a public offering of its equity securities, it will need to amend its public
organic record to reflect the change in its status. Entity information statements previously
delivered to the Secretary of State will remain in the records of the Secretary of State, but the
entity will no longer have an obligation to update the information in the statements. The

individuals previously identified as its records contact and responsible individual will cease to
have that status.

Most organic laws provide that it is a criminal offense to sign a document delivered to the
Secretary of State for filing that the signatory knows to be false in any material respect. The last
sentence of subsection (a) confirms that result and also imposes liability on the entity for a false
statement as to its status as a conventional privately held entity.

SECTION 4. ENTITY INFORMATION STATEMENT.

{a) An entity information statement must set forth:

(1) the name of the conventional privately held entity;

(2} the name and a business or residential address of the records contact of the
entity; and

(3) the name and a business or residential address of a responsible individual of
the entity.

(b) An initial entity information statement must be signed:

(1) on behalf of the conventional privately held entity;
(2) by the records contact named in the statement; and
(3) by the responsible individual named in the statement.

{c) If any of the information in a filed entity information statement becomes incorrect or
incomplete, the conventional privately held entity shall deliver promptly to the [Secretary of
State] for filing an amended entity information statement that is correct as of the date of its

delivery to the [Secretary of State] and includes the information required by subsection (a).

(d) An amended entity information statement must be signed:

11
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(1) on behalf of the conventional privately held entity;
(2) by any new records contact or new responsible individual named in the
amended statement; and
- (3) by any records contact or responsible individual whose address is being
changed. |

(e) A records contact or responsible individual may change his or her address or resign
by delivering to the [Secretary of State] for filing a statement of change signed by the records
contact or responsible individual that sets forth:

(1) the name of the conventional privately held entity; and
(2) either:
(A) the new address; or
(B) a statement that the records contact or responsible individual resigns.

(f) A records contact or responsible individual who delivers to the [Secretary of State]
for filing a statement of change pursuant to subsection (e) shall furnish promptly to the
conventional privately held entity notice in a record of the delivery to the [Secretary of State] of
the statement of change and a copy of the statement.

(g) Aninitial entity information statement filed under subsection (a) takes effect upon
filing or any later effective time of the initial or amended public organic record in connection
with which the statement is delivered to the [Secretary of State] for filing. An amended entity
information statement filed under subsection (¢) or a statement of change filed under subsection
{e) takes effect upon filing.

(h) The signing by a records contact or responsible individual of an entity information

statement or a statement of change that reflects a change of address constitutes an affirmation
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under the penalties of perjury that:
(1) the address of the signing person is correct; and
(2) cither:
(A) the records contact understands the duties of a records contact under
this [act] and has agreed to serve in that capacity; or
(B) the responsible individual meets the definition of a responsible
individual in Section 2.

(i) Every signature of a records contact or responsible individual on an entity information
statement or statement of change must be notarized.

(j) If the principal residence of the responsible individual identified in the current entity
information statement is outside the United States, the responsible individual must provide to the
records contact a copy of a passport, driver’s license, or other government-issued photo
identification document for the responsible individual.

[(k) The [Secretary of State] may not charge a fee for filing an amended entity
information statement or statement of change.]

Legislative Notes:

Subsection (i): Subsection (i) does not specify the manner in which the required
notarizations must be submitted. That is an issue to be determined by the enacting state and may
require amendment of subsection (i) or other state law. Some states may choose to accept only
paper filings, while other states may provide for electronic notarization or delivery of notarized
documents by electronic means. If the Secretary of State only accepts electronic filings, an
enacting state will need to provide for either electronic notarization or the delivery of notarized
documents by electronic means.

Subsection (k): Subsection (k) is optional because an enacting state may choose to
require a fee for filing an amended entity information statement or statement of change. It will
be preferable, however, for states not to require a fee as a way of encouraging filings that keep

the public records up to date. If a state chooses to impose a fee, the fee should be included in
Section 13.
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Comment

1. The same individual may serve as the records contact and responsible individual for a
conventional privately held entity. When an entity needs to be formed on a rush basis, or when a
records contact or responsible individual has not yet been identified for an entity, a person
forming the entity, such as an incorporator, may serve as an accommodation in the capacities of
records contact and responsible individual. Regardless of the reason why the person forming the
entity is also shown as the records contact, so long as the person is named in that capacity, the
person will have the duties and liabilities attendant to that position under this act.

2. Because subsection (c) requires an amended entity information statement to include all
of the information required by subsection (a), a conventional privately held entity must always
have a records contact and responsible individual identified in the records of the Secretary of
State. But see the transitional provisions in Section 16.

3. Subsection (d) does not require that an amended entity information statement be
signed by an individual named in an earlier statement as records contact or responsible individual
if the information regarding that individual has not changed.

4. Subsection (g) provides that a statement of change under subsection (e), which could
include a resignation by a records contact or responsible individual, takes effect upon filing.
That is different from the practice in some states of delaying the effectiveness of a resignation of
a registered agent. See, e.g., Model Registered Agents Act § 11 (delaying a resignation for 31
days). The main function of a registered agent is simply to forward service of process to the
represented entity, and delaying resignation from that position typically does not pose problems
for either the registered agent or the represented entity. A records contact or responsible
individual, in contrast, has an important place in the law enforcement process created by this act,
making it more important for the records contact or responsible individual to be able to resign
immediately in appropriate circumstances. Making a resignation effective immediately under
subsection (g} also provides an earlier start to the period in which the entity must replace the
records contact or responsible individual if the entity wishes to avoid administrative dissolution
under Section 9.

5. The purpose of subsection (i} is to use the notarial process to provide some
verification of the identity of a records contact or responsible individual since notarization
requires the notary to know or verify the identity of the individual whose signature is being
notarized.

Notarization may include taking an acknowledgment, administering an oath or
affirmation, taking a verification upon oath or affirmation, or witnessing or attesting a signature.
See Uniform Law on Notarial Acts (1982) § 1(1) (“notarial act™). The persons who may perform
those acts are determined by state law and may be changed by a state to broaden or restrict the
types of persons so authorized.

The manner in which a document with a notarized signature may be delivered to the

Secretary of State will be determined by the Secretary of State and may include by fax or in
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portable document form (pdf). Modern law on notarial acts is also evolving to permit
notarization of electronic records, and thus even in those states where all entity filings are made
electronically it should be possible to comply with subsection (i).

Every state has statutory provisions dealing with notarial acts, although not every state
has adopted the Uniform Law on Notarial Acts (1982). Those state statutes typically have
separate provisions covering notarial acts performed within the state, under federal authority, and
in foreign countries. Section 6 of the Uniform Law on Notarial Acts (1982) provides, for
example, with respect to notarial acts performed in foreign countries:

(a) A notarial act has the same effect under the law of this State as
if performed by a notarial officer of this State if performed within the
jurisdiction of and under authority of a foreign nation or its constituent
units or a multi-national or international organization by any of the
following persons:

(1) a notary public or notary;

(2) a judge, clerk, or deputy clerk of a court of record; or

(3) any other person authorized by the law of that
Jurisdiction to perform notarial acts.

(b) An "Apostille” in the form prescribed by the Hague Convention
of October 5, 1961, conclusively establishes that the signature of the
notarial officer is genuine and that the officer holds the indicated office.

(c) A certificate by a foreign service or consular officer of the
United States stationed in the nation under the jurisdiction of which the
notarial act was performed, or a certificate by a foreign service or consular
officer of that nation stationed in the United States, conclusively
establishes any matter relating to the authenticity or validity of the notarial
act set forth in the certificate.

(d) An official stamp or seal of the person performing the notarial
act is prima facie evidence that the signature is genuine and that the person
holds the indicated title.

(e) An official stamp or seal of an officer listed in subsection (a)(1)
or (a)(2) is prima facie evidence that a person with the indicated title has
authority to perform notarial acts.

(f) If the title of office and indication of authority to perform
notarial acts appears either in a digest of foreign law or in a list
customarily used as a source for that information, the authority of an
officer with that title to perform notarial acts is conclusively established.

Subsection (1) does not address the duty of the Secretary of State to verify that the
notarization of a signature on an entity information statement is valid. The procedures for
acceptance of notarized documents by the Secretary of State will be governed by other law of the
state. That law often deals separately with notarizations performed within the state, outside of
the state, under federal authority, or in foreign countries. See, e.g., Uniform Law on Notarial
Acts (1982) §§ 3-6.
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SECTION 5. DUTIES OF RECORDS CONTACT.
(a) A records contact for a conventional privately held entity must:

(1) inquire at the time the records contact signs an initial or amended entity
information statement whether the current responsible individual is required to comply with
Section 4(j) and, if the responsible individual is required to comply but does not do so within five
business days after the [Secretary of State] files the initial or amended entity information
statement, to resign as records contact in the manner provided in Section 4(e);

(2) request promptly from the entity the information described in Section 7 when
the records contact receives an appropriate request for the information;

(3) produce on a timely basis to a party making an appropriate request:

(A) the photo identification document, if any, for the entity’s responsible
individual required by Section 4Gy

(B) any information described in Section 7(a) which is provided by the
entity to the records contact; and

(C) any certification described in Section 7(b) which is provided by the
enﬁty to the records contact;

(4) resign under Section 4(e) if the records contact acquires actual knowledge,
before receiving an appropriate request, that a request by the records contact to the entity for the
information described in Section 7(a) will not be honored by the entity on a timely basis; and

(5) if information in response to an appropriate request is not provided on a
timely basis by the entity upon request by the records contact, notify the party that made the
appropriate request of:

{A) the name and a business or residential address of the individual whom

16
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the records contact believed would supply the information to the record contacts; or
(B) if there is no such individual, the source or location from which the
records contact believed the information could be obtained.
(b) A records contact, as such, does not have a duty to verify the accuracy of information
described in Section 4(j) or 7(a) or a certification under Section 7(b).
| Comment

If there is a failure to respond to an appropriate request for information, the consequences
of that failure and possible sanctions will depend on the nature of the request. For example,
failure to respond to a subpoena will have the same consequences and sanctions as any other
failure to respond to a subpoena under the applicable federal or state law. Whether the
consequences of a failure to respond to an appropriate request for information should be imposed
on the records contact or on the conventional privately held entity will depend on whether the
records contact has performed the duties required by this section.

If an entity believes that it has defenses to a failure to respond to an appropriate request
or should be excused from responding, it may raise those defenses or excuses in a proceeding to
enforce the appropriate request or the entity may commence a proceeding to contest the
appropriate request.

The requirement in subsection (a)(3) that information be produced on a “timely basis” is
intended to satisfy Recommendation 33 of the 40 Recommendations of the Financial Action
Task Force. In the case of a subpoena, what will be a timely response will be controlled by the
response date in the subpoena and whether an appropriate challenge to the subpoena is made. A
response date in a request made under a treaty, however, does not have the force of law and will
not necessarily be binding. ‘

A records contact may wish as a matter of good business practice to verify periodically
that the records contact continues to have the required access to information, although an
obligation to verify that the records contact continues to have access to information is not part of
the required duties of a records contact.

If a records contact acquires actual knowledge that information will not be provided by
an entity as required by this act, the records contact has a duty to resign under subsection (a)(4)
even though there is no pending appropriate request.

A records contact is defined in Section 2(18) as an individual who has access to the
information required by Section 7, and when a records contact signs an entity information
statement under Section 4 that signature constitutes an affirmation that the individual
understands the duties of a records contact.
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Subsection (b) applies only to a records contact in the individual’s capacity as a records
contact. If the individual also maintains the records required to be produced under Section 7(a)
in another capacity, for example as a corporate secretary, the individual will have the obligations
associated with serving in that capacity. This act does not address those obligations.

SECTION 6. INTEREST HOLDERS FROM OUTSIDE UNITED STATES.

(a) Except as provided in subsection (e}, when a non-US entity first becomes a transferee
or interest holder in a conventional privately held entity after [the effective date of this act],
whether by transfer, issuance of an interest, or admission as an interest holder, the transferee or
interest holder shall provide the entity with a certification signed under the penalties of perjury
stating the name and a business or residential address of a responsible individual for the
transferee or interest holder,

(b) Except as provided in subsection (¢), if any of the information in a certification
provided under subsection (a) becomes incorrect, the interest halder or transferee shall provide
promptly to the conventional privately held entity a corrected certification.

(¢) A certification provided under subsection (a) or (b) that is incorrect or incomplete, or
the failure of a conventional privately held entity to obtain a required certification, does not
affect the existence of the conventional privately held entity, the validity of any acts of the entity,
the interest of any interest holder or transferee, or the status of a person as an interest holder or
transferee.

{(d) A non-US entity that is required to provide a certification under this section may not
mainfain a proceeding in any court in this state with respect to the interest giving rise to the
obligation to provide the certification unless the non-US entity complies with this section.

(¢) Subsections (a) and (b} apply only to an interest holder or transferee that would be a

conventional privately held entity if the interest holder or transferee were a domestic filing

entity.
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Comment

This section is patterned in part after Section 2009(a)(2) of the Homeland Security Act of
2002 (6 U.S.C. § 601 et seq.), as proposed to be added by S. 569 (111" Congress).

This section is not intended to require the conventional privately held entity to track
transfers of interest. It is the obligation of a transferee to provide the certifications required by
this section.

Subsection (c) is patterned in part after Model Business Corporation Act, 4™ Ed. § 2.03
and Uniform Limited Liability Company Act § 2.01(d). Section 2.03(b) of the Model Act, for
example, provides that “The secretary of state’s filing of the articles of incorporation is
conclusive proof that the incorporators satisfied all conditions precedent to incorporation except
in a proceeding by the state to cancel or revoke the incorporation or involuntarily dissolve the
corporation.” States should consider whether to amend those types of provisions in their entity
laws to make them consistent with subsection (c).

Subsection (d) is patterned after the provision found in many state entity laws that
prohibits a foreign entity from maintaining a lawsuit in a state if the entity is transacting business
in the state but has not registered to do business as a foreign entity. See, e.g., Model Business
Corporation Act (4™ Ed.) § 15.02(a) and Uniform Limited Liability Company Act (2006) §
808(a).

SECTION 7. RECORDS OF CONVENTIONAL PRIVATELY HELD ENTITIES.

(a) A conventional privately held entity must have a records contact at all times while it
is a conventional privately held entity. When the records contact notifies the entity that an
appropriate request has been received, the entity shall provide on a timely basis to the records
contact information in a record that:

(1) includes the name and last known address of each current transferee of which
the entity has actual knowledge, each current interest holder in the entity, and any other person to
which the entity has been instructed to send distributions;

(2) indicates for each current transferee of which the entity has actual knowledge
or current interest holder that is a foreign or domestic entity, the jurisdiction whose laws govern

its internal affairs;

(3) includes the name and a residential or business address for each governor of
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the entity;
(4) includes a copy of a passport, driver’s license, or other government-issued
photo identification document for:
(A) each governor of the entity who is an individual and whose principal
residence at the time the individual became a governor was outside the United States; and
(B) its responsible individual if the principal restdence of the responsible
individual is outside the United States;
(5) includes any records maintained by the entity regarding the process by which
the goverhors of the entity are elected or otherwise designated;
(0) indicates the voting power in the entity held by each of its interest holders or
describes the manner in which each interest holder’s voting power in the entity is determined,
(7) identifies the individuals responsible for preparing the information provided
to the records contact under this subsection; and
(8) includes the certifications required by section 6(a) and (b).

(b) When information is provided pursuant to subsection (a), it must include a
certification by the conventional privately held entity, signed under the penalties of perjury, that
the information accurately reflects the current records of the entity.

Comment

A non-U.S. resident is not required to supply a photo identification document as a
condition to becoming a governor under paragraph (a)(4)(A). That paragraph simply requires
that when an appropriate request is made the conventional privately held entity must be able to
supply the required document. The entity may obtain the document at that time, but many
entities will choose to obtain the document earlier because they otherwise run the risk of being
unable to obtain the document on a timely basis once an appropriate request has been made. In
contrast, if the principal residence of a responsible individual is outside the United States, the
entity has a continuing obligation to obtain a photo identification document under subparagraph

(a)(4)(B). The responsible individual also has an obligation to provide a photo identification
document to the records contact under Section 4(j).
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The obligation to provide information under paragraph (a)(6) about voting power in the
conventional privately held entity may be satisfied by supplying a copy of the operative
documents that determine that voting power. Those documents will often be simply the public
organic record or private organic rules of the entity, such as the articles of incorporation of a
corporation or the operating agreement of a limited liability company; but may include other
docurnents such as shareholder agreements, voting agreements, investor rights agreements, etc.

SECTION 8. JUDICIAL DISSOLUTION.

{a) The [name or describe court or courts] may dissolve a conventional privately held
enfity in a proceeding by [the Attorney General] if it is established that the entity materially
failed to comply with Sections 7 or 12.

(b) It is not necessary to make interest holders or transferees parties to a proceeding to
dissolve a conventional privately held entity under this section unless relief is sought against
them individually.

(c) Until a full hearing is held, the court may issue injunctions, appoint a receiver or
custodian with the powers and duties the court directs, and order other action required to
preserve the assets and carry on the business of the conventional privately held entity.

(d) The court may appoint a receiver to wind up and liquidate the business and affairs of
the conventional privately held entity. The court shall hold a hearing, after notifying all parties
to the proceeding and any interested persons designated by the court, before appointing a
receiver. The court appointing a receiver has exclusive jurisdiction over the entity and all of its
property wherever located.

{(e) The court may appoint as a receiver an individual, a domestic entity, or a foreign
entity authorized to transact business in this state. The court may require the receiver to post

bond, with or without sureties, in an amount the court directs.

(f) The court shall prescribe the powers and duties of the receiver in its appointing order,
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which may be amended. The powers of the receiver may include the power to:

(1) dispose of all or any part of the assets of the conventional privately held entity
wherever located, at a public or private sale, if authorized by the court; and

(2) sue and defend in the receiver’s own name as receiver of the entity in all
courts of this state.

(g) The court from time to time during the receivership may order compensation paid
and expense disbursements or reimbursements made to the receiver and counsel for the receiver
from the assets of the conventional privately held entity or from proceeds from the sale of the
assets.

(h) If after a hearing the court determines that a ground under this section exists for
judicial dissolution of a conventional privately held entity, the court shall order dissolution of the
entity and specify the effective date of the dissolution. The clerk of the court shall deliver a
certified copy of the decree to the [Secretary of State] for filing.

(1) After ordering dissolution, the court shall direct the winding-up of the business and
affairs of the conventional privately held entity in accordance with the organic law of the entity.
Legislative Note: If an enacting state has existing judicial dissolution procedures for some or all
of the entities included in the definition of “domestic filing entity” in Section 2, this section may
be revised so that it only applies to those entities for which the state does not already have
Judicial dissolution procedures. For those entities excluded from the scope of this section,
subsection (a) will need to be added to the judicial dissolution provisions in the orgarnic laws of
those entities as an additional basis for judicial dissolution.

Comment

If a conventional privately held entity believes that it has defenses to a proceeding to
dissolve it under this section, those issues may be raised and tried in the dissolution proceeding.

An action under this section will usually involve just the conventional privately held
entity. However, subsection (b) permits the interest holders or transferees to be made parties to
the dissolution proceeding because it may be appropriate to seek relief against them, for example
in a proceeding brought to dissolve an entity that has violated the prohibition in Section 12 on
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issuing bearer interests.

Judicial dissolution under this section is in addition to judicial dissolution on other
grounds that may be provided in the organic law of an entity or an enacting state’s other law.

SECTION 9. ADMINISTRATIVE DISSOLUTION.

(a) The [Secretary of State] shall administratively dissolve:

(1) a conventional privately held entity if the records of the [Secretary of State]
do not show a current records contact or responsible individual for the entity for [60] consecutive
days; and

(2) a domestic filing entity if its public organic record does not contain the
statement required by Section 3(a).

(b) If the [Secretary of State] determines that a ground exists for dissolving an entity
under subsection (a), the [Secretary of State] shall file a record of the determination and serve the
entity with a copy of the filed record.

(c) If not later than [60] days after service of the copy pursuant to subsection (b) the
entity does not correct each ground for dissolution or demonstrate to the reasonable satisfaction
of the [Secretary of State] that each ground determined by the [Secretary of State] does not exist,,
the [Secretary of State] shall administratively dissolve the entity by preparing, signing, and filing
a declaration of dissolution stating the grounds for dissolution. The [Secretary of State] shall
serve the entity with a copy of the filed declaration.

(d) An entity that has been dissolved under this section continues in existence but,
subject to subsection (i), may carry on only activities necessary to wind up its activities under its
organic law.

(e) The dissolution of an entity under this section does not terminate the authority of its

agent for service of process or the responsibilities of a records contact shown in the records of
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(f) An entity that has been dissolved under this section may apply to the [Secretary of
State] for reinstatement by delivering to the [Secretary of State] for filing an application signed
by the entity that states:

(1) the name of the entity and the effective date of its dissolution;
(2) either: |
(A) the name and a business or residential address of the entity’s records
contact and the name and a business or residential address of the entity’s responsible individual;
or
(B} that the entity is not a conventional privately held entity; and
(3) if the entity’s name is no longer available, a new name that satisfies the
requirements of the entity’s organic law.

(g) If the statement required by Section 3(a) in the public organic record of an entity that
has been dissolved under this section is not consistent with the entity’s application for
reinstatement under subsection (1), the application must be accompanied by an amendment of the
public organic record which states whether the entity is a conventional privately held entity.

(h) If the [Secretary of State] determines that an application under subsection (f) contains
the required information and is accompanied by any required amendment of the entity’s publié
organic record, the [Secretary of State] shall prepare a declaration of reinstatement that states
those determinations, sign and file the original of the declaration of reinstatement, and serve the
entity with a copy.

(i) When a reinstatement under subsection (h) becomes effective, it relates back to and

takes effect as of the effective date of the administrative dissolution and the entity may resume
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its activities as if the dissolution had not occurred.
(j) This section does not apply to a domestic filing entity in existence on [the effective
date of this act] until the date provided in Section 16(b).

Legislative Note: If an enacting state has existing administrative dissolution procedures, or
procedures for voiding or cancelling an entity that is not in compliance with tax obligations or
requirements of its organic law ( all of the foregoing, “pre-existing procedures”) for some or all
of the entities included in the definition of “domestic filing entity” in Section 2, this section may
be revised so that it only applies to those entities for which the state does not already have pre-
existing procedures. For those entities excluded from the scope of this section, subsection (a)
will need to be added to the pre-existing procedures in the organic laws of those entities as an
additional basis for dissolution, voiding, or cancellation.

This section may be conformed to the pre-existing procedures in the state. For example,
if the existing practice in a state is for the Secretary of State to mail notice of an administrative
dissolution, voiding, or cancellation to the entity, that practice may be substituted for the
requirement in subsection (c) that the Secretary of State serve the filed declaration of dissolution
on the entity.

Some state administrative dissolution statutes may include a time limit on reinstatement,
unlike this section which does not impose a time limit on reinstatement. States should decide
whether they wish to impose such a limit under this section.

Comment

This section applies to all domestic filing entities and not just conventional privately held
entities. After the transition period provided in Section 16, failure of a domestic filing entity that
is not a conventional privately held entity to include in its public organic record the statement
required by Section 3(b) will be grounds for administrative dissolution of the entity.

A consequence of administrative dissolution in many states is to permit the use of the
name of the dissolved entity by another entity. Thus subsection (f)(3) requires an entity seeking
reinstatement to adopt a new name if its prior name has become unavailable because it has been
appropriated by another entity during the period the entity seeking reinstatement was dissolved.
See, e.g., Model Business Corporation Act (4™ Ed.) § 14.22(a)(3) and Uniform Limited Liability
Company Act (2006) § 706(a)(3).

Administrative dissolution under this section is in addition to administrative dissolution
on other grounds that may be provided in the organic law of an entity or an enacting state’s other
law.

SECTION 10. LIMITATION OF LIABILITIES.

(a) A records contact of a conventional privately held entity is not liable to the entity or
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its interest holders or transferees for producing upon an appropriate request the information
described in Section 7(a) or the certification described in Section 7(b).

{(b) Unless a contract between a conventional privately held entity and a records contact
provides otherwise, a records contact is not liable for any inaccuracy in or omission from the
information described in Section 7(a) or the certification described in Section 7(b), but this
subsection does not limit the liability of a records contact for recklessness, intentional
misconduct, or criminal conduct.

{c} A records contact or responsible individual is not liable under law other than this
[act] solely because of being identified as a records contact or responsible individual in the
records of the [Secretary of State].

(d) Compliance or noncompliance by a domestic filing entity with this [act] is not a
ground for imposing liability on its interest holders, beneficial owners, transferees, or governors
for the debts, obligations, or other liabilities of the entity.

Comment

Identifying an individual as a responsible individual does not by itself confer on the
individual any power, or impose any duties, with respect to the control or management of the
conventional privately held entity. The individual must have, however, whatever powers or
duties are the basis for the determination that the individual participates in the control or
management of the entity in a manner that satisfies the definition of “responsible individual” in
Section 2(19). Similarly, identifying an individual as a responsible individual does not by itself
make the individual liable for any of the debts, obligations, or liabilities of the entity.

Subsection (d) makes clear that the failure of a domestic filing entity to comply with the
requirements of this act is not a basis for piercing the veil of the entity. That subsection also
makes clear that complying with this act is not a basis for imposing liability on the interest
holders or governors of an entity on the basis of an alter ego theory.

SECTION 11. ADDRESSES. Whenever this [act] requires the provision of an address,

the following information must be provided:

(1) astreet address or rural route box number; and
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(2) a mailing address, if different from the address under paragraph (1).
SECTION 12. PROHIBITION OF BEARER INTERESTS. A domestic filing entity
may not issue a certificate in bearer form evidencing either a whole or fractional interest.

Legislative Note: Enacting states may choose to omit this section and instead prohibit the
issuance of bearer certificates in the individual organic laws for each type of entity listed in the
definition of “domestic filing entity” in Section 2.

Comment

In states that require legislation to be limited to a single subject, a question may arise as
to whether this section deals with the same subject as the rest of the act. As discussed in the
Prefatory Note, an important purpose of this act is to comply with FATF Recommendation 33,
which requires both disclosure of ownership and control of entities and also the prohibition of
bearer shares. When a purpose of the act is seen as complying with FATIF Recommendation 33,
the inclusion of this section should be within that single purpose. If a state nonetheless believes
that including this section in the act may make the act unconstitutional, this section (or the
alternative approach described in the Legislative Note) should be enacted by separate legislation.

SECTION 13. FEES.
Alternative A
(a) The [Secretary of State] shall collect the following fees when a document is delivered

for filing under this [act]:

(1) initial entity information statement §
(2) [amended entity information statement R
(3) statement of change §

(4)] application for reinstatement following
administrative dissolution 3
Alternative B
(a) The [Secretary of State] shall adopt rules, in accordance with [the state’s
administrative procedure act] setting the fees for processing filings under this [act]. {The fees

must be set at amounts such that the total amount of fees collected during a year is not less than
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the annual costs incurred by the [Secretary of State] in administering this [act].]
End of Alternatives
{(b) The fees collected under subsection (a) shall be deposited into a restricted account
within the {general fund]. Funds in the restricted account shall be used only to administer this
[act].]
Legislative Noftes:

Alternative A: With respect to optional paragraphs (a)(2) and (3), see the Legislative
Note to Section 4(k).

Subsection (b). Subsection (b} is optional. If subsection (b) is omitted by a state and
Alternative B for subsection (a) is used, the last sentence of subsection (a) should also be
omitted. If subsection (b) is adopted by a state, it should be revised to conform to the state’s
practice in establishing special purpose funds.

SECTION 14. PROCESSING OF DOCUMENTS. The [Secretary of State] may not
file a document if the document or any aspect of its delivery to the [Secretary of State] does not
comply with this fact].

[SECTION 15. CONFIDENTIALITY.

(@) The initial entity information statement of a conventional privately held entity and
any amended statement or statement of change must be kept confidential by the [Secretary of

State] and may be disclosed only:

(1) toan authorized agent of a [state, local, or] federal law enforcement agency,

[state agency,] federal agency, or committee or subcommittee of the United States Congress [or a

state legislature] upon the request of the agent in a signed record;
(2) inresponse to a request made in a record by a federal agency on behalf of
another country under:;

(A) an international treaty, agreement, or convention; ot
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(B) 28 U.S.C. Section 1782; or
(3) to aperson that is shown in the records of the [Secretary of State] as a current
records contact, responsible individual, governor, or officer of the entity upon the request of the
person in a signed record.

(b) A request pursuant to subsection (a)(1) or (2) must be kept confidential by the
[Secretary of State] and may be disclosed only pursuant to a request under subsection (a)(1) or
)]

Legislative Note: With respect to subsection (a)(1), see the Legislative Note to Section 2(1).
Comment

This section is optional because it implicates policy concerns beyond the scope of this
act. Enactment or omission of this section will not affect the purpose of this act to provide law
enforcement with important sources of information about conventional privately held entities.
Some states may decide that it is appropriate to keep entity information statements confidential
as permitted by this section. Other states may conclude that it is appropriate to make the
contents of entity information statements publicly avaijlable.

This section does not require that the request of a law enforcement agency for access to
an entity information statement must be an “appropriate request” as defined in Section 2. Any
request in a record from an authorized law enforcement agent should be honored by the
Secretary of State.

SECTION 16. TRANSITIONAL PROVISION.

(a) On or before the date provided in subsection (b), a domestic filing entity in existence
on {the effective date of this act] shall deliver to the [Secretary of State] for filing:

(1) an amendment of its public organic record that contains the statement
required by Section 3(a); and
(2) ifitis a conventional privately held entity, an initial entity information

statement.

(b} A domestic filing entity shall comply with subsection (a) by the earlier of:
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(1) two years after the effective date of this act; or
(2) the date the entity first delivers any other document to the [Secretary of State]
for filing under its organic law.

(c) The [Secretary of State], not earlier than one year after the effective date of this act,
shall mail to every domestic filing entity that has not complied with subsection (a) a notice
advising the entity of the requirement to comply with subsection (a). Failure by the [Secretary of
State] to provide the notice to any entity, or failure by any person to reccive the notice, shall not
relieve an entity of the obligation to comply with subsection (a).

[(d) The amendment required by subsection (a)(1) need not be approved by the
governors or interest holders of a domestic filing entity.]

Legislative Note: Optional subsection (d) is intended to simplify the procedure for approving an
amendment of the public organic record so that, for example, an amendment to the articles of
incorporation of a business corporation to adopt the statement as to whether the corporation is a
conventional privately held entity may be filed without action by the board of directors or
shareholders. As with the similar optional provision in Section 3(c), an enacting state may
choose to place that provision in the individual organic laws for each type of entity listed in the
definition of “domestic filing entity” in Section 2 or may decide to vary the rule of subsection (d)
Jor some types of entities by requiring, for example, approval by the governors.

Comment

The intention of this act is that all entities will be in compliance within two years after the
effective date of the act. Subsection (d) requires the Secretary of State to send out a reminder
notice one year after the effective date to facilitate compliance. That notice or lack thereof does
not modify or affect the requirement that all entities must comply with subsection (a) within two
years after the effective date of the act. Failure of a domestic filing entity to comply with
subsection (a) is grounds for administrative dissolution of the entity under Section 9.

SECTION 17. UNIFORMITY OF APPLICATION AND CONSTRUCTION. In
applying and construing this uniform act, consideration must be given to the need to promote

uniformity of the law with respect to its subject matter among states that enact it.

SECTION 18, RELATION TO ELECTRONIC SIGNATURES IN GLOBAL AND
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NATIONAL COMMERCE ACT. This {act] modifies, limits, and supersedes the federal
Electronic Signatures in Global and National Commerce Act, 15 U.S.C. Section 7001 et seq., but
does not modify, limit, or supersede Section 101(c) of that act, 15 U.S.C. Section 7001(c), or
authorize electronic delivery of any of the notices described in Section 103(b) of that act, 15
U.S.C. Section 7003(b).

SECTION 19. REPEALS. The following acts and parts of acts are repealed:

1)
Legislative Note: If a state chooses to include optional Section 15, it must consider the
relationship between that section and its open records or similar vight to know law. The state
could amend or repeal its open records or similar law to the extent it would require that an
entity information statement or statement of change not be kept confidential as provided in
Section 15, or Section 15 could provide that initial and amended entity information statements

and statements of change are not subject to the state’s open records or similar law.

SECTION 20. EFFECTIVE DATE. This [act] takes effecton. ...

31
PHTRANS/ 798855.4



SUMMARY OF THE UNIFORM LAW ENFORCEMENT
ACCESS TO ENTITY INFORMATION ACT

All domestic filing entities are prohibited from issuing certificates of bearer shares and are
required to include in their initial public organic decument (IPOD) filed in the office of the
Secretary of State (SOS) a statement declaring whether or not the entity is a “conventional
privately-held entity entity” (CPE).

A CPE is an entity that has no more than 50 interest holders. In addition to that ownership test,
there are several exceptions. The most significant are: (i) highly regulated business entities such
as depository institutions, insurance companies, public uilities, securities and commodity
brokers or dealers, and registered investment companies and investment advisors; (ii) a majority
owned subsidiary of one of those highly regulated entities; (jii) entities in which an entity with
more than 50 interest holders holds more than 25% of the outstanding interests; and (iv) tax
exempt entities and private foundations that have filed an annual information return as an exempt
organization with the Internal Revenue Service.

A CPE must file an initial information statement (EIS) in the SOS at the same time the CPE files
its IPOD. The EIS must contain the name and business or residential address of the CPE’s
“record contact” (RC) and “responsible individual” (RI). Changes in the RC and RI must
promptly be filed in the SOS. The RI and RC must sign the BIS or a statement of change and
these signatures must be notarized. An enacting state can elect to have the EIS treated as a
confidential document to be disclosed only to authorized agents of law enforcement agencies and
other specified agencies and committees.

An entity in existence when the Act becomes effective has 2 years from the effective date to
amend its IPOD to state whether or not it is a CPE and if it is, to file in the SOS the required
information concerning its RI and RC,

The RC must seek to obtain specified information about the ownership and control of a CPE
upon receiving a subpoena or surnmons from a federal law enforcement authority, federal agency
or committee or subcommittee of the United States Congress or a request by a federal agency on
behalf of another country (“appropriate request”) (AR). States have the option of expanding the

list of persons who can make ARs to include state and local law enforcement authorities, state

agencies and state legislatures.

The CPE must provide the RC on a timely basis: the name and last known address of each
interest holder and transferee; the name and address for each governor; any records regarding the
process by which governors are elected or otherwise designated; the voting power of each
interest holder; and the names of the individuals responsible for preparing this information. The
CPE must include a certification, signed under pemalties of perjury, that the information
accurately reflects its current records.
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Non-US entities that become interest holders or transferees of a CPE must provide the CPE with
a certification, signed under penalties of petjury, stating the name and address of a R, If a RFs
principal residence is outside the US, the RI must provide a photo I.D. to the CPE. If the
principal residence of a governor is outside the US, the governor must provide a photo LD. to the
CPE.

A Rl is defined as an individual who, directly or indirectly, participates in the control or
management of a CPE. A RI can be anyone associated with the CPE that meets the definition.
He or she may, but need not, be & governor or have agency authority to bind the CPE to third
parties. The purpose of having a R1 is to have an individual who has detailed knowledge about 2
CPE that federal law enforcement officials and others who are entitled to make ARs can talk to
about the entity and its operations,

A RC is liable for recklessness, intentional misconduct, or ¢riminal conduct. A RI could be held
liable for petjury if it turns out that he or she does not meet the qualifications of a RI and also
may be held liable for refusal to comply with a AR subpoena or summons.

The enacting state’s attorney general can bring a proceeding to dissolve a CPE for materially
failing to provide the AR information requesied by the RC or for issuing bearer certificates. The
SOS must administratively dissolve an entity for failure to designate in its [IPOD whether or not
it is a CPE or if the SOS records do not show a current RC or RI for 60 consecutive days.
Reinstatement is possible if the deficiencies are corrected.

Filing fees for the various documents required to be filed by the Act ate authorized. The fees are
required to be deposited in a restricted account that can only be used for administration of the
Act. '

The SOS can refuse to file any document required by the Act that does not comply with the Act.
The SOS does not have any responsibility to verify any information submitted in any document
filed pursuant to the Act. ‘
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COMPARISON OF UNIFORM LAW ENFORCEMENT ACCESS TO
ENTITY INFORMATION ACT AND THE LEVIN-GRASSLEY-MCCASKILL
INCORPORATION TRANSPARENCY AND LAW ENFORCEMENT
ASSISTANCE ACT (8.569)

Uniform Act

Coverage: Conventional privately held
entities (CPE) defined as an entity with
no more than 50 interest holders (e.g.,
shareholders) that must file an initial
public organic record to be formed as a
legal entity.

Entities otherwise qualifying as a CPE in
which an entity with more than 50
interest holders holds more than 25% of
the outstanding interests, entities that are
generally classified as "regulated”
industries such as banks and other
depository institutions, trust companies,
insurance companies, public utilities, and
securities and commodities brokers or
dealers, investment companies, invest-
ment advisors and tax exempt entities
that have filed a return as an exempt
organization or private foundation with
the Internal Revenue Service are exempt.

Entities in existence at the time the Act is
effective have 2 years to comply.

Compliance. A filing entity must
include in its initial public organic record
a statement as to whether or not it is a
CPE. A CPE must also file in the office
of the Secretary of State an "entity
information statement" (EIS) at the time
the initial public organic document is
filed. The EIS contains the name and
address of a “responsible individual”
(RI), defined as an individual who
directly or indirectly participates in the
control or management of the entity, and
the name and address of a records contact
(RC), defined as an individual whose
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S.569

Coverage: Initially only corporations and
limited liability companies (LLCs); possibility
of additional legislation to cover partnerships,
trusts and other legal entities on the basis of a
report by Comptroller General 1 year after
enactment.

Corporations and LLCs that have issued
securities registered under Section 12 or that
are required to file reports under Section 15 of
the 1934 Securities Exchange Act, and entities
formed by state or the United States are
exempt. Other exemption must be jointly
approved by the Attorney General and the
Administration of the Department of
Homeland Security.

Only Corporations and LLCs formed after the
effective date of the Act are subject to the Act.

Compliance, Corporations and LLCs must
file with the State (no office, e.g. Secretary of
State is designated) during the “formation
process" (an undefined term) a list of the
names and current addresses of all "beneficial
owners" and must update the list annually if
the state requires an annual filing. If no annual
report is required, then the CPE must file
updates at the time there are any changes in the
list.

"Beneficial owner" is defined as "an individual
who has a level of control over, or entitlement
to, the funds or assets of a corporation or




principal residence is in the United States
who has access to and can produce on a
timely basis ownership and control
information about the entity.

The records that the CPE must provide
the RC upon an appropriate request are:

(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) name and address of each governor
(e.g., director);

(3) any records the CPE maintains
regarding the process by which its
governors are elected or otherwise
designated;

(4) 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,;

(5) the names of the individuals
responsible for preparing the information;
and

(6) a certificate that the information
accurately reflects the current records of
the CPE.

Appropriate Request; The RC contacts
the CPE for the above information upon
service of a «civil, criminal or
administrative subpoena or summons
from a federal law enforcement authority,
federal agency or committee or
subcommittee of the US Congress (states
can expand the list to include state and
local law enforcement authorities, state
agencies and state legislatures); and a
written request made by a federal agency
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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." An
individual who controls an entity that is a
record owner of a corporation or LLC is a
beneficial owner of the corporation or LLC if
that entity is an a position to exercise control of
the corporation or LLC.

Appropriate Request: The state must provide
the beneficial ownership information pursuant
to a civil or criminal subpoena or summons
from a state or federal agency or congressional
committee or subcommittee; and a written
request made by a federal agency on behalf of
another country under an international treaty,
agreement or convention, or 28 U.S.C. § 1782.




on behalf of another country under an
international treaty, agreement, or
convention or 28 U.S.C. § 1782.

Special _Requirements for Non-US
Entities/Citizen/Residents. A CPE must
have in its records and deliver to the RC:
(1) a certification from a non-US entity
that is an interest holder or transferee
stating the name and address of a RI for
the Non-US entity; (2) a copy of a
passport, driver's license, or other photo
ID for any RI whose principal residence
is outside the US; and (3) a copy of a
passport, driver's license or other
government-issued photo ID for each
governor whose principal residence is
outside the US at the time the individual
becomes a governor.

Penalties and Sanctions

(1) the State’s civil and criminal penalties
for violation of a subpoena or summons,

(2) the entity and the person signing any
document filed in the office of the
Secretary of State that contains false
information is subject to the state
remedies for perjury.

(3) the RI and RC certify, under penalties
of perjury that they meet the statutory
qualifications for their positions; and the
signature of both the RI and the RC in the
EIS and any change in the RI or RC must
be notarized.

(4) the person signing the certification

that the records provided to the RC
accurately reflect the current records of
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Special  Requirements  for  Non-US
Entities/Citizen/Residents. Beneficial owners
who are not US citizens or lawful permanent
residents of the US must provide to the
formation agent (defined as a "person, who, for
compensation acts on behalf of another person
to assist in the formation of a corporation or
limited liability company") a copy of a page of
the government-issued passport on which a
photograph of the beneficial owner appears.
The formation agent must certify that he or she
has verified the name, address and identity of
each of these beneficial owners and has
obtained the required photo ID in the document
containing the beneficial ownership
information filed with the state. The formation
agent must also provide proof of the
verification and the photograph as part of the
response to the subpoena or summons.

Penalties and Sanetions

In addition to any civil or criminal penalty that
may be imposed by a state, any person who
"knowingly”  provides fake  beneficial
ownership information to a state or
"intentionally" fails to provide beneficial
ownership information (1) shall be liable to the
United States for a civil penalty or not more
than $10,000; and (2) may be fined under title
18, US Code, imprisoned for not more than 3
years, or both.



the entity is subject to penalties or
perjury.

(5) the certificates filed by a non-US
entity designating a RI must be signed
under penalties of perjury; and the non-
US entity cannot maintain any
proceeding in the state with respect to its
interest in the CPE until it files the
certificate.

(6) an enacting state’s attorney general
can bring an action to dissolve a CPE for
material failure to comply with an
appropriate request for information or for
issuing bearer certificates. The court can
issue appropriate injunctions and appoint
a receiver for the entity.

(7) The secretary of state must
administratively dissolve an entity for (a)
failure to comply with the requirement
that the entity state whether or not it is a
CPE in its initial public organic
document filing; or (b) the secretary of
state's records do not show a current RC
or RI for a period of 60 consecutive days.

(8) The RC is liable for "recklessness,
intentional misconduct; or criminal
conduct" for failure to perform his or her
responsibilities.

Confidentiality. An enacting state has
the option of designating the EIS which
names the Rl and RC and any document
indicating changes in the RI and RC
confidential and available only to (1) law
enforcement agencies and others who
have the right to make an appropriate
request, (2) the current RI or RC or (3) a
governor or officer of the entity.

Bearer Interests. No filing entity can
issue bearer equity inferests in the entity,
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Confidentiality. S.569 does not address the
issue of confidentiality.

Bearer Interests. S5.569 does not address
bearer interests. The equivalent bill introduced
in congress in 2008 did prohibit bearer




Funding. Filing fees for the various
documents that must be filed pursuant to
the Act are authorized and are required to
be held in a restricted account for use
only in the administration of the act.

Compliance Date. Each enacting state
determines the effective date of the Act.
All CPEs formed after the effective date
must comply with the Act at the time of
formation. Each one formed before the
effective date must be in compliance no
later than from 2 years after the effective
date.
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interests.

Funding, The administration of the
Department of Homeland Security may
allocate DHS funds "to enable a State to obtain
and manage" beneficial ownership information
for corporations and LLCs, including funding
to "assess, plan, develop, test, or implement
relevant policies, procedures, or systems
modifications."

Compliance Date. Every state that receives
DHS funding must "use an incorporation
system" that meets the requirements of S.569
by no later than the beginning of fiscal year
2012.




Memorandum

TO: DRAFTING COMMITTEE ON RECORD OWNERS
OF BUSINESSES ACT
FROM: Harry J. Haynsworth, Chair
DATE: March 4, 2008
RE: Overview of Issues Involved in Determining Beneficial Ownership and

Control of Interests in Business Entities

Collection and maintenance of accurate business entity beneficial ownership and control
information is a key component of the anti-money laundering business entity proposals that have
been made by FATF, the U.S. Senate Homeland Security Committee Permanent Subcommittee
on Investigations, the Department of Justice and various units within the Treasury Department
dealing with money laundering issues. The purpose of this memorandum is to provide a brief
overview of the issues and problems that will arise if business entities are required to collect and
maintain complete beneficial ownership information in addition to record owner information,
which is and always has been the recordkeeping standard in U.S. business entity laws,

Several samples of beneficial ownership statutes are attached as exhibits. All of them
share certain common characteristics. First, all of them have as their objective determining who
actually controls the entity. Second, they all contain an indirect as well as a direct ownership
requirement.

1. Control

Control is generally defined as having a specified percentage of voting power sufficient
to elect or remove the managers of a business entity. The percentage figure used in current
statutes varies considerably. European Union Directive 2005/60/EC (Exhibit 1) uses 25% as
does the United Kingdom definition (Exhibit 2). The most recent Department of Justice proposal
(Exhibit 3) specifies 15%. I have seen some control definitions relating to publicly-traded
corporations that use a 10% figure (see Exhibit 4). The general statutory rule for election of
directors in a corporation is a majority (50%+) of the shares entitled to vote for directors. The
general statutory rule in U.S. uniform unincorporated entity statutes is unanimity (100%), but
this percentage can be changed by agreement of the partners (partnership) or members (limited
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lability company).! Many state unincorporated entity statutes, however, use a majority member
or percentage of capital vote as the default rule for the election of managers.

Two additional differences between corporate and unincorporated entity statutes
complicate the control analysis. The first is that in U.S. unincorporated entities managerial and
financial rights are severable. Therefore, it is possible to have 100% of the voting and
managerial rights in one or more individuals and 100% of the financial rights in another person.
This type of arrangement is fairly common in limited partnerships where there is typically a
single general partner who manages the partnership and may have a right to some of the profits
and limited partners who have few, if any, voting rights but are entitled to most of the profits and
distributions.® Also, it is possible in an unincorporated entity for an owner to transfer all of the
owner's rights to profits distributions to a third party (called a transferee), but to retain all of the
voting and managerial rights.

A second difference is that in many U.S. unincorporated entities both voting rights and
distribution rights are based on the relative percentage of each partner's or member's capital
account (roughly capital contributions and undistributed profits), which can change on a daily
basis, whereas in a corporation voting rights and distribution and equity rights are based on the
relative percentage of stock ownership rights and change only where there is a transfer of the
underlying stock. Thus in a partnership a partner might have 51% of the total capital accounts on
day | and because of a disproportionate distribution made at the end of day 1 have only 49% of
the capital on day 2 without any transfer of the underlying equity interest having taken place. If
a 50% contro! test was the benchmark, the partner would be in control on day 1 but not on day 2.

The beneficial ownership proposals made by FATEF, et al. all exclude publicly held
companies’ and seem to be aimed at determining “control” in companies that are classified as
closely held, a term that is generally understood to mean a business entity having a small number
of equity owners.* This being the case, it would seem that the “control” standard should be

! The default unanimity rule in many unincorporated entity statutes raises an interesting "control"
issue. Since each owner has in effect a veto power on all decisions, does that mean that all the
owners have a controlling interest or that none of them have a controlling interest?

> It is possible to achieve basically the same result in a corporation by use of non-voting stock.

3 As a general rule, a publicly held company is one whose ownership interests are widely held.
A common standard would be a business entity whose ownership interests are listed on a stock
exchange and/or are required to file reports with the SEC under the 1934 Securities and
Exchange Act (300 or more shareholders). Publicly held companies constitute less than 1% of
all U.S. business entities.

* There is no agreed-upon standard for the maximum number of owners in a closely held
business. The maximum number of shareholders a corporation can have to qualify for taxation
under Subchapter S of the Internal Revenue Code is 75 (when Subchapter S was first enacted
approximately 50 years ago, the maximum was 10). The Subchapter S maximum would be on
the high side of “closely held” definitions used in other statutes and in cases.
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“more than 50%”> since that is the standard for election of directors/managers in U.S.
corporation statutes and many U.S. unincorporated entity statutes. A 25% or less control
standard makes more sense with respect to publicly held companies because the holders of large
blocks of stock constituting much less than 50% in a publicly held corporation can in many cases
be sufficient to control the outcome of director elections, etc.

2. Indirect Ownership

A second characteristic shared by all existing beneficial ownership statutes is that an
individual is deemed to own not only the equity interest in a business entity that the individual
owns directly but also equity interests that the individual owns indirectly. These indirect
interests are added to the direct interests to determine the total interest the individual owns. The
existing statutes 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, estates, and various forms of business entities.

Under family member constructive ownership rules, stock (or any other ownership
interest) is attributed to and from other family members. First, you have to determine which
family members are included. How far up and down the family tree is appropriate, ie., are
grandparents and grandchildren included? What about stepchildren and adopted children and
spouses and the spouse's parents, ctc.? Are individuals who live in the same home as the record
owner but are not related by blood to the record owner considered as family for purposes of the
constructive ownership rules?®

Several issues involving attribution to and from trusts, estates and various business
entities must also be resolved. With respect to trusts, should there be a distinction between
revocable and irrevocable trusts? What if an individual is the trustee of the trust but is not a
beneficiary of the trust? How should contingent as opposed to vested interests be treated? What
percentage of beneficial interest is necessary to trigger the attribution of the interest to an
individual in order to determine control? Beneficial ownership interests in estates raise these
same questions. With respect to attribution to and from various forms of business entities, you
would have to specify in the statute what percentage ownership in the entity is necessary to
trigger the attribution. Other issues that have to be determined are how are options and warrants
and convertible securities treated? Is non-voting stock included in the calculation? In
unincorporated entities, is the attribution based solely on voting rights, as is the case with a
corporation, or should it be based on the partner's share of the capital account or both? Should S

> Any statute or regulation defining control would have to state how options to acquire stock or
other equity interests should be freated in determining the interest held by an individual.
Whether only vested options should be counted would also have to be specified.

% A category not included in many of the existing beneficial ownership statutes is a relationship
based not on family but on employment or a contractual relationship. For example, what if
Osama Bin Laden’s chauffeur is the record owner of stock in a corporation. Should that stock
nevertheless be attributed to Osama Bin Laden because of the “control” he would have over the
chauffeur?
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corporations, which are corporations for state law purposes but are treated somewhat like
partnerships for federal tax purposes, be treated the same as C corporations or as partnerships?

Once the constructive ownership rules have been established, then you have to apply
them to a specific set of facts. The examples in Treas. Reg. 1-318-2 through -4, (see Exhibit 6),
applying the constructive ownership rules in Section 318 of the Internal Revenue Code illustrate
the complexities of making this determination.” For the most part, the determination of
beneficial ownership must be made by accountants and lawyers for the entity and the owners of
the entity for a particular purpose (e.g., taxes, SEC reporting requirements) at a particular point
in time. The calculation is not made on a day-to-day basis because so many events can occur
(e.g., death, bankruptcy, voluntary transfers) that can affect the beneficial ownership calculation.

Requiring a business entity to collect and maintain on an ongoing basis all the
information necessary to make the beneficial ownership determination would be an enormous
burden and a radical departure from existing recordkeeping requirements. Moreover, because of
the complexities involved, there would undoubtedly be massive amounts of noncompliance,
most of which would be unintentional. An entity would have to know all of an individual's
family, as defined in the statute and the names of all the shareholders, partners and members of
any entity that is an equity owner in the entity responsible for keeping the information. It would
also need to know the name of the owners of any entity that was an owner of that second entity,
and so on, as well as the beneficiaries of estates and trusts that have an ownership interest in any
of the entities in the chain. It is quite common in the U.S, to have three or more tiers of entity
ownership, which complicates the analysis. An even more difficult task would be the necessity
to obtain knowledge of any changes in the various ownership interests in the chain, many of
which it would have no notice of unless the transferor notifies the entity of the change because
the transfer does not cause a change in the record owners of the entity. A change in beneficiaries
of an estate or trust is an example. Another example would be a transfer by an owner of an
entity that is an equity holder of the entity that is required to keep the beneficial ownership
information current where the transfer does not result in a change in the name of that entity.®

Having individuals maintain beneficial owner records and file any changes in any
company they own with the Secretary of State, which is Part B of the Department of Justice
Proposal (Exhibit 3) does not solve any of the complex problems involved with having these
records kept by business entities. The statute would still have to define what control and indirect
ownership rules apply and inadvertent noncompliance would undoubtedly be even greater than if
companies were required to keep the information. Moreover, requiring this information to be
filed in the Secretary of State raises another level of additional complexity. The issues that

7 The examples show that in many cases more than one individual could be deemed to own a
"controlling” interest because of the constructive ownership rules. See Treas. Reg. §1.318-2(b)
where four family members each own directly 25% of the stock but constructively three of the
four own 100% of the stock and the fourth owns 75% of the stock.

8 Contro} can also be achieved by private contractual arrangements such as voting agreements,
which the business entity might not know about because this type of arrangement does not
involve a change of record ownership in the entity.
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would have to be determined include the following: Would the individual have to file this
information in the state of his or her residence or in the state where the business entity was
formed (or in which it has become domesticated). Would these beneficial owner records be
public or non-public? Who would have access to this information? Are the secretaries of state
capable of keeping dual sets of easily retrievable records on companies, one set dealing with
public information and a second dealing with non-public information? Who would have to bear
the cost of this new recordkeeping requirement?’

Amending the record owner provisions in existing U.S. entity laws to enable law
enforcement officials to trace ownership in an entity back to the individuals who ultimately
control the entity (using whatever definition of control is deemed appropriate under applicable
criminal statutes) will provide a workable system that will accomplish the legitimate needs of
law enforcement officials to obtain beneficial ownership information without the imposition or
the enormous costs and complexities of amending business entity laws to require companies to
maintain accurate, current beneficial ownership records.

HIH/nr
Attach.

® If only individuals rather than entities are required to keep and/or file beneficial ownership
records, this would require statutory law other than amendments to the state business entity
statutes, which only deal with compliance issues applicable to an entity, the relationship between
the owners and managers and the entity and the rights and liabilities of the entity to third parties.
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EXHIBIT 1

L 309/22 ]

Official foumnal of the European Union 25.11.2005

{6) beneficial owner' means the patural personfs) whe uld-

(a) in the case of corporate entities

k3

ot ST oty haieh Jose o tdires
a legal entity through direct or mdirect

] ownership or control aver a sufficient percentage
of the shares or voting rights in that legal entity,
including through bearer share holdings, other
than a company listed on a regulated market that
is subject to disclosure requirements consistent
with Community fegislaion or subject to equiva-
lent international standards; a percentage of 25 %

plus one share shalf be deemed sufficient to meet
this criterion;

y (i), the natural personfs) who otherwise exercises
: control over an; ent of 2 legal entity:
g _...__________________fgj_/v

(b} in the case of legal enddes, such as foundations, and
dl arrangements, such as trusts, which administer
l and distribute funds:

(i where the future beneficiartes have already been
determined, the nawral person(s) who s the
beneficiary of 25 % or more of the property of a
lepal artangement or entity;

{ii) where the individuals that benefit from the legal
arrangement of entity have yet to be determined,
the class of petsons in whose main interest the
legal arrangement or entity is set up or opecates;

25 % or more of the property of a lepal arrange-

{iii}jthe natural person{s}) who exercises control over
|ment ot enty;

'\) (7} “trust and company service providers' means any natucal,
or petson which by way of business provides any of
% the following services po third parties:

(a) forming compandes or other legal persons;
W

(b} acting as or arranging for another person to act as a
director or secretary of a company, a partner of a
parmership, or 2 simflar position in relation to other

legal persons;

{cLproviding 2 repistered office, bus ©or-
respondenté—or guminisiative—address and _ other

1 refated services for a-company, a pastnership or any
other legal person or arrangement;

{d} acting as or arranging for another person to act as 2
trustee of an express trust or a similar legal arcange-
ment;

83 or grenging for the.rpersontoact A
nofiigee shaceholder for another pefson other than a
Company fisted on a regulated market that is subject
to disclosure requirements in coaformity with Com-
munity legislation or subject to equivalent intcrna-
tlonal standards;

{8) ‘politically exposed persons’ means patural persons who
are ot have been entrusted with prominent public func-
tlons and immediate family memlg’e:s. or persons known
ta be close assoctates, of such persons;

(9) ‘business reladonship’ means a business, professional or
commercial relationship which is cennected with the
professional activities of the Institutions and persons
covered by this Directive and which is expected, at the «
time when the contact is established, to have an element
of duration;

(10} *chell bank’ means a credit imstitation, or an institution
engaged in equivalent activities, Incorporated in 2 jurisdic-
tion in which it has no physical presence, involving mean-
ingful mind and management, and which is unaffifiated
with a regulated financial group.

Article 4

1. Member States shall ensure that the provisions of this
Directive are extended in whole or in part to professions and
to categories of undervakings, other than the institutions and
persons referred to in Article 2(1), which engage in activities
which are particularly likely to be used for money laundering
or terrorist financing purposes.

2. ‘Where 2 Member State decides to exwend the provisions
of this Directive to professions and to categories of undertak-
ings other than those referred to in Article 2(1), it shall inform
the Commission thereof.

Anide 5

The Member States may adopt or retzin in force stricter provi-
sions in the field covered by this Directive to prevent money
laundering and terrorist financing.




EXHIBIT 2

12/4/20607

Meaning of beneficiat owner
{1) In the case of a body corporate, “beneficial owner” means any Individual who—
(2) as respects any body other than a company whose securities are fisted on a
regulated market, uitimately owns or controfs {whether through direct or
indirect ownership or control, including through bearer share holdings) more
than 25% of the shares or voting rights in the body; or
(b} as respects any body corporate, otherwise exercises control over the
management of the body,
(2) In the case of a partnership (other than a imited liabllity partnership),
“benefictal owner” means any individual who—
(a) ultimately is entitled to or controls (whether the entitiement or control is
direct or indirect) more than a 25% share of the capital or profits of the
pattnership or more than 25% of the voting rights In the partnership; or
(b) otherwlse exerclses control over the management of the partnership.
{3} In the case of a trust, "beneficial owner” means—
{a) any individual who is entitled to a specified interest in at least 25% of the
capital of the trust property;
{b) as respects any trust other than one which Is set up or cperates entirely for
the benefit of Individuals falling within sub-paragraph (a), the class of persons
in whose main interest the trust is set up or operates;
{c) any Individual who has contrel over the trust.
(4) In paragraph (3)—
“specified Interest” means a vested interest which is—
{a) in possession or in remainder or reversion {or, in Scotland, in fee); and
{b) defeasible or indefeasibie;
9 "control” means a power (whether exercisable alone, jointly with another person
or with the consent of another person) under the trust isistrument or by law te—
() dispose of, edvance, lend, invest, pay or apply trust property;
(b) vary the trust;
{c) add or remove a person as a beneficiary or to or from a class of
“beneﬂciaries;
{d) appoint ar remove trustees;
(e) direct, withhold consent to or veto the exercise of a power such as is
mentioned in  subparagraph (a), (b), (¢) or {d).
{5) For the purposas of paragraph {(3)—
{a) where an individual is the beneficial owner of a body corporate which is
entitled to a specified Interest in the capital of the trust property or which has
control over the trust, the individual Is to be regarded as entitled to the interest
or having control over the trust; and
{b) an individual does not have control solely as a result of—
{i) his consent being required in accordance with section 32(1¥c) of the
Trustee Act 1525 (power of advancement);
(ii) any discretion delegated to him under section 34 of the Pensions Act 1995
{power of invesiment and delegation);
(it} the power to give a direction conferred on him by section 19(2} of the
Trusts of Land and Appolntment of Trustees Act 1996 {appointment and
retirement of {rustee at instance of beneficiaries); ot
(iv) the power exercisable coliectively at common law to vary or extinguish a
trust where the beneficiaries under the trust are of fuli 2ge and capacity and
(taken together) absolutely entitied to the property subject to the trust {or, in
Scotland, have a full and unqualified right to the fee).
{6) In the case of a legal entity or legal arrangement which does not fall within
paragraph (1), (2) or {3}, “beneficial owner” means—




EXHIBIT 3

DRAFT

DRAFT page 1 of 2

The following is a draft summary of the basic requirements that the Department of
Justice deems necessary to include in any legislation establishing minimum requirements
for the collection of beneficial owner information by the States. The objective of any
legislative change is to establish the collection and maintenance of accurate records
which identify the true beneficial owner(s) of a business. The proposed legislation must

include the following:

A. Establish a definition of “beneficial owner”. 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)?  For
purposes of this concept paper, the following definition of beneficial owner has been
elected:

“beneficial owner” means (a) a natural individual who has a level of
control over, or entitlement to, the funds or assets of the corporation or
limited liability company or partnership that, as a practical matter, enables
such Iindividual, directly or indirectly, to control, manage or direct such
entity; or (b) a natural individual who owns more than 15% of the
corporation or limited liability company or partaership. If a natural
individual exercises such control or ownership over such corporation or
limited liability company or partnership through another legal entity, such
as a corporation, limited liability company or a partnership, the beneficial
owners shall also identify each such legal entity being used by such
individual to exercise control over the corporation or limited liability
company or partnership and the majority beneficial owner of such entity.

B. Require the beneficial owner of a business:

1. to_provide a State with adequate information regarding the ideutity and
location of the beneficial owners, prior to the initial incorporation of the entity.
The objective of this requirement is that the beneficial owners provide, and that
the States collect the names, current addresses and photos of the natural
individuals (rather than legal entities} who will be the true owners of the business

- that the States are being asked to form. For United States Citizens, the beneficial
owner must provide either a copy of his or her driver’s license or passport, All
other beneficial owners must provide a copy of his or her passport.

" 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,



DRAFT

2. to verify through signature, subject to criminal penalty, that the
information provided to the States has been reviewed, and is true and accurate.
This provision is to ensure that there are sufficient criminal penalties to allow
either State or Federal authorities to prosecute individuals who provide false
information to the State regarding beneficial owners.

3. to be subject to criminal and civil liability until the new beneficial
owners’ documents are provided to the incorporating State, when an existing
business is sold or transferred to a new beneficial owner. This provision is to
ensure that businesses maintain and update accurate records with the
incorporating State. It is anticipated that there will be criminal penalties for the
knowing failure to document the attempted transfer of beneficial ownership.
Additionally, it is anticipated that—when the identity documents for a new
beneficial owner has not been filed with the pro State authorities-—any

mﬁmm damages
caused by the corporation after the date of the putative transfer will attach to the
existing beneficial owners. This civil liability will include a rebuttable
presumption that the corporate veil is pierced as to the beneficial owners.

C. Require the States to maintain the information regarding the beneficial owner.
This provision 1s o ensure thal Taw enforcement has‘acgmmﬁﬁfﬂﬂﬁﬁﬁr
documents (including payment information for State taxes and fees) for a reasonable
period of time (e.g. five to seven years) after the business has ceased to exist.

D. Allow State and Federal law enforcement access to the beneficial owners’
information within a reasonable amount of time, after a written request has been made by
a law enforcement agency. This provision is to ensure that State and Federal law
enforcement have timely access to the beneficial owners’ information so the agents may
expeditiously use and benefit from the information when investigating criminal activity.
State and Federal law enforcement must also have the ability to share beneficial owner
records with their foreign law enforcement counterparts when requested within the
context of their official duties. To address concerns of those States that do not wish to
make the beneficial owners® information available to the general public, this provision
will be limited so that only law enforcement will have access to the information in
conjunction with a criminal investigation or request from a foreign counterpart.

E. Establish an exception to the above requirements for publicly traded companies,
such as those traded on the New York Stock Exchange (e.g. Ford Motor Company); and
for larger legitimate privately owned companies (e.g. Mars Incorporated). This provision
is intended to avoid burdening both the States and the larger legitimate public and private
corporations with the requirement to produce and maintain a large number of documents.
‘These larger corporations have no history of facilitating criminal activity through the use
of shell companies; and are already required, as are the corporations’ subsidiary
companies, to provide Federal and State regulators with significant amounts of
information regarding the corporation’s ownership and management.




EXHIBIT 4 T

REVISED MODEL BUSINESS CORPORATION ACT § 8.60

Notes on Terms Used in. Comments o

In the Official Comments to subchapter F sections, the director who
has a conflicting interest is for convenience réferred to as “‘the director”
or “D;” and the corporation of which he or she is a director is referred to
as “the corporation” or “X Co.” A subsidiary of the corporation is
referred to as “S Co.” Another corporation dealing with X Co. is referred
to as “Y Co.”

§ 8.60 Subchépter Definitions - . . - D ’
In this subchapter: - : i :
(1) “Director’s conflicting interest trénsactibh_” _Ihééhé.a transaction
effected. or proposed to be effected by the corporation {or by an

entity controlled by the corporation} . .

(i) to which, at the relevant time, the director is a party; or
(i respecting which, at the ‘relevant time, the director had
knowledge and a material financial interest known to the
director; or : S
(iii) respecting which, at the rélevant time, the director knew
‘ lated person was a party or had a material finan- [

that a re
- cial'interest. _ _

\/ (2) “Control” (including the term ‘“‘controlled by”) means (i) having
' " the power, directly or indirectly, to elect or remove a majority of i |
the members of the board of directors or other governing body of il |

an entity, whether through the ownership of voting shares or Al 1
interests, by contract, or otherwise, or (ii) being subject to a 3‘5
‘majority of the risk of.loss from the entity’s activities or entitled ' ‘

.. to receive a majority of the entity’s residual returns. ..
© . (3) “Relevant time” means (i) the time; at .whicli. directors’ action
respecting the transaction is taken in, compliance with section
8.62, or (ii) if the transaction i not brought before the board of
directors of the corporation (or its committee) for action under
section 8.62, at:the time the corporation.(or an entity controlled
by the corporation) becomes legally obligated to consummate the ‘
transaction. C L :
. {4) ““Material financial intérest” means a -financial interest in a
| " transaction that would reasonably be expected to impair the |
- objectivity of the director’s::judgment when participating in
. action on the authorization of the transaction. PR -

‘ ¥ (5). “Related person” mreans: - "« -

i ' (i) the diréctor’s spouse; - e : R

' (ii) a child, s‘_ﬁél:ichild,' g‘randéhﬂd;:ﬁareﬁt, step-parent, grandpar-
ent, sibling, step sibling, half sibling, aunt, uncle, niecé or
nephew (or spouse of any-thereof) of the director or of the
director’s spouse; Leemo e - :

(iii} an individual living in the saine home as the director;. - - ;

875




§ 8.60 REVISED MODEL BUSINESS CORPORATION ACT

(iv) an entity (other than the corporation or an entity controlled
by the corporation) controlled by the director or any person
specified above in this subdivision (5); e
(v) a domestic or foreign (A) business or nonprofit corporation
(other than the corporation or an entity controlled by the
corporation) of ‘which the director is a director, (B) unincor-
. porated ‘entity of which the director is a general partner or
a member of the governing body, or (C) individual, trust or
estate for whom or of which the director is a trustee,
guardian, personal representative or like fiduciary; or
(vi) a person that is, or an entity that is controlled by, an
employer of the director. ' o
6y “Fait to "the “corporation” meats, for purposes of section
' 8.61(b)(3), that the transaction 'as a whole was beneficial to the
corporation, taking into appropriate account whether it was (i
fair in terms of the director’s dealings with the corporation, and
(ii) comparable to what might have been obtainable in an arm’s
length transaction, given the.consideration paid, or received by
the corporation. ' :

(7) “Required displosure’i.mean§: disclosure of (i) the existence and

-nature. of. the director’s conflicting interest, and (i) all facts-

known to the director respecting the subject matter of the
- transaction that a director free of such conflicting interest wauld

' reasonably beliéve t0°be material in decidirig whether to procded
. with the transaction. o '
R  Official Comment” ~
© U The deﬁﬁiﬁidﬁ_s set. forth in‘section 860 apply only to éﬁbch’apter F's
provisions and, eﬁ(p‘e‘pt to the extent relevant to subchapter G, have no
applicaiiid:i’e?séwﬁéré in -thé*Model Akt “(For the meanirig and ‘use of
certain terms tsed below, stich ‘as “D,” “X Co.” and “Y Co.”; see the

Note at the end of the Iﬁti*odﬁcto‘l_“y:Cpﬁlménﬁ_'bf sub Ch:agt’_éi" Y
1.” Director’s 'Co'nﬂi_cting'Iﬁterest' f-I_"rahsaétibn '

The definition of “director’s conflicting -interest transaction” in
subdivision (1) is the.core concept underlying subchapter F, demarcating
the transactional area-that lies within—and without—the .scope of the
subchapter’s provisions. The definition operates. preclusively in that, as
used in-section 861, it ‘denies the "power" 6f a court “to- invalidate
transdctions or otherwise to remedy conduct ~that~falls outside the
statutory definition of “director’s conflicting interest transaction” solely
on, the ground that the director has:a_ conflict of interest in the transac-
tion. _(Neire'rtheleés,-as stated in the Intl?oductgr)?-(}omment, the transac-
tion -might be open to attack under rules of law concerning director
misbehavior other than rules based solely on the existence of a conflict of
interest -transaction, as to which subchapter F is preclusive). -

- 876
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EXHIBIT 5

 Chapter 80B - ¢
CORPORATE TAKEOVERS

Section

80B.01. Definitions.

80B.02. Repealed.

80B.03. Registration of takeover offers.
80B.04. Filing of solicitation materials.
80B.05. - Fraudulent and deceptive practices.
80B.06. Limitations.on offerors. IS A
80B.07. Administration, rules and orders.
80B.08. Fees and expenses. L L T
80B.09. Injunctions. . - et U
80B.10.  Penalties. S o R A
80B.11.  Civil liabilities. e T

30B.12. Application of corporate takeover law..- e SR
80B.13. Application of securities law. .7 ot ey

For complete statutory history see _M@ﬁﬁésdta StatutesAnnotared o

§0B.01. Definitions | o Emr e
Subdivision 1. Scope. When used in sections,}SQB.(')_l"!tb80]3.1-3','_ uﬁless the
context otherwise requires, the following wlords._shall_ have the meanings herein
ascribed to them. R e S N SR
“Subd, 2. Affiliate, “Affiliate” of a person means. any, person gontrolling,
controlled by, or under common conirol with such persom.;: «, .« - oo e
_Subd. 3. Associate.. “Associate” . of: a. person. means any, person .acting
jointly or in.concert with such person for the purpose of acquiting, holding or,
disposing of, or exercising any voting rights attached to the equity securities of
an jssuer. R e L
Subd. 4. Commissioner. “Comnissioner” means. the commissioner of

. ’ i of . R

Subd. 5. Equity security. “Equity security”’ means any stock-or similar
security; or any security, convertible, wi h or. without consideration, into;such a
security;. or carrying any warrant or right to subscribe to or. purchase such 2
security: . or any. such. warrant or. right; or any other. security which. the
commissiener, shall deem to ‘be of similar nature and consider necessary, or
appropriate, by such rules as the commissioner. may prescribe in: he public
interest and for the pr tection. of , investors, to.freat as an,equity security.

- Subd. 6. Offeror. ./'Offeror’ means a person ‘who - makes -or in any way

paiticipates in-making & takeover-offer. - Offeror does not inicliide ‘any:bank:or

broker-dealer-loaning funds to an offeror in the ordinary course;of its biisiness;

or. any. bank,: brokerdealer, attorney, .accountant;,'%?coxisultant,.-;einploy(:e, or

other person -furnishing -jinformation or advice:to-;.onperforming-,xfnini-éteri’&tl
51




§ 80B.01 CORPORATE TAKEOVERS

duties for an offeror, and not otherwise participating in the takeover offer.
When two or more persons act-as a partnership, limited partnership, syndicate;
or other group pursuant to any agreement, arrangement, relationship, under-
standing, or otherwise (whether or not in writing) for the purpose of acquiring,
owning, or voting securities of a target company, all members of the partner-
ship, syndicate, or other group constitute “‘a person.”

Subd. 7. Offeree. ‘‘Offeree”’ means the beneficial owner, residing in

Minnesota, of equity securities which an offeror offers to acquire in connection
with a takeover offer. ~

Subd. 8. Takeover offer. “Takeover offer’” means the offer to acquire any
equity securities of a target company from a resident of this state pursuant to'a
tender offer or request or invitation for tenders, if after the acquisition of all
securities acquired pursuant to the offer either (1) the offeror-would be directly
or indirectly a beneficial owner of more than ten percent’of any class of the
outstanding equity securities of the target company and was directly or indi-
rectly the beneficial owner of less than ten' percent .of any class of the
outstanding equity securities of the target company prior to the commencément
of the offer; or (2) the beneficial ownership by the offeror of any class of the
outstandmg equity securities of the target company would be increased by more
than ten percent of that class and the offeror was directly or indirectly the

beneficial owner of ten percent or more of any class of the outstanding equity

securities’ of the target company prior to the commencement of the offer
Takeover offer does not 1nclude e S -

(a) ari offer in connection with the acqulsmon of a securlty Wthh together"

with all other acquisitions by the offeror of securities of the same class of equity
securities of the issuer; would mot result in the-offeror having’ acqulred more
than two percent of thisclass during the preceding 12-month period; -

(b) ‘an offer by the issuer to acquire its own ‘equity securities unless the: offer'

is made’ durmg the pendency of a takeover offer by a person who is not an
associate or affiliate of the issuer; :

{c) an offer in which the target company is an insurance company Sub_]ECt to
regulation by ‘the commissioner, a‘financial institution reguldted by the com-
missioner, or a pubhc service ut1hty sub_]ect to regulanon by the pubhc utilities
commission: : o e 3

Subd. 9. Target company ’Targe't cornp'ény" theans an iss'uer of p‘ubli'cly
traded’ equ1ty securitiés (a) which (1) has its pr1nc1pa1 place of business or its’
prmc1pal executive office located in this 'state, or (2) owns of controls assets’
I8cated within this state which have a fair market value of at least $1, 000,000;

and ‘(b)“which (1) hids more than ten peircent of its beneficial or record equity
securityholders résident in this ‘state, (2) has more than ten percent of its equity
securities owned beneficially or of record: by residerits in this:state, or (3) has
more than 1,000 beneficial ‘'or record equity securityholders resident in this
state. For the:purposes of this chapter; an equity security is publicly traded if a
trading market exists for the security -at the time the offeror makes a takeover
offer forithe security. = A-trading market exists if the security is. traded on a
52
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CORPORATE TAKEOVERS § 80B.01

tiational securities exchange, whether or not registéred pursuant-to the Securi-’
ties Exchange Act of 1934, or the ‘over-the-counter market. .
\/ Subd. 10. Beneficial-owneér:' “Beneficial owner” includes; but'is not limit
ed to, any person who directly or indirectly through any contract, arrangement,
understanding, relationship, or otherwise has or shares the power to vote or
direct the voting of a security and/or ‘the power to dispose of, or direct the
disposition of, the security. “Beneficial ownership” includes, but is not limited
to, the right, exercisable within 60 days, to acquire securities through the
exercise of options, warrants, or rights or the conversion of convertible securi-
ties, or otherwise. The securities subject to these options, warrants, rights, or
conversion privileges held by a person shall be deemed to bé outstanding for
the purpose of computing:the percentage of outstanding. securities: of the class
owned by, this person, -but shall not be deemed to be outstanding for the
purpose of-.computing the percentage of the. class .owned by _any other person.

A person shall be deemed the beneficial owner of securities bereficially owned

by any relative or spouse . or relative of:
person, any trust or estate in which this

the spouse.residing in,the home: of this,
person owns ten percent or more of the:

total benéficial interest-or: serves as:trustee or executor; any corporation:or
entity in which this person owns ten percent or more of theiequity, and any

affiliaté or associate of this.person. -
Laws 1973, c. 331, § 1. Amended by Laws

§ 2; Laws 1984, c. 488,-8:2; Laws 1985, ist.Sp, c.’5, 881 t0.3;,

Laws 1987, Ist Sp., c. 1, 8§ 1,2, eff. June 4,

P

1974, &./406, §§ 94,:95; Laws 1980; c. 516;
Laws 1986, c. 444;

1987,

U15 U.S.CA 8 77b to 77e,77), 77k, 77m, 770, 775, 182 0,780, T80-3, 78p to 78hh.

S pttonéal and
Laws 1984, c. 488, § 1, provides: = /"""
“Subdivision 1. Findings.: “The =1égislaimfe‘-

finds that take-overs, particularly-hostile fake-. .2

overs: _
“(1) exaggeraté the tendency of many busi-
nesses to focus on short-term performance to

the detriment of such long:ferm-societal: inter- -

ests as increased research. and, development,:
improved productivity, and the’ modernization
of phiysical plant and employéé €apabilities;” -

* %(2) aré often inconsistent with the economic”

interests of shareholders;: - - iy
“(3)-in many ‘inétances threatén’ the jobs “hind
careers - of .Minnesota .citizens-and undermine
the. ethical foundations of companies, as ~when
jobs are eliminated and cateer commiiments 0
eimployees are breached or ignored; AN

4y Sfien Yésult i plant closinigs or ¢onsoli-
dations that dafiage commiunities depeitdenton -

the, jobs and: taxes provided by -these’ plants;

“(35) not infrequently wipe out long-standing
customer/supplier relationships and the stability
and continuity ' which ‘these relationships “prot
vide throughout society; - T

'Sftatﬁtﬁi'y Notes =~ R T
() frequiently “tie ip -billions of dollars of
scarce, capital that could be-more ,effpctively
_@ip’pligd;f' e e :

“(7¥ all too often stlﬂe, and ﬁfliimé."tély c:Iestro;r:
. the entrepreneurial; -innovative spirit.of creative

individuals in independent firms; and .

“(8) are usually conducted in an atmosphere,
and pursuant to laws ‘that do not provide a
feasorable’ opportanity -for affected’ parties 10
.- make-informed decisions.. = .o T G
... “Subd. 2; Purposes..The purposes:of Laws.
1984, chapter 488, sections 1.to 18 [amending
§5 50B.01, 80B.03, 50B.05, 80B.06 to 80B.08,

80B.10, ‘8UBAZ, BUZA.‘O'l‘l;I “302A.449, 3024671
_ and repealing § 80B.02] are toxi- o L v

. *(1) assuré:that the impacts.of take-overs:on
i all affected constituencies.are identified and dis-

closed prior o the consummation of "these
transaétions; =% © - T

“{2) ‘provide fo shareholders both’ necéssary
information - and the’ opportimity to thus'east
fully, informed votes on any-fake-over ransac-
tions; o )
<" 4i(3Y endotirage reasbned’ decision-making-by

’

v

_.iy: gssuring equal financial treatment of all share-

53




EXHIBIT 6

CONSTRUCTIVE STOCK OWNERSHIP—§ 318 [ 15,9001 31,345

"86 Code S . . . . . R .
' The preceding sentence shall not apply for purposes of determining whether stock in the §
corporation is constructively owned by any person. ‘

(b} CROSS REFERENCES.—
For provisions to which the rules contained in subsection (a} apply, see—
(1) section 302 (relating to redemption of stock);
(2) section 304 (relaiing to redemption by related corporations);
(3) .section 306(b)(1)(A) (relating to disposition of section 306stock);
(4) section 338(h)(3) (defining purchase); ‘
(5) section 382(1)(3) (relating to special limitations on net operating loss carryovers)

(6)' sectioh 856(d) (re]atmg to dehmhon of rents from real property in the case of real
estate investment trusts); -

(7) section 958(b) (refating to constructive ownersl'up rules with’ respect to controlied
foreign corporations); and

{8) section 6038(e)(2) (reléhng to mformatmn with respect to certain foreign corporations).

“01Amended by P.L. 109-135 (clencal amendment), P.L. 105-34 (technical amendment) P.I. 99-514

{conforming aimendmént), P.L. 98-369, P.L. 97-248 (techmcal amiendment), P.L. 88- 554 P.I. 87- 834 and P.L.

86-779. For details see the Code Volumes, -

019 Committee Report oir. L 99 514 (Tax (and its shareholders)'wereapattnership (wifh p.art-

Reform Act of 1986) is at 117,101.0125. = ners). Thus, attribution will occur to and from,

) - shareholders owning less than 50 percent of the
lﬂCo.ml.niﬂéé Rep;)rt onP. L98 369'[Déficif corporatioﬂ‘s stock. —Hnuse Comrﬁittee Report

Redoction Act of 1984) .03 Committee Report on P.L. 86-554 (1964) is
02 Under present law, in applymg attribution of_ . at 1964-2 CB 705, 707.
owhership riles under section 318, a partnership is
deetned to own proportionately stock owned by the” 035 Committee Repur’c on P. L. 87—834 (Reve-

partnership, and the partnership is deemed to own
all the stock owned by the partners. In the case of a . nue ACt 0f 1962} is at 1962 3 CB 405.

corporation, attribtition to and from shareholders .

occur(s] only with respect to sharehalders owning ' ' .04 Committee Report on P.L. 86-779 (1960}
50 ‘percent or.more. in value of the corporauon s - was reproduced at.624 CCH 14092A.20.

stock. ‘ -

The bill: prowdes that.the attnbutlon of stock toor - .10, Comnuttee Reports on 1954 Code Sec. 318
from an S corporation and its shareholders would ~ as originally enacted were repmduced at 562
apply in the sdme manner as if the S corperation CCH ‘][2388 10.

. Regulatwns .

[‘j[ 15 901] §1 318-1., Constructlve ownership of stock mtroductmn ——(a) For the‘

purposes. of certain provisions of chapter 1 of the Code, section 318(a) provides that stock
owned by a taxpayer includes stock constructlvely owned by such taxpayer under the
rules set forth in such section. An individual is considered to own the stock owned,
dlrectly or indirectly, by or ‘for his Spousé (other than a spouse who is fegally separated
from the individual unider a decree of divorce or separate maintenance), and by or for his
children,’ grandchﬂdren ‘and parents. "Under section 318(a}(Z) and (3), constructive owner-
ship rules are established for partnerships and partners, estates and beneficiariées, trusts
and beneflcmrles, and- corporahons and stockholders. If any person has an optton to
acquire’ stock, such stock i§ considered as owned’ by such person. The térm ophon

mcludes an option to' acqmre such an optlon and each of a series of such optlons

(b) In applymg section 318(3) to determine the stock ownershlp of’ any person

for any. one purpose—{(1) A corporation shall not be considered to. own its own stock by
reason of section 318(a)(3HC);

(2) In any case in which an amount of stock owned by any person may be

included in the computation more than-one time, such stock shall be included orily ofice,:

in the manner in which it will lmpute to ﬂ1e person concemed the largest total stock
ownership; and :

2008(5) CCH—Standsrd Federal Tax Reports Reg §1 318 2(b)(2) 115,901
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(3) In determining the 50-percent requirement of section 318(a)(2)(C) and
(3XC) all-of the stock owned actually and constructively by the person conceérned shall be
aggregated. [Reg. §1.318-1.] s STt
.01 Historical Comment: Proposed 12/11/54. Adopted 12/2/55 by T.D. 6152. Amended 4/25/62
by T.D. 6598, 11/30/62 by T.1: 6621, and 8/22/68 by T.D.6969. - : : :

* Regulations

> Caution: Reg. §1.318-2-does not reflect recént law changes. For details, see
- ‘ 915,902.01. SR

[915,902] §1318-2. Application of, general rules.—(a) The application of para-
graph (b} of §1.318-1 may be illustrated by the following examples: - . .. .
Exatmple (1).-H, an individual owns all:of the stock of Corporation A. Corporation
A is not considered to own the stock owned by Hin Corporation A.~ + = 7
" Example (2).'H, an iridividual, his wife, W, and his'son, S, éachi own one-third of
the stock of the Green Corporation. For, purposes of determining the amount of stock
owned by-H, W, or S .for the purpose of section 318(a}(2)}(C) and: (3)(C);. the amount.-of
stock held by the other members of the family shall be added pursuant to paragraph (b}(3)
of §1.318-1 in applying the 50-percent requirement of such section. H, W, or S, as the case
may be, is for this purpos¢ deemed toown 100 percent:of the -stock of the Green
Corporation. ™ . R o ST O +
. {b)-The applicationof section 318(a)(1), relating to.members of a family, may be
illustrated by the following example: L T ‘ '
. Example. An individual,-H, his wife, W, his son, 3, and his grandson (§'s son), G,
own the 100 outstanding shares of stock of a corporation, ea¢ch owning 25 shares. H, W,
and S are each considered as owning 100 shares: G.is considered as owning only 50.shares;

PRI

tHat'is, his own apd,'his:;féﬂié;'s._ R » e o
(c) The application of section 318(a)(2) and . (3). relating’ to partnerships, trusts’
and corporations, may be illustrated by the following examples: o T
Example (1), A; ani“individual; has a 50’ pércent interest"in a- partnership. The
partnership owns 50 of the 100 outstanding shares of stock of a corporation, the remaining
50 shares being owned by A.' The parthership is considered ‘as owning 100 shares. A is

corisidefed ‘as owning 75 shares. - . . - L , o

" Example (2). A testamentary trust owns 25 of the outstanding 100 shares of stock
of a corporation. A, an individual, who holds a vested remainder in the trust-having a
value, computed actuarially equal to 4 percent of the value of the trust property, owns the
femaining 75 shares. Since the interest of A in the'tfust is a vested interest rather than a
cohtingent interest (whether or not rémote), the trust is considered as owniitg 100 shares.
A'is corisidered ds owning 76 shares. Tt T et e T
o Example(3). The facts ate thi-j:_ same 4s in (2), above, éxcept that A’s interest in the
trust is a contingent remaindér. A is considered as owning 76 shares: However, since A’s,
interest in the trust is a remote contingent interest, the trust is not considered as Ownirig,
any of the shares owned by A." P ST T :

. _.Example (4).”A and B, unrelated individuals, own.70 percent and 30 percent,
" respectively, in value of the stock of Corporation M. Corporation M owns 50 of the 100
outstanding ghares of stock of Corporation O, the remaining 50 shares being owned by:A.
Corporation M is considered as owning 100 shares of Corporation O, and A is considered
asowning 85shares. - ... & nowes ST N S ,

* - Example (5). A and B, unrelated individuals, own 70 percent ‘and 30“pertent,

_respectively, of the stock of corporation M. A, B, and corporation' M ‘all ewn stock of
corporation-O: Since B. owns less than 50 percent in value of the:stock of corporation M,
neither B-nor corporatiori M-censtructively.owns the stock of corporation O owned by the-
other. However, for putposes of-certain sections of the Code, such’as sections 304 and.
856(d), the 50-percent limitation of section 318(a)(2)(C} and (3}(C) is disregarded or is

115,902" Reg: §1.318-2(h)(3) -+ .. ©0007CCH. All Rights Reserved:
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> Caution: Reg. §1.318-2 does not reflect recent law changes: For details, see - .

: S C 915,902.01. P ' S
reduiced to less than 30 percent. For such purposes, B constructively owns his proportion-
ate share of the stock of corporation O owned directly by dorporation M, and-corporation
M constructively owis the stock of cotporation O owned by B. [Reg. §1.318-2.] N

.01 Historical Comment: Proposed 12/11/54. Adopted 12/2/55 by T.D. 6152, Amended 8/22/68
by T.D. 6969. [Reg. §1.318-2 does not reflect ,L. 98-369 (1984). See 91520002 and 15,906.035.1

!f-',Regiiz'la'fiprnzs_- .

[15:903] §1.318-3. Estates, trusts, and options.—(a) For the-purpose of applying

section 318(a), relating to estates, property-of a decedent shall be'considered asowned by

his estate if such property is subject to administration by the executor or administrator for
the purpose of paying claims against the estate and expenses of-administration notwith-

standing that, under local law, legal title to such property vests in the decedent’s heirs,

legatees or devisees immediately upon death. The term “beneficiary” includes any person

entitled to receive property of a decedent pursuant to.a will or pursuant to laws of descent

and distribution. A person shall no longer be considered a benefigiary of an éstate’ when

all the.property to which he is entitled has been received by him, when he no longer has a

claim againist the estate arising out of having been a beneficiary, and when there is only a

rémote possibility that it will be necessary for the estate to 'seek the-return of property-or

to seek payment from him by contribution or otherwise to satisfy claims against thie estate

or expenses of administration. When, pursuant to the preceding sentence, a person ceases

to be a beneficiary, stock owned by him shall not thereafter be considéred owned by the -
estate, and stock-ewned by the estate shall not-thereafter be: considered owned by him.

The application of section 318(a) relating to estates may:-be illustrated by.the following

examples: - R

Example (1). (a) A decedent’s estate owns 50 of the 100 outstanding shares of

stock of corporation X. The remaining shares are owned by, three unrelated individuals, A,
B, and,C, who together own’the entire interest in the estate. A, owns 12 shares of stock of

~ corporation X directly and is entitled to 50 percerit of the estate. B owns 18 shares directly
and has a'life estate in the Yemaining 50 ‘percent of the estdte, C owns 20 shares directly
and also owris the remainder interest after B's life estate” .~ - -

e T POl L A cLE : .

.. (b) It section 318()(5)(C).applies (sce paragraph ((3).0f §1318-4), the stock of
corporation X is considered: to be owned as follows: the estate is considered as owning 80

shares, 50 shares directly, 12 shares constructively, through A, and 18 shares constructively.

through B; A is considered as owning .37. shares, 12 shares directly, and: 25 shares
constructively (50 percent of the 50 shares owned directly by the estate); B is considered as
owning 43 shares, 18 shares directly and 25 shares® constructively (50 percent of the 50
shares owned diréctly by the estate); C is considered as owning 20 shares directly and no
shares constructively..C is not considered a beneficiary of the estate under section 318(a)
since he has o direct present interest in the property held:by the estate nor in the income
producedbysuchproperty. KRR PSR B J AT A
- .., o) If section 318(2)(5)}C) does not apply, A is considered . as, owning nine
additional shares (5¢ percent of the 18 shares owned constuctively by the estate through
B), and B is considered as owning six additional shares (50 percent of the 12 shares owned
constructively by the estaie through A). . Ll . e wit
.o Example(2). Under the will.of-A, Blackacre is leftito B for life, remainder to C, an
urrelated individual, The residue of the estate consisting of stock of & corporation is left to
D. B and D are beneficiaries of the estate under section 318(a}. C is not considered a
berieficiary since he has no direct present interest in Blackacre nor in the income produced
by such property. The stock owned by the estate is considered as owned proportionately
by Band D. ) ' :
{b) For the purpose of section 318(a}2)(B) stock owned by a trust will be
* considered as being owned by its beneficiariés Only to the extent of the interest of such

2008(5) CCH--Standard Federal Tax Reports Reg. §1.318-3(b) 715,903
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beneficiaries in.the trust. Accordingly, the interest of income beneficiaries, remainder
beneficiaries, and other beneficiaries will be computed on an actuarial basis. Thus, if a
trust.owns 100 percent of the stock of Corporahon A, and if, on an actuarial basis, W's life
interest in the trust is 15 percent, Y’s life interest is 25 percent, and Z’s remainder interest
is 60 percent, under this provision W will be considered to be the owner of 15 percent of
the stock of Corporation A, Y will be considered to be the owner of 25 percent of such
stock, and Z will be considered to be the owner of 60 percent of such stock. The factors
and methods prescribed in §20.2031-7 of this chapter (Estate Tax Regulations) for use in
ascertaining the value of an interest in property for estate tax purposes shall be used in
determining a beneficiary’s actuarial interest in a trust for purposes of this section. See
§20.2031-7 of this chapter (Estate Tax Regulations) for examples illustratirig the use of
thege factors. and methods [Reg §20 2031-7 of this chapter is reproduced at §15,904.—
CCH.] :

“{c) The appl1cat10n of secnon 318(a) relatmg to options may be 1llust-rated by the
foiIowmg example:

Example. A and B, unrelated 1nd1v1duals, own all of the 100 outstandmg ghares of
stock of a corporation, ‘each owning 50 shares. A has an option to acquire 25 of B's shares
and has ati ‘option te acquire a further option to acquire the remaining 25 of B's shares. A
is consudered as owmng the entire 100 shares of stock of the corporahon [Reg: §1.318-3]

01 Hlstorxcal Cornment Proposed 12/11/54 Adopted 12/2/55 by T. D 6152 Amended 5/5/60
by T.D. 6462 and 8/22/68 by T.D. 6969, .

* Estate Tax Regulatwns :

© W Note: Reg. §20 2031- 7, below, and Reg §20 2031-7A, below, are estate tax
Regulations, reproduced here in connection with the references in income tax Reg
§1.318-3(b), above.

1 15 ,904]' §20.2031- 7. Valuation of annuities, interests for life or term of years,
and femainder or reversionary interests.—(a) In general —Except as otherwise pro-
vided in parag-raph (b) of this section and §20.7520-3(b) (pertaining to certain limitations
.-on the.use of prescribed tables), the fair market’ valtie of annuities, life estates,. terms of
yeats, remainders, and reversionary. interests for estates of decedents is the present value
of such interests, determined under paragraph (d) of this séction. The regulations in this
and in related sections provide tables with standard’ actuarial*factots and -examples that
illustrate how to' usé the tables to compute the present value of ordinary annuity, life, and
remainder interests in property. These sections also refer to standard and special actuarial
factors that may be necessary to compute the present value of smular interests in . more
uhusual fact situations. -

(b) Commercial annuities and insurance contracts.—The value of annultles issued
by companies regularly engaged. in their sale, and of insurance policies on the lives of
persons -other than the decedent, is determined under §20. 2031 8. See §20 2042-1 with
respect to insurance policies on the decedent’s life. .

(¢} Actuarial valuations—The ‘present value of annuities, life estates, terms of _
years, remainders; and reversions for estates of decedents for which the valuation date of
the gross estate is after April'30, 1999, is determined under paragraph (d) of this section.
The present value of annuities, life estates, terms of years, remainders, and reversions for
estates of decedents for which.the valuation date of the ‘gross estate is before May 1, 1999
is determmed under the followmg gections:”

Véhiatiar_il)a"tes I .
After Befare Applicable

. ) Regulations
: 01-01-52 - 20.2031-7A(a) '}
12-31- 51 ©o0 010171 - - - 20.2031-7A(b) -

1] 15,904 Reg. §1.318-3(c) , + ' ©2007 CCH. All Rights Reserved.



