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FINCEN announced its long-awaited proposed rule targeting illicit finance in the real estate sector
and, on the same day, Treasury released its 2024 national illicit finance risk assessments.

On February 7, the Department of the Treasury’s (Treasury) Financial Crimes Enforcement Network (FInCEN)
announced a gro?osed rule designed to increase transparency in certain residential real estate transactions (the
Proposed Rule). *+ The Proposed Rule follows FInCEN'’s advance notice of proposed rulemaking (the ANPRM) issued in
December 2021, which sought comment on potential regulations that would extend certain recordkeeping and reporting
requirements under the Bank Secrecy Act (BSA) to businesses involved in real estate transactions. The Proposed Rule
adopts a more “streamlined reporting framework” relative to the ANPRM and stops short of requiring real estate
professionals to maintain anti-money laundering and countering the financing of terrorism (AML/CFT) compliance
programs.

Instead, the Proposed Rule would require certain professionals involved in the non-financed transfer of residential real
estate to legal entities or trusts to submit a “Real Estate Report” to FInCEN, which would contain key details about the
transaction, the parties involved, and the beneficial ownership of the legal entity or trust that receives the property.
FinCEN solicited comment on the Proposed Rule and its reporting framework—comments are due by April 16, 2024.

On the same day FinCEN announced the Proposed Rule, Treasury released the 2024 National Risk Assessments on
Money Laundering (the NMLRA), Terrorist Financing, and Proliferation Financing (collectively, the Risk Assessments),
which highlight the most significant illicit finance threats, vulnerabilities, and risks facing the United States.? Although
many of the concerns identified in the Risk Assessments overlap with the concerns identified in risk assessments
released in recent years, Treasury notably highlighted the risks arising from the lack of comprehensive AML/CFT
regulations in certain sectors, including the investment adviser (IA) sector, reflecting Treasury’s increasing efforts to
impose AML/CFT compliance requirements across the financial industry, including non-traditional financial services
sectors.

What would the Proposed Rule require?

Scope of the Proposed Rule

Although FinCEN has reported for many years on money laundering and illicit finance through real estate transactions, 3
the agency to date has taken an incremental approach to regulating the real estate sector and has not imposed
comprehensive AML/CFT regulations for the real estate industry. In 2012 and 2014, for example, FinCEN issued rules
that extended AML/CFT program obligations to residential mortgage loan originators and housing-related government-
sponsored enterprises, respectively.* Subsequently, in 2016, FinCEN began to issue Residential Real Estate Geographic
Targeting Orders (GTOs), which require title insurance companies to submit reports concerning non-financed purchases
of residential real estate above a certain price threshold by legal entities in select metropolitan areas of the United States.
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https://public-inspection.federalregister.gov/2024-02565.pdf
https://www.federalregister.gov/documents/2021/12/08/2021-26549/anti-money-laundering-regulations-for-real-estate-transactions
https://home.treasury.gov/system/files/136/2024-National-Money-Laundering-Risk-Assessment.pdf
https://home.treasury.gov/system/files/136/2024-National-Terrorist-Financing-Risk-Assessment.pdf
https://home.treasury.gov/system/files/136/2024-National-Proliferation-Financing-Risk-Assessment.pdf

5> More recently, in 2021, FinCEN released the ANPRM, which solicited comment on whether FinCEN should expand
AML/CFT program and suspicious activity report (SAR) filing requirements to persons involved in real estate closings and
settlement, similar to the requirements that apply to financial institutions.

After considering public comments, FInCEN decided against extending AML/CFT program and SAR-filing requirements
to the real estate sector, reasoning that those requirements would be overly burdensome to persons involved in real
estate transactions, many of which are small businesses that lack the means or expertise to maintain a compliance
program or make the risk-based judgments necessary to identify and report suspicious activity. Instead, the Proposed
Rule would require certain businesses—including settlement agents, title insurance agents, escrow agents, and
attorneys—to submit a new type of SAR, which will be referred to as a Real Estate Report,® for non-financed transfers of
residential real estate to legal entities and trusts.’ Submitting Real Estate Reports would be mandatory for covered
transactions and the reports would be exempted from the confidentiality requirements that otherwise apply to SARs.

Real Estate Report filing requirements
Overview

The Proposed Rule would impose reporting requirement for all “reportable transfers,” which are defined as non-financed
transfers of an ownership interest® in residential real estate to a legal entity (a Transferee Entity) or trust (a Transferee
Trust). The reporting responsibilities would apply to certain persons involved in real estate closing and settlement
(Reporting Persons), which include settlement agents, title insurance agents, escrow agents, and attorneys, and others.

Reporting requirements under the Proposed Rule would only apply to transfers of residential real estate property, which
is broadly defined to include single family houses, townhouses, condominiums, and cooperatives, as well as apartment
buildings. Although reporting requirements would not apply to exclusively commercial property, the Proposed Rule would
apply to property that is partially commercial (e.g., a single-family residence that is located above a commercial
enterprise). Reporting requirements would also apply to certain types of land on which a residence has not yet been built
(e.g., property zoned for residential real estate).? Under the Proposed Rule, there is no minimum purchase price for a
transaction to be reportable under the Proposed Rule, which is a departure from the current GTO reporting requirements.
Moreover, reporting requirements would apply regardless of whether consideration is exchanged; however, transfers
involving an easement or that occur as a result of death, divorce, or bankruptcy would be exempt.

For a transaction to be reportable under the Proposed Rule, it must be “non-financed,” meaning it does not involve an
extension of credit that is (1) secured by the transferred property and (2) extended by a financial institution that is subject
to the AML/CFT program and SAR filing requirements of the BSA. Accordingly, transactions financed by a private lender
that is not required to maintain an AML/CFT program or file SARs would fall within the scope of reporting requirements.

In addition, reporting requirements would only apply if at least one of the new owners of residential real property is a
Transferee Trust or Transferee Entity (whether domestic or foreign).10 Transferee Trusts are broadly defined to include
any legal arrangement created when a person places assets under the control of a trustee for the benefit of one or more
persons or for a specified purpose.!! In the case of Transferee Trusts, a trust would be exempt if it is (1) a securities
reporting issuer, (2) a trust in which the trustee is a securities reporting issuer, or (3) a subsidiary of an exempt trust.

Transferee Entities are similarly broadly defined to include any person other than an individual or Transferee Trust, and
thus would include corporations, partnerships, estates, associations, limited liability companies, and limited partnerships.
However, the Proposed Rule would exempt certain categories of entities from the scope of the Transferee Entity
definition (and thus from the scope of reporting requirements). Specifically, certain highly regulated entities would be
exempt from the definition of Transferee Entity, including securities reporting issuers, banks and other financial
institutions, money services businesses, brokers or dealers in securities, other Exchange Act or Commodity Exchange
Act registered entities, and subsidiaries of exempt entities. Importantly, certain entities that are exempt from reporting
requirements under FINCEN'’s Beneficial Ownership Information Reporting Rule (BOI Reporting Rule) would not be
exempt under the Proposed Rule, including large operating companies (entities with a physical operating presence in the
United States that meet certain thresholds for revenue and employee count).

What must be reported?

Real Estate Reports would contain certain fundamental details about the transaction, the payment, the parties, and the
Transferee Entity or Transferee Trust.1? In particular, Real Estate Reports would be required to include:
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— The beneficial ownership of the Transferee Entity or Transferee Trusts and identifying information about the beneficial
owners (including name, address, and a unique identifying number);

— Information concerning individuals representing the transferee;

— Information about the Reporting Person and transferor (e.g., the seller), including name, address, and a unique
identifying number;

— Information about the property, including the address; and

— Information about the payments made, including the total consideration, method of payment, and the accounts used.

For Transferee Entities, the definition of “beneficial owner” is the same as the definition used under the BOI Reporting
Rule. Specifically, a “beneficial owner” is defined as any individual who indirectly exercises “substantial control” over the
Transferee Entity or owns or controls at least 25 percent of the Transferee Entity’s ownership interests. 13 The beneficial
owner of a Transferee Trust, meanwhile, is any individual who (1) is a trustee; (2) otherwise has authority to dispose of
transferee trust assets; (3) is a beneficiary who is the sole permissible recipient of income and principal from the
transferee trust or who has the right to demand a distribution of, or to withdraw, substantially all of the assets of the
transferee trust; (4) is a grantor or settlor of a revocable trust; or (5) is the beneficial owner of a legal entity or trust that
holds one of these aforementioned positions.

Who is required to file the Real Estate Report?

Only one Reporting Person would be required to file a Real Estate Report for a given transfer, and transfers that do not
involve a Reporting Person would not be covered by reporting requirements. In addition, Reporting Persons would not be
required to report changes to beneficial ownership of a Transferee Entity or Transferee Trust on an ongoing basis (unlike
the BOI Reporting Rule).

The Reporting Person for a transfer would be determined in one of two ways:

— A*“cascade method,” which would use a list of seven different functions that a real estate business may perform in a
sale or transfer of residential real property, with the reporting obligation for any sale or transfer applying to the
business that performed a function that appears highest on the list. The cascade would begin with real estate
professionals providing certain settlement services in the settlement process (in particular, those that serve as closing
or settlement agent or prepare a closing or settlement statement), followed by persons that underwrite an owner’s title
insurance, disburse the greatest amount of funds, prepare the evaluation of the title status, or prepare the deed
associated with the transfer.

— By written agreement among the real estate businesses that perform the functions described in the cascading list.

FinCEN has solicited public comment on the Proposed Rule generally (including its potential burdens), as well as the
scope of the rule and the information that must be reported. Stakeholders are encouraged to make their voices heard.

When is a Real Estate Report required?

Reporting Persons would be required to file a Real Estate Report within 30 days after the date of the property’s transfer
and would also be required to retain a copy of the Real Estate Report as well as other documents related to the
transaction for a period of five years.14

National lllicit Finance Risk Assessments

On the same day FinCEN announced the Proposed Rule, Treasury released the Risk Assessments, which identify the
most significant threats and vulnerabilities facing the United States through money laundering, terrorist financing, and
proliferation financing. The Risk Assessments are intended to help the public and private sector understand the current
illicit finance environment and inform their risk mitigation strategies. The findings of the Risk Assessments will inform
Treasury’s 2024 National Strategy for Combatting Terrorist and Other lllicit Finance, which Treasury will release in the
coming weeks.

The concerns identified in the NMLRA are consistent, at a high level, with those identified in the most recent iterations of
the reports released in 2022,1° finding that fraud, drug trafficking, cybercrime, human trafficking and human smuggling,
and corruption continue to generate the largest amount of illicit proceeds laundered through the United States. Consistent
with prior risk assessments, Treasury also highlighted the use of virtual assets, corporate entities, luxury and high-value
goods, as well as AML/CFT compliance failures by financial institutions as key money laundering vulnerabilities. As it has
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in prior NMLRAS, Treasury also highlighted vulnerabilities arising from the “the lack of comprehensive AML/CFT
coverage” in other sectors. Treasury called particular attention to vulnerabilities through the IA industry, foreshadowing
FInCEN's recently released proposed rule that would extend AML/CFT requirements to certain IAs (which will be
discussed in a forthcoming client update).6

Notably, Treasury also identified the lack of AML/CFT requirements for third-party payment processors, attorneys, and
accountants as significant money laundering vulnerabilities. Although there is no indication that Treasury intends to issue
rules extending AML/CFT requirements to attorneys and accountants (and legislation to that effect has stalled), the
NMLRA reflects Treasury’s increasing focus on AML/CFT compliance outside traditional financial services sectors and,
like the Proposed Rule, the potential expansion of AML/CFT rules to additional industries.
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If you have any questions regarding the matters covered in this publication, please reach

out to any of the lawyers listed below or your usual Davis Polk contact.
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+1 202 962 7068
kendall.howell@davispolk.com
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+1 202 962 7129
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+1 202 962 7156
paul.marquardt@davispolk.com
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+1 202 962 7012
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Charles Marshall Wilson
+1 202 962 7130
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This communication, which we believe may be of interest to our clients and friends of the firm, is for general
information only. It is not a full analysis of the matters presented and should not be relied upon as legal advice.
This may be considered attorney advertising in some jurisdictions. Please refer to the firm’s privacy notice for
further details.
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