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Introduction

This paper is a consultative document on proposds under consideration by the
Gowernment to amend the Money Laundering Regulations 1993 and 2001, in
order to:

o implement the requirements of the Second EC Money Laundering Directive
by including new professions and activities within the reguated sector

e consolidate, clarify and update the existing provisions of the 1993 MLR, with
some substantive changes where prablems have become apparent.

The first section of the paper outlines the new rquirements of the Directive,
discusses the main issues arising from the expansion of the regulated sector and

presents a risk assessment argung the need to widen the coverage of the
Regulations . Options forthe expansion of the regulated sector are presented with

an indication of the government’s preferred measures, and with some open
questions for the industries affected. A cost-berefit analysis follows, incuding a
projecton of compliance costs for the regulated sector arising from the
proposals. The second section of the paper highlights the main elements in the
revision ofthe existing Regulations.

Draft Regulations are included, and an address is provided for responses.



A) The Second European Money Laundering Directive

1. Issues and objectives

The European Parliament and the Council ofthe EU adopted the Second Money
Laundering Directive (2001/97/EC) on 4 December 2001 and the text was
published in the Official Joumal on 28 December. The Directive amends the
1991 Money Laundering Directive to introduce changes in two main areas:-

¢ [twidens the scope of predicate offences for which suspicious transaction
repors (“STRs”) are mandatory from drug trafficking to all serious offences

e |tbrings within the regulated sector the following “legal or natural persons
acting in the exercise oftheir professional activities™:

- Auditors, external accountants and tax advisors

- Real estate agents

- Notfaries and other legal professionals acting on behalf of their clientin
anyfinancial or real estate transaction (induding s pecific areas of
assistance defined in the Directive)

- Dealers in high-value goods, such as precious stones or metals, or works
of art, auctioneers, whenever payment is made in cash, and in an amount
of EUR 15000 or more;

- Casinos

Firms engaged in these areas of business will be required to maintain the same
systems for stafftraining, customer identification, record keeping and reporting of
suspicious transactions as are currently required of creditand financial
institutions underthe 1993 Money Laundering Reguations.

Member States are obliged to mplement the Direcflive in national law by 15 June
2003 atthe latest;in the UK, this will take place through a new setof money

laundering regulations replacing the 1993 and 2001 Money Laundering
Regulations. The UK system already meets the requirements of the Directive in
some respects. Under the new Proceeds of Crime Act, all crimes are predicate

offences for the purposes of money laundering, and since the 1993 Regulations
catch relevantactivities, UK professionals are alreadywithin the regulated sector

when theyengage in financial and investment activities.

The main change underthe Directive will therefore be the extension of the

regulations to a wider range ofbusinesses and professional activities thought to
be winerable to use bymoneylaunderers. This regime is designed to assist

authorities to detect, disrupt and deter money laundering and the underying
criminal activity. By requiring higher standards of due diligence across the
regulated sector, it will improve the intelligence available to law enforcement
agencies, and result in a higher number of criminal convictions, and a rise in the



amount of criminal assets confiscated. The government ako aims to ensure that
the regulations represent a clear, enforceable, and proportionate response to the
risks of money laundering in each of the specified sectors. Theyshould take into
account the possibility of com petitive distortion where different professions offer
comparable services, and aim to minimise the impact on small businesses and
consumers. The regulatons wil be kept under review to ensure thattheymeet
the government’s objectives as effectively as possible.

2. Risk assessment

Therisk posed bymoneylaundering s twofold: its facilitation of underying
criminal activities, and the threat to economic and financial activity when high
flows of laundered moneydistortnomal market incentives. Most crimes are
committed for financial gain, and the wlume of criminal assets laundered through
the UK each yearis undenlablylarge Recent estimates indicate that the value of
illegal drugs transactions in the UK could be up to £8.5 billion per annum’, with
direct losses from fraud totalling some £10.3 billion per annum?’. The human cost

of underlying criminalityis far greater: drug trafficking in particular has a
disproportionate effect on deprived communities and young people. Moreover,

comparatively small flows of money can facilitate serious offences: efforts to
disrupt the funding arrangements of terroristorganisations have led governments
around the world to strengthen their anti-money laundering regimes.

UK law enforcement officials report a growing trend of involvement in money
laundering (both intentionally and unknowingdy) of professionals and businesses
notcurrently subject to the 1991 Directive. As money laundering controk have
strengthered, so moneylaunderers have sought more sophisticated ways to

disguise the source of their funds. The Financial Action Task Force (FATF)
reports onmoneylaundering techniques, compiled by law enforcementagencies

around the world, demonstrate thatmoney launderers have progressed from the

more traditional financial instruments to other methods of “cleaning” tainted
funds.

A particular concern in this context is the low level of STRs made by those
lawyers and accountants with alegal or professiond obligation to maintain an
anti-monrey launderingsystem, and corresponding uncertaintyover their ability to
meet even their existing obligations. Statistics from the National Criminad
Intelligence Service (NCIS) show thatat present, only 3 STRs in 1000 come from
accountants and tax advisors, while lawyers account for only 10 to 13 ofevery
1000 reports. The fourth report of the Select Committee on International
Dewlopment underined this concern and called forgovemmentaction to
improve standards of due diligence in these sectors.

1Econom|cTrends ONS, July 1998
2“The Economic Cog of Fraud”, National Economic Research Associates, July2000



3. Options (bysector)
Lawyers, external accountants, auditors and tax advisors

The Directive requires us to regulate “auditors, external accountants and tax
advsors.... in the exercise of their professional activities”; and “independent legal
professionals, when they participate in any financid or real estate transaction
e.g.byassisting in the planning or execution of transactions for their client
concerning the
- buying andselling of real property or business entiies
- managing of dient money, securities or other assets
- opening ormanagement of bank, savings orsecuriies accounts
- organisation of contributions necessary for the creation, operation or
management of companies
- creation, operation or management oftrusts, companies or similar
structures”.

The main question for implementation arises from the wide range of activities in
which UK professionals are engaged, ranging from the core activities ofauditing

and accounts’ preparation to areas such as financial investigation, insdvency
work and general business advice. There is a considerable overlap between the
activities of qualified accountants and lawyers, and these professionals

frequently offer comparable services 1o those offered by management
consultants, insolvency practitioners, company formation agents, and other

unqualified practitioners. In this context, there appear to be three main options for
implementation.

Option 1

The regulations would cover firns andsole practitioners that are members of the
Institutes on the Consutative Committee of AccountancyBodies, the Chartered
Institute of Taxation, and otherrelevant professional organisations such as the

Association of Business Recowery Professionals. They would also cover qualified
UKlawyers when they assisted in the planmning or execution ofanyreal estate or

financial transaction, and in providing company formation or trustservices.

The main advantage of this approach would be thatit catches a discrete group of
qualified professionals, who are already required to meet certain standards of
competence and integrity, and are under the supenision of a recognised
professional body. There would be clear lines of communication to ensure thatall
those affected bythe Regulations coud access guidance on industrybest
practice, and a clear supervisory structure within the existing arrangements ofthe
SelfRegulating Organisations.

However, this approach would also carry substantial downsides. It would
introduce further competitive distortions where professiond firms offered services



equivalentto those of other, unregulated insfitutions. Nor would it cover foreign
professionals practising in the UK, without membership ofa UK self regulating
organisation. Moreover, the risks of money laundering taking place are no less
among unqualified practitioners. It would be counter-productive to create a
loophole for unscrupulous clients to turn to unregulated institutions, whomightin
anycase have fewer resources for compliance work, or to accountants and
lawyers who had been disqualified by their professional association.

Option 2

The regulations would cover the activities of providing accountancy senvces;
taxation advice; insolvency services; legal services in relation to any real estate
or financial transaction;and company formation or trust sernices. Their
application would be irres pective of professional qualifications. Anyone providing
sud services would be covered, including “lechnicians”, those who had been
disqualified by a professional association, and foreign practitioners.

This approach, which has been adopted in the draft Regulations, aims to meet
concerns over competitive distortion, and to ensure consistent treatment of

people offering equivalent professiond services in order not to create loopholes
for criminal activity. There is a question as to whether the regulatory burden will
hawe a disproportonate impacton smaller fims that are currentlyunregulated,

and do nothave well-developed compliance mechanisms. These firms mayfind it
more difficult to absorb new regulatory costs: and some unqualified practitioners

maynot already have the same expertise and training as qualified professionals
in detecting suspicious activity. Howeer, it can be argued that the obligations will
be proportionate to the risk thatsuch firms would otherwise be targeted by

money launderers, as itbecame more difficult for them to use the services of
qualified practitioners.

Under this option, monitoring of compliance by qualified practitioners would take
place within the currentsupenisory framework of Self Regulating Organisations

—the chartered accountancy bodies, the Chartered Institute of Taxation, and
other appropriate practitioners’ associations. There is no obligation at present on

those offering acamuntancy services to register or obtain the approval of any
licensing body, so there would be no formal supervision of unqualified
practitioners. However, all firms would be able to access guidance notes on best
practice; and law enforeementagencies woud have extensive powers to
investigate and prosecute breaches of the Regulations.

Option 3
A third possibilityis to build on option 2, strengthening enforcement of the

Regulations by requiring either all firms providing the services listed under option
2, or all those who were not already members of a recognised self-regulating



organisation, to register with a new supervisory authority. The supervisor would
hawe powers to monitor and enforce compliance with the Regulations.

The creation of a new supervisory authority would be a major step, anditis
arguable whetherthe risk of extensive money laundering taking place through
smdl fims in its absence would be significant enough to justify such a move.
We are also aware thatthis is one aspect ofa much wider question over
standards and supervision of unqualified practitioners, and it maybe premature
to introduce changes in the established supervisoryframework in res pect of
money laundering only, in advance of more general reforms. It appears
preferable to testthe effectiveness of existing armngements, and keep this
option under consideration in the longer tem.

The draft Regulations adopt the second option. However, the arguments for
the options outlined above are finely balanced. We would welcome comments on
the following points in particular:-

Q. Do the risks of money laundering, and the possibility of competitive
distortion, justify the inclusion in the regulated sector of accountancy firms

that are not members of a professional association?

Q. Are there other professional bodies or industry associations which
should be included in the list of supervisory authorities?

Real Estate Agents

The Directive’s requirement that estate agents be included within the regulated

sector reflects a body of evidence from law enforcement that many criminals
invest theirmoney in real property. However, in the UK, the money laundering

risks in this sector are mitigated by two factors. Firstly, the clientis usually the
vendor rather than the purchaser of property. Secondly, the estate agent does
notgenerally handle the client’s asses: the actual ransactions will be subjectto

scrutiny by otherintermediaries such as lawyers, banks and morigage lenders.
Moreover, most estate agents take careful steps to identifyclients for their own

business reasons, and we do not anticipate that the Regulations will resultin
significantextra costs for a typical business. We also expect thatany impact on
competition in this sector would be minimal.

This sector therefore presents a lower risk than others in the contextof money
laundering, and the government is not proposing that there should be a new
system to supenise compliance with the Regulations. It would, however, look to
industry associations to raise awareness of moneylaundering risks across the
sector, and develop guidance notes in consultation with HM Treasury.



Casinos

The Directive requires us to include casinos within the regulatedsectorand to
supplement the nomal identification requirements with an obligation to conduct
checks wherevera customer buys orsells chips with a value of 1000 euros or
more.

UK casinos already maintain anti-money laundering procedures broadlyin line
with the requirements ofthe Directive, under a voluntary Code of Practice issued
by the British Gaming Board. The main change required to comply with the
Directive will be to strengthen the identification procedures for guests, who can
currently be signed in bya member without the information being verified. It will
also be necessary to align reard keeping requirements with the 1000 euro
threshold in the Directive.

We expectthe effects ofthis requirement on competition to be minimal given the
relatively low additional costs of compliance.

Option 1

Casinos would be required to identifyany client who purchased chips with a

value of 1000 eums or more. This could be done either in the course ofgaming,
when it became apparent that the threshold had been reached, or as a standard

procedure for all clients who wished to use gaming fadilities .

This option follows the text of the Directive closely,and would allow casinos

maxmum discrefion in meeting their obligations. Casinos that had the ability to
monitor clients’ gaming closelywould be able to ask for identification documents

only from those clients who exceeded the 1000 euro threshold. This would mean
thatcasinos would not have to turn away clients without ID documents outright,
provided that their gaming remained at a low level. Howeer, the advice of the

Gaming Board is that few casinos would have the capacity to monitor clients’
activities insuch detail. In order to be sure that theywere compliant with the

Regulations, most casinos would still need to conduct identification checks on
entry to the premises.

Option 2

Casinos would be required to identify all clients before they were granted access
to gaming facilities.

This is the government’s preferred option. Given that 1000 euro is a relatively
low threshold forthe industry, and that guests are dreadyrequired to registerin
some form on entry to a casino, identification of everyone on entrance will
probably be the easiestroute to compliance. One concern expressed bythe



industry had been that clients who did not intend to game, and thus did not pose
anyrisk, might be deterred by the need to produce identificaton documents.
Under this option, identification would be required before access to gaming
facilities was granted, but casinos would still be able to make a distinction
between dients who intended to game, and those who only used the other
facilities.

Dealers in high value goods
The Directive requires us to bring within the scope of the regulations

“dealers in high value goods, such as precious stones or metals, or works of art,
auctioneers, whenever payment is made in cash, and in an amount of 15000
euros ormore”.

This provision is intended to address the risk of criminal assets being transferred
through the purchase of physical goods, rather than through monetary or

financial channels. The Directive has identified certain high-risk areas, with the
implication that these should be covered as aminimum. However, the precise

definition of “dealers in high value goods” is at the discretion of Member States.
Option 1

The Regulations would cover dealers in certain “luxury goods”, including the
areas of business specified in the Directive. These businesses would be required
to appointa money laundering reporting officer and provide training for staff.
They would be required to identify customers, report suspicious transactions, and

retain records only where a transaction or linked transactions involved cash
payment above the value of 15000 euros.

The assumption underlying this option would be that certain goods are especidly
attractive to criminals, as being of high and stable value, and easilyconverted or

sold on ata laterdate. The regulations would accordinglytarget those goods that
had been identified as “high-risk’. Amajor disadvantage, though, is that any such

list would necessarily be an arbitraryone. If regulations were tightened in areas
perceived as high-risk (currently including dealers in precious metals, fine artor
luxury cars), money launderers would simplytransfer their activity to a new area

which fell outside the regulatedsector. Itcould also have a negative impact on
competition if some high-value goods were covered butnot others similar in
nature.

Option 2
Anydealerin goods who was willing in principle to acceptcash aove the value

of 15 000 euros would be required to register with HMCustoms and Excise as a
“high value dealer”. The dealerwould then be required to appoint an MLRO and



train staff. He would be required to maintain identification, record keeping and
reporting procedures only in respect of cash payments above the 15 000 euro
threshold. It would be an offence to accept such a payment prior to registration
with Customs, who would have powers to monitor and enforce compliance with
the Regulations.

This approach, the government’s preferred option, recognises thatthere are
money laundering risks inherent in any large transfer of cash, irrespective of the
type of goods purchased. However, itallows dealers to make a business decision
as o whether the benefits of accepting occasional large cash payments justify
the costs of registration and due diligence procedures. It avoids the need for
dealers engaged in very few high value transactions to maintain costly
compliance procedures, provided thatunregistered businesses accept the
limitation on accepting large volumes of cash. They would be free to accept
payment by cheque or in electronic fom.

While the cost of compliance may hawe a greater impact on small businesses

due to the registration fee (other costs would be largely proportionate to firm
size), such costs would be reltivelysmall,and it would be opento all firms to

choose not to accept large cash payments rather than register.
Option 3

A more radical approach would be to prohibit the use of cash in transactions
above a certain value, following a model already established in other Member
States (eg France and ltaly). The use of cash would thus be limited to
transactions below the threshdd of 15000 euros.

The main advantage of this overarching requirement would lie inits clarity. It
would apply to everyone inthe UK, so would not lead to arbitrary application,
competitive distortions, or indeed anyregulatory burden, other than the obligaton
to refuse large payments made in cash.

However, it would go beyond the requirements of the Directive to introduce a
significantchange in the definiton of legal tender. In particular, itmakes no
concession to the fact that certain groups are accustomed to making laige
payments in cash for perfectly legitimate puposes — forexample, in the
agricultural sector, or in certain ethnic communities. Noris it atall clear that it
would be effective in preventingmoney laundering: it would be difficult to detect
breaches of the restriction, and easy for launderers to “smurf’ below the
threshold, with no fear of a report being made to NCIS. On balance, itappears
preferable to allow both businesses and consumers the option ofusing cash for
any value of transaction, provided that appropriate procedures are maintained.

Q. Do youagree that it is preferable for businesses to have a choice as to
whether they accept cash payments in high value transactions?



4. Issues of Equity or Fairness

The government's proposals do not raise any significant issues of equityand
fairness. The Directive is narrowly focussed on businesses and professionals
and the Regulations, covering equallyall firms engaged in particular activities,
are intended in part to reduce existing unfair competition. Customers affected are
unlikely to be members of a wulnerable group, and the only directimpact on them
will be a requirement to identifythemselves in certain circumstances.

5. Benefits

The primary aim of these measures is to deter criminals from using UK
businesses as conduits to launder their proceeds; and so to change the
economics of crime by increasing both the costs and the risks of laundering.
Criminals will be forced to use new, more circuitous routes to hide the origins of
assets; reducing the profits available fom crime, and the amount available to

investin ongoing criminal activities. However, it is difficultto quantify the
deterrent effect of ant-money laundering procedures on criminal activity, as they

cannot be viewed in isolation from other law enforcement measures or indeed
other changes insociety. The main intermediate, quantifiable benefits ofthe
proposed options would be an improvementin the intelligence available to law
enforcement and prosecutors, with a resultantincrease in-

1) suspicious transaction reports received from businesses newly included
within the regulated sector, and in particular from lawyers and accountants

2) criminal convictions resuting from these reports

3) thevalue of criminal assets confiscated

Itis important to note that increases in the number of convctions and
confiscation orders will not be the strongest indicator of proposals’ success. The
government’s objectives will also be promoted by disrupting and deterring

criminal activity, neither of which will lead to convictions or confiscations. As with
other law enforcement measures, it is certainy not necessary thatanti-money

laundering regulations be selffunding. Ultimately, the increase in the number and
quality of STRs will provide the bestsingle measure of success.

Statistics provided by the National Crminal Intelligence Service show that
businesses in the relevant sectors made the following number of STRs in 2001-2.

Sector 2001 2002

Solicitors 316 STRs from 173 fims [ 281 STRs from 159 fims
Accountants 74 STRs from 38 fims 83 disclosures from 40 fims
Casinos 305 STRs from 16 casinos | 393 STRs from 12 casinos
Estate agents 2 STRs from 2 fis 3 STRs from 3 fins

High value goods | 100 STRs from 6 fins 82 reports from 9 firms




These sectors account for a small proportion of the total of repors received
(approximately 35,000 STRs were received in 2001 and the figure is expected to
rise this year). Given the volume of financial flows handled by these businesses,
especiallyin the law and accountancysectors, it is likely that many cases of
money laundering are not being reported; whether because fims do notmaintain
anti-monrey laundering procedures that would alert them to suspicious
circumstances, or because they do not consider that they have a duty to pass on
sud suspicions. Before the 1991 Money Laundering Directive was adopted,
esfablishing the current requirements on the financial sector,the number of
disclosures to NCIS stood at 2,000 in 1990. In 1994, when the UK Money
Laundering Regulations came fully into effect, this numberhad risen to 15 000
disdosures. This experience indicates thatthe extension of the Regulations
non-financial professions and businesses & likelyto resultin a significant
improvement in the intelligence available to law enforcement.

6 Compliance costs for businesses, charities, and voluntary organisations
6(i) Business sectors affected

The Regulations are notexpected to have animpact on charities or voluntary
organisations. They do not imply any multiplication of reguatory costs stemming

from the Proceeds of Crime Act or anyhidden costs for the existing regulated
sector.

The Regulations will hawe an effect on all casinos and real estate agencies
operating in the UK. As regards legal and accountancy services, the Regulations

would affect either (under option 1) qualified professionds, including lawyers,
accountants, tax advisors and insolvency practitioners, or (under options 2 and

3) all firms providing legal or accountancy services, including unqualified
practitioners, company formation agents and trust service providers would be
affected.

The options relating to dealers in high value goods are more complex. Under
option 1, auctioneers and dealers in precious metak, jewellery, arts and
antiques, cars, and other luxurygoods would be affected. Under option 2,
dealers in any type of goods would be required to make a choice as to whether
theyaccept cash payment above a threshold of 15 000 euros. Those who accept
sudch payments would be covered by the regulations, but this is likely to be a
relatively small number. Underoption 3, the only cost would be the potential loss
of business due to the obligation to refuse high value payments in cash;but this
would represent a majorlimitation on the use of cash as legal tender.



6(ii) Compliance costs for a typical business
Accountancy and legal services

Approximately 65,000 fims operate in the UK in proving auditing, book-keeping,
tax consultancy and other accountancy services. Approximately 22,000 of these
are members of the CCAB bodies. Over 100,000 qualified solicitors are members
of the Law Societies of England and Wales, Scotland and Northern Ireland. Many
law and accountancy firms, including most of the major players, are registered to
carry on investment business, and are thus dreadysubject to the Money
Laundering Regulations. Manyother businesses already have extensive systems
in place pursuantto a code of conduct, and could therefore comply with the
regulations with minimal additional cost.

Estimates from the Law Society indicate thata medum sizd firm (10 partners
and 20 associates) whose system was not yet substantially in compliance with
the Regulations would incur the following costs -

Training: 1 day peryear for the Money Laundering Reporting Officer (£1000) and
2 hours training session for each fee earner every 3 years (£300 per person)

Reporting system: ongoing monthlycosts of £1000

Storage costs: mnimal. Solicitors typically keep client files for a minimum of 6
years and other affected sectors keep clientrecords for taxor business reasonrs.
Total annual cost: £16 000

Total sector costs (excduding fims that are already com pliant)

Option 1: Assuming thatan additional 5,000-10,000 legal professionds and

10,000-20,000 accountants (equivalent to 500-1,000 medium-sized firms) would
become suwbject b the Regulations, total sector costs would be in the range of £8

million to £16 million.

Options 2 and 3: In addition to the firms covered byoption 1, approximately

43,000 fims of unqualified practitioners woud be covered by the Regulations.
However, many of these would be much smaller than the average firm outlined

above, and the sector includes a large number of sole practitioners. Assuming an
average fim size of 4 practitioners, and using the Law Society estimates above,
we estimate average costs to be just under £3000 per firm. This would imply
total sector costs in the range of £130million to £150 million.

Estate agents

Minimal costs as few estate agents handle dient monies or are involved in
clients’ financial affairs. Most, on the other hand, already take steps to identify
clients, and keep records of their details, so there would be no significant
additional storage costs. The regulatory impact is therefore likelyto be limited to



training requirements and setting up systems for reportingsuspicious
transactions.

One-off costs of 1 day training for a Money Laundering Reporting Officer in a
notional fiim employing 5 people, and establshing a reporting system: £500
Ongoing costs of refresher training and reporting activities: £500 per year

Assuming 10,000-15,000 businesses, total sector costs would be in the range of
£10million - £15million per year.

Casinos

Minimal compliance costs as casinos are already broadly compliant with the
requirements of the Regulations, under the code of conduct agreed with the
Gaming Board. More stringent identification checks for customers and guests
mayincursome Imited costs in lost business, but the main training and reportng
costs are dreadyincurred as part of the criteria for holding a gaming licence.

Dealers inhigh value goods

Minimal compliance costs whichever option is adopted. Under option 3, there
would be no regulatory costs. Under options 1 and 2, the identification, record

keeping and reporting requirements would only apply to one-off ransactions
where payment abowe the value of 15,000 euros was accepted in cash. Itis likey

thatthis will occur very infrequently. Moreover, training requirements would be
less costlythan for other sectors, as the nature of transactions and the
corresponding risks of money laundering would not be complex. Costs would

therefore be limited to training (£250 fo train one Money Laundering Reporting
Officer) and the fee for registration with HM Customs (estimated at £100),

totalling £350 perannum.

There is noindication as yet ofthe number of firms that would choaose to register

with Customs as “high value dealers” underthe semnd option. Itis not therefore
possible to provide a comparison of total sector costs.

Consultation with small business

Typical small businesses affected by the proposal include firms of solicitors and
accountants, and real estate fims. Representatives of these sectors, while
expressing concerns over the costs of implementation, have been broadly
supportive of its intention. Industry associations hawe stressed in particular that
theywish unqualified practitioners to be subject to the same requirements as
qualified professionals, so thatunregulated competitors do not gain an unfair
competitive advantage.



Other costs

Other coss will be incurred bythe government in processing and following up on |
an increased number of UK and EU STRs resulting from the new requirements.
However, the National Crimind Intelligence Service has already received
additional resources in the context of related measures in the new Proceeds of
Crime Act, increasing its capadty to process STRs.

Results of consultation

The Treasury published a partial Regulatorylmpact Assessmentassessing the
impact of measures in the draftDirective, and responses from UK businesses
were factored into the negotiations on the final text. In March 2002, the Money
Laundering Advisory Committee (which includes representatives of government
departments, law enforcementagencies, regulators, consumers and industry
associations) disaussed initial options for the Directive’s implementation and
confiimed its broad support for the approachsuggested. The Treasury has also

established a working group on implementation of the Directive, including a wider
range of interested parties. The main recommendation of that group, atan initial

meeting in July, was that concems ower competitionshould be taken fully into
acoountin any consultaton on the revised Regulations.

Summary and recommendation

In relation to law and accountancy senices, the second option offers the widest
coverage of businesses at risk from money launderers, and will thus maximise

the benefis to law enforcement. This option also presents a level regulatory
playing field across the sector, minimising the impact of the measures on

individual businesses. The third option, establishing a newsupenisory
mechanism for the sector, would incur significant costs, and itis not clear at
present that the benefits in terms of crime reduction would be significantly greater

than underthe second option. While this option should be kept under review, the
government’s initial preference is to supervise compliance through existing

structures of selfregulation, with additiond checks by law enforcement agencies
where appropriate.

The options for identification procedures in casinos are neutral as regards both
regulatorycosts and benefits to law enforcement: however, the second option is
reconmended, as being easierto implementreliably. As regards high value
goods dealers, the government recommends the second option: this will target
the risks associated with high wlumes of cash, whie allowing each business to
choose whether it wishes to take on those risks and accept a proportionate
regulatoryburden.



Enforcement, sanctions, monitoring and review

Itis an offence underthe 1993 Money Laundering Regulations for a fim who
performs relevant finandal business not to maintain proper money laundering
procedures. The maximum penalty is two years imprisonment and/or a fine.
Under the 2001 Regulations, Customs may impase a penalty of up to £5,000
where a money service business fails to register, pay the relevant fee, or provide
supplementary information/access to information where requested.

These sanctions will be retained in the revised Regulations. High value dealers
will be subject to the same penalties as monrey senice businesses for failure to
register with Customs. The final version of the Regulations may introduce a ciwil
penalty regime in respect of breaches for which, under the 1993 Regulations,
there is currently onlycriminal liability. This is discussed in more detail in the
following section.

The effectiveness of the Regulations will be kept under review: in particular we

will consider whether more formal supervisory arrangements would be
appropriate for firns subject to the Regulations, butnot yetmonitored byany

supervisory bodyor selfreguating organisation.



B) CHANGES IN THE 1993 REGULATIONS

The governmentintends to take this gpportunity to consolidate and redraft the
text of the 1993 Regulations, in the interests of clarity, and to ensure that all
references are consistent with recentlegislation. More substantiwely, the revised
Regulations revisit a number of points where problems in the existing provisions
had become apparent. However, it is not expected that these changes will have a
significantregulatory impact on businesses dreadysubiject to the requirements
of the 1993 Regulations. This section of the consultation document therefore
highlights and explains the main changes arising fram the revision of existing
provisions: technical comments are ako welcomed on anyfurther points arising
from the draft Regulations.

Consistency with the Proceeds of Crime Act

Section 330 of the Proceeds of Crime Act 2002 (POCA) provides thatitis an
offence for someone working in the regulated sector not to make a report when

he has knowledge, suspicion, or reasonable grounds to suspect that money
laundering is taking place. A court considering this offence is required to take into

accountsteps taken to complywith relevantguidance issued by a supervisory
authority or other appropriate body and approved by the Treasury. The 1993
Regulations provide that a court may take into account compliance with such

guidance, when considering charges that a person conducting relevant financial
business has failed to maintain the systems required under the Regulations. We

propose to align this provision with the wording of the POCA, creating an
obligation on the court. Guidance notes could be submitted to a Treasury
Minister for approval, and if this was granted, they would have the samestatus in
relation to both primary and secondary legislation.

Deletion of regulation 8, the “postal concession”

Regulation 8 of the 1993 Reguations defines a limitedset of circumstances, in

which payment from an account held in a customers name at a bank or other
credit institution may be capable of constituting the evidence ofidentityrequired

under regulation 7. The principle is that a client and his money must undergo due
diligence procedures on entering the financid system, butthat “double due
diligence”is unnecessary. The concession is thus limited to accounts where

paynentmay be made only to the account holder; it is further confined to
circumstances where it is reasonable to payvia post/phone/electronic means;

and where there is no suspicion ofmoney laundering. The complexity of the
regulation appears to have led to misinterpretation. The following are some ofthe
difficulties which have become apparent:

- The “concession” carries risks of moneylaundering if used
indiscriminately



The term “relevant account” ensures that the postal concession can only be used
to open a limited account (allowing payments only back to the account holder).
With Regulation 8 as itstands, identification has to occur at leastonce in the
system: this provides a deterrent to the “placement” of criminal funds, although
multiple hurdles, with identification ateach bank, would be more reliable.
However, there is no such limit to the number of accounts that could be opened
in reliance on the concession. Since only the payment that opens the account
must be debited rom an account at a credit institution, a criminal could use the
concession to open a network of accounts through which to deposit and move
around money. The bank relies on the identification procedures of another, and is
unable to \erify any KYC information it does have againstdocumentary
evidence. Without an accurate client profile, the bank would find it difficult to
detect suc “layering” activity.

- It has a tenuous basis in the Directive

The Directive provides a similar concession in respect specifically of insurance
policies, a far more limited category. If regulation 8 were drafted as an absolute
exemption from the identification requirement, it would be difficult to argue thatit
was compliant with the Directive. However, regulation 8 uses the words “...shall
be capable of constituting the required evidence ofidentity”. This is notan
exemption from Reguation 7 perse. It means that a paymentdebited from a
credit institution may assist in the cumulative process of identification. As such,
payment debited from a credit institution mayfunction as the “supporting
evidence”that is referred to in Article 3(1) of the Directive.

- It adds nothing to the terms of regulation 7

Regulation 8 does not provide a blanket exemption or in any waydilute the terms
of regulation 7, under which itis at the discretion ofthe financial nstitution or
employee to decide what constitutes “satisfactory evidence” of a client’s identity.
It does notguarantee that such evidence of identitywill always be sufficientin the
specified circumstances — responsihility remains with the individual institution to
judge what constitutes satisfactory evidence. The fact that payment is debited
from an account in the accountholders name at a credit institution might satisfy
the institution concerned, but ifnot they should continue with identification
procedures in acaordance with Regulation 7.

In the lightof these arguments, we intend to delete regulation 8 in the revised
Regulations. The idea undenying the currentconcession, that a payment debited
from a credit institution i useful for identification purposes, remains valid and
maystill apply in certain circumstances. However, we feel that removing the
apparent concession will clarifythe responsibility on firms and individuals in the
regulated sector to decide what form of identification is appropriate to the risks of
their own business.



Exemption from identification procedures for business introduced by a
regulated person

The 1993 Regulations provide an exemption from identification procedures
where there are reasonable grounds for believing that the applicant for business
is arelevant financial business or is otherwise governed by the Money
Laundering Directive. An exemption s not available at present to non-EEA
institutions, incdludng those based in countries with equallyhigh regulatory
standards. This constitutes an unnecessary competitive distortion. The draft
Regulations therefore extend the exemption to credit or financial institutions
which are regulated by an overseas regulatory authority and based in a non-EEA
country whose law contains caomparable provisions to those contained in the
Money Laundering Directive.

Treasury power to prohibit business relations with a Non Cooperative
Country

The draft regulations indude a new provision allowing the Treasury to prohibit
anyperson subject to the Regulations from conducting relevant business with a

person based in a country to which the Financial Action Task Force has decided
to apply countermeasures. This power is intended for use only in the last resort,
where a country has nottaken action in response to being listed as non-

cooperative in taking measures againstmonrey laundering, and has not
responded to approaches by the FATF to help the countrycome into compliance.

In such circumstances, the FATF applies a first stage of countermeasures: the
country is subjected to additional scrutiny on its financial and, possibly, non-

financial transactions and is given further time to comply with international
standards. Onlyifthe country refused to take steps to become compliant would

the FATF move to the final stage of countermeasures, inwlving the restriction or,
possibly, total prohibition on financial transactions with indviduals and institutions
based in that country.

To date the FATF has listed a number of countries as non-cooperative. Amost all
countries have responded byentering into dialogue with the FATF on ways to
become compliant and several have as a result of those efforts been taken off
the list. In only one case (Nauru) has the FATF found it necessary to apply the
firstset of countermeasures and impose some requirements for additional
scrutiny. In the UKthesemeasures have been applied through guidance. So far,
no countries have beensubject to the final stage of countermeasures and the
expectation is that this would only happen where the country was a clear money
laundering risk and was doing nothing to comply with intemational standards. In
sud cases, which we would expect to be exremelyrare, to protect the integrity
of the UK financid system itmay be necessary to place serious limits orewen
prohibitions on any transactions with that country.



Civil Penalties

The governmentis also considering the possibility of introducing civil penalties
for breaches of any of the Regulations by institutions supervised by HM Customs
and Excise. The intention would be to provide a more flexible and proportionate
enforcement regime, consistent with the aim of “light touch” regulation in the
sectors forwhich HMCE are responsible. As civil penalties are simpler to apply
than criminal sanctions, a civil regime would also provide a more effective
deterrent fo firms with weaknesses in their anti-money laundering procedures. It
would also improve consistency in enforcement across the regulated sector,
introducing a parallel to the FSA’s powers to enforce their Rules. However, there
mayalso be some increased costs to industry. This proposal is not yet reflected
within the draft regulations, butmay be included when the Regulations are
finalised.

Inclusion of originator information on money transfers

The draftregulations do not at present include measures on which the
government consulted earlier this year, relating to the inclusion of originator

infoomation in money transfers. However, we are currentlyconsidering industry
responses to that consultation, and subject to the outcome ofdiscussions in the
FATF, those measures may be finalised and included in a consolidated text when
the Regulations are laid.

Exemption from registration requirements

The Post Office provides a wide range of senices, including bureau de change

andmoneytransmissionservices. These activities fall within the definition of a
money sernice business underthe Money Laundering Regulations 2001, and

many Post Offices are therefore required to register with HM Customs and
Excise. Howeer, a particular concem i that the activity of cashing benefits giro
cheques would at present trigger the registration requirement and the

accompanying fee. As these instruments cary minmal risks of money
laundering, and there is a strong public interest in all Post Office branches

continuing to offer this service, we are considering exempting cashing of benefits
giro cheques from the registration requirement. Post Office branches offering
other relevant senices would still be required to register with HMCE.

Timing
The intention is to lay new Regulations following a three month consultation

period. It is anticipated that the new Regulations will come into force on 1% June
2003.



Comments
Please send comments by 14 February 2003 to:

Regulatorylmpact Assessment
The Financial Crime Branch
HMTreasury

1 Horseguards Road

London SW1A2HQ

Email: fincrime.branch@hm-treasury .gov.uk

This document is also available on the HM Treasury website atwww.hm-

treasury.gov.uk



