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1.
Real Estate Transactions

1.1
Assume a traditional transaction where the client is acquiring a commercial property, perhaps from a related entity.  The price is nominally/materially/excessively greater than the apparent market value (based on comparable sales and/or the assessed value of the property).  The source of funds for the buyer may be from an offshore or international bank, or perhaps a non-traditional lender.  There is no indication of where or what the seller intends to do with the proceeds (for example, it is not immediately reinvesting the proceeds through, say, a 1031 like-kind exchange transaction).  Should any of these facts should constitute “suspicious” circumstances?

Alter the scenario to provide that the lending source is:  (a) a foreign government agency; (b) a legal entity formed under the laws of Great Britain/France/Germany or other traditional ally of the United States; (c) a Chinese/Russian/Soviet/Indian SR entity; or (d) a legal entity formed under the laws of Saudi Arabia/Egypt/Cayman Islands/Columbia/Sudan/Yemen or Pakistan.

Alter the scenario to provide that: (a) the purchase price for the property is commercially reasonable; (b) the attorney representing the buyer is a solo/small firm practitioner from Orange County, California; (c) the attorney representing the buyer is a 15 year partner in a major New York City law firm with several international offices; or (d) the buyer is a United States-formed entity.

What if the entity is made up of one or more constituents and/or sub-constituents who are individuals or entities who are non-United States individuals or entities (and how is the attorney supposed to know that fact)?  Is the attorney required to inquire into the nature and identity of all constituent entities of its client?  What liability will there be to the attorney who does not so inquire or fails to discover that one of those sub-entities is thereafter determined to be an entity sought by the government as a money-laundering entity?  What if the deal is only proposed and not consummated?  What if the attorney is only consulted on the structure and was not asked to complete the deal?

How is the individual attorney supposed to determine what is “suspicious”?  How can the government determine what is a reasonable level of inquiry?  Is the attorney required not to proceed with representing a potential client if the attorney is unable to perform certain preliminary “due diligence” inquiries mandated by the government?  What is the legal basis for the government’s requirement mandating such investigation?  How will the government monitor and enforce these due diligence investigations?  Will the attorney be permitted/required to tell the client/prospect that the attorney may be required to report to the government certain information on the client/prospect?  What client is going to consent to representation under these terms, or even comply with the initial attorney inquiries?


1.2
A solo real estate practitioner in Iowa represents clients in residential real estate transactions.  These services include a review of the contract of sale for the home and a review of the loan documents, and the lawyer provides legal advice to the client on these matters.  To facilitate these types of transactions and to provide an additional level of service to the lawyer’s clients, the lawyer also offers title insurance services.  The lawyer, who operates as an agent of a national title insurance company, performs title examinations, prepares title commitments, and causes the issuance of title insurance policies to the homeowner client and that client’s lender.  In performing the title-related services, assume the lawyer is not providing legal advice to the client.  Assume further that the lawyer obtains information from the client or otherwise while providing the title-related services that suggests that the client may be engaged in money laundering activities.  Under the EU Directive approach, would the lawyer be required to file a suspicious activity report with the applicable authorities?  How can one readily distinguish information that is obtained in providing legal advice from information that is obtained while providing other services (i.e., title-related services) integrally related to that lawyer’s practice?


1.3
A real estate lawyer obtains a referral from an accounting colleague to represent a new client in the formation of new entities.  The new client, who has a Middle Eastern name, directs the lawyer to form five domestic limited liability companies.  When asked about the purpose of the formation of these entities, the client is vague and evasive but remarks that they will be used for real estate investments.  The lawyer nonetheless prepares the formation documents and submits them for filing with the applicable governmental authority.  The lawyer has no further contact with the client.  Under the EU Directive approach, would these facts trigger a requirement that the lawyer file a suspicious activity report with the applicable authorities?  What level of due diligence should the lawyer perform on the new client?  Should the lawyer be required to decline the engagement if the client does not appear to be totally forthright about the purpose of the formation of the entities?  Would a client with a non-Middle Eastern name change the result? Would the result change if the new client with a Middle Eastern name is not well known in the attorney’s community?  Would a request to form multiple legal entities arouse the requisite suspicion?  Should the engagement letter indicate that the lawyer may have a duty to file a suspicious activity report based on certain activities of the client?  Would the creation of these entities constitute a “financial transaction” under the EU Directive?

Alter the scenario to provide that the new client with a Middle Eastern name has, as known/disclosed partners/participants in the new transactions, non-Middle Eastern-named individuals known to and believed by the attorney to be reputable individuals.

Alter the scenario to provide that the new client, with or without a Middle Eastern name, indicates that he or she has lined up investors who wish to be silent investors or only involved as assignees of beneficial interests (a not-uncommon practice) and therefore feels no need to disclose their identities to the attorney (or else indicates that the beneficial interest or trust relationship with those investors is already established and therefore outside the purview of the attorney’s requested area of representation).


1.4
A real estate lawyer has represented a client for 20 years in various real estate projects.  The client appears to be a model citizen, but rumors have recently circulated that the client may have a son who is involved in illicit drug activities.  The client requests that the lawyer represent the client in the purchase of a $500,000 second home for the client.  The client indicates that the purchase will be made on an “all cash” basis and that no loan will be needed.  The lawyer is somewhat surprised by this revelation, primarily because the client’s existing home is worth about $150,000 and it is the lawyer’s impression that the client’s current income and investment profile do not appear to support a cash acquisition of that magnitude.  Under these facts, should the lawyer have an obligation to inquire how and where the client has obtained the cash?  The lawyer knows the client will likely take umbrage at such an inquiry given the lengthy relationship between the two.  Should the rumors about the client’s son lead the lawyer to conclude that the client is attempting to launder the son’s drug proceeds?  Should the lawyer have an obligation to file a suspicious activity report with the applicable authorities?  If so, can the lawyer tip-off the client that the lawyer will file such a report?  

Alter the scenario to provide that the attorney knows the client (father) has a business that has been known, in good years, to be very profitable and that reasonably would be considered a source for some, if not all, of the purchase price.  Also, suppose the father/client indicates he is making a gift in connection with this transaction and is/is not prepared to file a gift tax return?

How do these various facts affect the attorney’s obligations with respect to due diligence and “suspicious activity” reporting under these scenarios?


1.5
Will any real estate transaction involving international or foreign clients give rise to a reporting requirement?  Investments made by foreign entities or persons may be wired to the law firm’s trust account and then disbursed to the ultimate recipient once all closing conditions have been satisfied.  The lawyer may not know the source of funds until the day of closing.  

2.
Probate and Trust Transactions/Engagements

2.1
A lawyer in Kansas is retained by a client to draft a will containing certain bequests to non-resident aliens and foreign charitable foundations.  What due diligence is required to ensure the funds are not going to a terrorist or organization supporting terrorists?  What if you know your client is a devout Muslim and the donees are Middle Eastern individuals/organizations?

2.2
Assume you are appointed the executor of the client’s estate.  Upon the client’s death you are responsible for gathering all his assets and administering the estate in accordance with the client’s will.  You discover the existence of a foreign bank account.  Putting aside the tax issues relating to nonreporting, etc. what duty will you have to file a SAR?  Will you be prohibited from tipping off the co-executor?  If you do not know the source of the funds what obligation do you have to inquire thereto? 

2.3
A client engages you to set up an offshore company and make an introduction to several foreign banks.  The client informs you that the purpose of the company is to conduct business overseas.  What obligations do you have to inquire further as to the nature of the business activities?  What if, subsequent to forming the company, the client transfers funds thereto without your knowledge?  What is your obligation if the client then returns to your office several years later and informs you that he has not reported the income earned offshore and asks for your advice and assistance in “cleaning up the mess.”  Would the obligation to report be different if you didn’t represent the client initially and the client learns of you through your website?  What if he is of Middle Eastern origin?  Would there be less concern if he was referred to you by a reputable U.S. banker or CPA?  What if he was referred to you by a foreign banker or attorney?

2.4
A U.S. resident wishes to engage you to draft and assist in the implementation of an offshore trust and foreign company for asset protection purposes.  After ascertaining that the transfers to the trust would not be in fraud of creditors and determining the source of the proceeds are not likely from specified unlawful activities as defined under the Money Laundering Control Act (18 U.S.C. § 1956, 1957)  you agree to be retained. What additional due diligence steps must the lawyer undertake to ensure that these activities do not involve money laundering?  Would there be a greater concern if the client was of Middle Eastern origin?  Would filing a SAR be violative of the client’s confidence?  What if during the consultation, the attorney informs the client that the implementation of such structure requires reporting to the government?  It should be noted that under present law, the creation of a foreign trust by a U.S. taxpayer or transfer of funds thereto requires disclosure thereof to the IRS on Form 3520.

2.5
A non U.S. taxpayer wishes to engage you to assist with creating a structure to hold U.S. assets without adverse tax consequences.  You advise the client to establish a foreign company and foreign trust and the client retains you to do so.  What due diligence and reporting is required as to the origin of funds?  If the client informs you that his home country is not aware of these assets and he does not wish the U.S. government to know who the beneficial owner is (because there is an exchange of information treaty between the countries) can you represent him?  What if he is a domiciliary of Saudi Arabia or Sudan?  What if he is a citizen of the U.K., temporarily residing in the U.S., and wishes to establish the trust before he returns to the UK, which trust will allow him, under U.K. law, to avoid income and inheritance tax for a period of time.

2.6
A non-U.S. client with U.S. beneficiaries asks you to draft a trust and act as a trustee thereof.  Is the attorney required to investigate the source of the funds and perform due diligence on the beneficiaries?  What if the beneficiaries were non-U.S.?  What if the settlor was U.S. and created a trust for non-U.S. beneficiaries.  What if those beneficiaries were citizens of certain Middle Eastern countries or South Africa or Hong-Kong?

2.7
What if the Client in the above examples simply requests advice? Will the reporting requirements exclude providing legal advice?  If not, then isn’t the lawyer under a duty to advise the client prior to any discussion that he may be required to report certain information to the authorities?  Won’t this have a chilling effect on the ability of individuals to obtain legal advice?

3.
General Practice and Tax
 

A Law Firm is contacted to represent a foreign charity in connection with its solicitation efforts in the U.S. The charity is dedicated to providing relief to poor people in Pakistan and other countries in the same region. The charity provides information describing the local relief organizations that are recipients of the contributions. The legal advice will consist of ongoing general legal advice, as well as advice on U.S. tax laws, registration with the IRS, establishment of bank accounts and laws governing solicitation methods. The Law Firm is paid out of the charity's assets and revenues.  The Law Firm conducts reasonable due diligence (bank references, etc.) to determine that the organization is a bona fide charitable organization, has reputable management and is audited by a reputable CPA firm.  

The Law Firm provides ongoing legal advice to the charity and has no knowledge that the charity is engaged in illegal activities; at no time is the law firm requested to assist the charity in any activity the law firm knows is illegal.  As part of its representation, a lawyer in the firm is listed as an authorized signer on bank accounts in order to facilitate funds transfers from the U.S. to the charity’s home office in Pakistan.  Some months later, a lawyer at the firm receives a call from [a U.S. government employee][a lawyer in Pakistan] not for attribution that the charity may be involved in money laundering involving transfers of funds from drug trafficking, but no hard evidence is provided and the charity is not on any known "blacklist".  Later allegations to this effect surface in the press; the IRS announces it will reconsider its approval for the charity.  The charity denies these allegations and requests the firm to advise it how to deal with the press, the IRS and other government agencies.

In the course of representation the manager of the charity complains to the lawyer that the U.S. Treasury Department (OFAC) has included a local Saudi relief organization on its list of narcotics organizations.  The manager claims the determination is unfair because the Saudi organization provides assistance to handicapped persons and the manager asks if there is any way for the charity to send funds to the Saudi relief organization.  The lawyer advises that such transfers would be illegal and advises the charity not to effect any such transfers.  The charity does not request further advice on this question.   From time to time the charity requests the lawyer to order the bank to make wire transfers from its account to bank accounts overseas including Bank of Pakistan.  The lawyer has no knowledge that any funds are going to any narcotics organization on the OFAC list. 

The IRS initiates an inquiry into whether the charity should retain its charitable status and the Department of Justice initiates an investigation into whether the charity is involved in money laundering.  The law firm is requested to represent the charity in connection with the investigations.  In the course of the lawyer’s interviews with officers of the charity related to the investigations, an officer mentions to the lawyer that the charity had been able to effect transfers to an entity on the OFAC list by sending the funds to its account at the Bank of Pakistan and then routing funds to the “blacklisted” entity. The lawyer had in fact initiated the funds transfers to the Bank of Pakistan at the charity’s request without knowing at the time the funds would be transferred to an entity on the OFAC list.  It is unlikely that this information will be discovered unless the lawyer discloses the information to authorities.

The lawyer and law firm must now determine their legal and ethical requirements.

Issues raised:

1. If this set of facts had taken place in Europe, Canada, Channel Islands, UK or Cayman Islands, would the lawyer be legally required to report the transactions?

2. To the extent there is a reporting responsibility is the suspicion apparent when the lawyer receives the call from a third party, when the investigation is announced, when the officer asks about a possible transfer to an entity on the OFAC list, when the officer discloses that transfers to the blacklisted entity were made from Bank of Pakistan, or at some other time?

3. Is the lawyer obligated under ethical requirements to withdraw from further representation based on knowledge of the past illegal activity?

4. Is the information protected by attorney client privilege or was it obtained in connection with rendering legal advice? 

5. Can the lawyer voluntarily disclose the information to law enforcement agencies based on ABA and state codes of conduct?  Is the lawyer protected from potential liability if disclosure is made but the disclosure is factually incorrect?

6. Is disclosure of the illegal activity mandatory under existing state or federal rules; if not, should it be mandatory?

7. Should the answer be different depending on whether the illegal activity is related to financial fraud, drug trafficking or terrorist activity, or likely to result in death or serious bodily harm?
� by Kevin L. Shepherd, Venable, Baetjer and Howard, LLP, Baltimore, Maryland, Michael D. Goler, Goodman Weiss Miller LLP, Cleveland, Ohio, and Timothy Powers, Haynes and Boone LLP, Dallas, Texas.


� by Gideon Rothschild, Moses & Singer, LLP, New York, New York.


� By Jim Roselle, Bank One
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