Overview Report: Luxury Goods

A. Scope of Overview Report
1. This overview report provides background information in respect of the regulation
of luxury good markets in British Columbia and the risk of money laundering in those
markets. It begins with an introductory review of a 2017 report Tainted Treasures:
Money Laundering Risks in Luxury Markets," produced by Transparency International. It

then examines five specific luxury good markets in greater detail.
B. Money Laundering and Luxury Goods

2. In its 2017 report Tainted Treasures: Money Laundering Risks in Luxury Markets,
Transparency International identified the market for luxury goods as particularly
vulnerable to money laundering. The report attributed this risk to certain features of

luxury good markets:?

Several characteristics of the luxury sector itself indicate heightened risks
of money laundering. Some high-value goods such as jewellery, precious
stones, art and luxury accessories are easily transportable. Others, such
as luxury real estate and super-yachts are often associated with the use of
anonymous shell companies or intermediaries to purchase and manage
these assets, which pose particular money laundering risks. To these risks
are added the traditions of discretion and confidentiality, which are present
across virtually all luxury sectors, and represent a major money laundering
risk.

3. Transparency International suggests that anti-money laundering (“AML”)
measures in luxury goods markets are underdeveloped at the international, national and
industry levels. At the international level, the report indicates that the FATF
recommendations do not adequately cover luxury good markets, with markets for goods
including “personal luxury items, art, and luxury transport (from cars to private jets and

super-yachts) [falling] largely outside their scope.”3 Nationally, the report suggests that

1 Max Heywood, Tainted Treasures: Money Laundering Risks in Luxury Markets (2017: Transparency
International) attached as Appendix “A” [Tainted Treasures].

2 Tainted Treasures, supra note 1 at 3.

3 Tainted Treasures, Ssupra note 1 at 6.



legal and regulatory oversight of luxury goods markets is poor in leading luxury markets
and that compliance with Financial Action Task Force (“FATF”) standards for non-
financial professionals low.* At the industry level, the report notes that while private
sector businesses are well-positioned to execute effective AML regimes - given the
importance of long-term relationships with clients and strict control over distribution
channels - compliance with reporting and due diligence requirements is “remarkably

low.”®

4. To address these shortcomings, the report makes four recommendations - two
aimed at government, one at “leading global companies in each luxury sector” and one
at the FATF:

a. Government

i.  Those countries that host the largest luxury markets in particular,
such as China, France, Germany, ltaly, Japan, the US and the UK,
should strengthen legislation to ensure dealers in high-value goods
and in specific luxury sectors that are considered high-risk have
customer due diligence and reporting requirements that meet best
practice international standards.

ii. Governments should ensure luxury sectors have a designated
competent authority charged with oversight and regulation. The
competent authorities should have the mandate, resources and
independence necessary to effectively carry out their oversight
duties, which would include having the ability to sanction non-
compliant businesses.

b. “Leading global companies in each luxury sector”

i. Leading brands and luxury multinationals should establish effective
customer due diligence and reporting systems in their retail and
customer service chains. These should also be established in
countries where they are not yet legally required, in line with the
public commitments to ethical behaviour and integrity already made
by many companies.

4 Tainted Treasures, supra note 1 at 6.
5 Tainted Treasures, supra note 1 at 6-7.



c. FATF

As the international standard-setter against money laundering, the
FATF should strengthen its recommendations to ensure high-value
luxury sectors are adequately covered by global standards.
Specifically, the FATF should consider revising Recommendation
22, which establishes the sectors considered Designated Non-
Financial Business and Professions. In addition, high-value sectors
should be required to take a risk-based approach to customer due
diligence, in place of a threshold-based approach which applies
only to cash transactions.

5. The report singles out several luxury goods markets, including:

a.

b.

C.

d.

e.

The art market;
Super-yachts;

Precious stones and jewels;
Personal items; and

Real estate.

6. Real estate will be addressed as a separate topic by the Commission, and so is

not considered in this overview report. The remaining markets listed above are

discussed in more detail below. Vehicles, a focus of Peter German’s Dirty Money: Part

2% report, which are not addressed as a separate topic in the Transparency International

report, are also considered.

C. Vehicles

7. The sale of vehicles in British Columbia is governed by Motor Dealer Act’ and

the regulations to that Act. The Act is administered in part by the Vehicle Sales Authority

6 Peter M. German, Q.C., Ph.D., Dirty Money — Part 2: Turning the Tide — An independent review of
Money Laundering in the B.C. Real Estate, Luxury Vehicle Sales & Horse Racing, March 31, 2019.

"R.S.B.C. 1996, c. 316.



of British Columbia. The Act and Regulations do not draw a distinction between “luxury”

and other vehicles.

8. Motor Vehicle Dealers are not reporting entities under the Proceeds of Crime

(Money Laundering) and Terrorist Financing Act.

i.  Motor Dealer Act and Motor Dealer Act Regulation

9. The sale of new and used vehicles in British Columbia is governed by the Motor
Dealer Act and the Motor Dealer Act Regulation.® The Act provides for the appointment
of a Registrar of Motor Dealers (“Registrar”) and establishes a registration regime for

those engaged in the sale of motor vehicles.

ii. Registration
10.  Section 3(1) of the Act prohibits any person from “carry[ing] on business as a
motor dealer” unless they have registered under the Act, among other conditions.

Contravention of s. 3 is an offence under the Act.®

11.  Under s. 5 of the Act, the Registrar may refuse registration or refuse to renew
registration or, if a person is already registered under the Act, may cancel the
registration or suspend the registration “for a period of time and subject to conditions the
Registrar considers necessary” if:

[T]he financial responsibility or past conduct of an applicant or person
registered, or its officers or directors if the applicant or person registered is
a corporation, is, in the opinion of the Registrar, such that it would not be in
the public interest for the applicant or person to be registered or continue to
be registered.

8 B.C. Reg. 447/78.
95s.35(2).



iii. ~Salesperson Licensing
12.  Section 13.1 of the Act prohibits motor dealers from employing or engaging any

salesperson unless that person is licensed as a salesperson under the regulations.

13.  Licensing of salespersons is provided for under the Salesperson Licensing

Regulation.'®

14.  Section 2 of the Regulation prohibits anyone from acting as a salesperson if not

licensed. Section 3 permits individuals to apply to be licensed as a salesperson.

15.  Section 5 empowers the authority to refuse to licence an individual as a
salesperson “if the authority considers, having regard to the conduct of the applicant,
that it would not be in the public interest for the applicant to be licensed.” Section 6 of
the Regulation sets out the conditions that may be imposed by the authority on a

licensee.

16. A salesperson’s license may be revoked or suspended under s. 7 of the
Regulation “if the authority considers, having regard to the conduct of the licensee, that

it would not be in the public interest for the licensee to continue to be licensed.”

iv. Code of Conduct
17.  Section 33(2) of the Motor Dealer Act Regulation sets out a code of conduct
applicable to both registrants and licensees. It provides, among other things, that a
licensee or registrant, in the course of business:

(a) must act with honesty and integrity,

10 B.C. Reg. 202/2017.



(e) must not make false or misleading representations with respect to any
amount charged in respect of a consumer transaction,

(f) must not adversely affect the reputation of the authority, a licensee, a
registrant or the Registrar,

(g) must not intimidate a consumer,

(h) must safeguard records in respect of a consumer that are in the
possession or control of the licensee or registrant, and

(i) must not aid, abet or cause a person to contravene
(i) the Act or the regulations under the Act,

(i) the Business Practices and Consumer Protection Act or the
regulations under that Act,

(iii) any other law of British Columbia or of another jurisdiction,
(iv) a condition of registration, or

(v) a condition of a licence authorized under the regulations.

v. Complaints to the Registrar
18.  Part 3 of the Act governs complaints to the Registrar in respect of motor dealers.
Following receipt of a complaint, the Registrar is authorized by s. 25 of the Act to seek
information respecting the complaint from the motor dealer and to inspect the business
premises of the motor dealer. The motor dealer who is the subject of the complaint is
obliged to provide the Registrar with any information requested by the Registrar in
writing, provided the request indicates the nature of the complaint.’ The motor dealer is
also obligated to permit the Registrar to enter his or her business premises “to make an
inspection with respect to the complaint” at “any reasonable time during normal

business hours.”12

s, 2501).
125, 25(3).


http://www.bclaws.ca/civix/document/id/complete/statreg/04002_00

Undertakings

19.  Section 26.01 of the Act authorizes the Registrar to accept a written undertaking
from a person if the Registrar “has reason to believe that a person is contravening, is

about to contravene or has contravened this Act or the regulations.”

20. Section 26.01(2) sets out the terms and conditions that may attach to an
undertaking accepted by the Registrar under subsection 1.

Compliance Orders

21.  Section 26.02 of the Act authorizes the Registrar to make compliance orders.
After a person is given an opportunity to be heard, the Registrar may order the person
to comply with the Act or regulations if the Registrar is “satisfied that the person is

contravening, is about to contravene or has contravened this Act or the regulations.”

22.  Among other things, a compliance order may require that a person stop engaging

in or not engage in a particular act or practice.

Administrative Penalties

23.  Section 26.04 authorizes the Registrar to impose administrative penalties. After
providing a person with an opportunity to be heard, the Registrar may impose an
administrative penalty on a person if the person has contravened:

(a) a prescribed provision of the Act or regulations, '

(b) a condition of a licence authorized under the regulations,
(c) a property freezing order,
(

d) an undertaking, or

13 Prescribed provisions for this purpose are identified in s. 32 of the Motor Vehicle Dealer Act
Regulation.



(e) a compliance order.
24.  Administrative penalties may also be imposed on the officers, directors or agents
of a corporation if the officer, director or agent authorized, permitted or acquiesced in a
contravention, whether or not an administrative penalty was imposed on the corporation

itself. 14

25.  The maximum penalty that may be imposed on an individual in respect of the
operation of a business that, at the time the penalty was imposed, was owned and
operated by that individual is $100,000. The maximum penalty that may be imposed on

any other individual is $50,000."

26. The maximum penalty that may be imposed on a corporation in respect of the
operation of a business that, at the time the administrative penalty was imposed, was

operated by the corporation is also $100,000.'6

vi. The Motor Dealer Council and Vehicle Sales Authority of British Columbia
27.  The Motor Dealer Council of British Columbia (“MDC”) was incorporated under
the Society Act in July 2003. The Council has operated under the name “Vehicle Sales

Authority” (“VSA”) since 2007."

145, 26.04(5).
15 5. 26.05.
16 5. 26.05(2).

17 “What is the history of the VSA” (2020), online: Motor Vehicle Sales Authority of British Columbia
<https://mvsabc.com/>. Crown Autobody and Sales Ltd. v. Motor Vehicle Sales Authority of British
Columbia, 2014 BCSC 894 at para. 25.


https://mvsabc.com/

28.  Section 24.1(1) of the Act permits the responsible minister to enter into an
agreement with the MDC to administer provisions of the Act and regulations. Section

24 1(2) specifies the elements must be included within any such agreement.

29.  Where the Minister and the MDC/VSA have entered into such an agreement,

s. 24.2 authorizes the Lieutenant-Governor in Council to delegate to the MDC/VSA, by
way of regulation, “the administration of any of the provisions of this Act and the
regulations, including any power, function or duty of the minister or Registrar, except the

power to make regulations.”

30. On March 24, 2004, the Minister of Small Business and Economic Development
entered into such an agreement with the MDC/VSAI (the “Delegation Agreement”).'®
By way of the Motor Dealer Delegation Regulation, B.C. Reg. 129/2004, administration
of the following was delegated to the MDC/VSA:

a. Motor Dealer Act;

b. Motor Dealer Act Regulation;

c. Motor Dealer Consignment Sales Regulation;

d. Motor Dealer Customer Compensation Fund Regulation;

e. Salesperson Licensing Regulation.

31.  The primary function of the MDC/VSA under the Delegation Agreement is

consumer protection. Paragraph 1 of the Delegation Agreement, titled “Background to

18 Administrative agreement between Her Majesty the Queen in right of the Province of British Columbia
(the “Crown”), as represented by the Minister responsible for the Motor Dealer Act (the “Minister”) and
The Motor Dealer Council of British Columbia, a society incorporated under the laws of British Columbia
(the “MDC”) RE: Motor Dealer Act Delegated Administrative Authority, March 24, 2002
<https://mvsabc.com/v1/wp-content/uploads/2015/02/Signed-Administrative-Agreement-Motor-Dealer-
Council-and-the-BC-Crown.pdf>.


https://mvsabc.com/v1/wp-content/uploads/2015/02/Signed-Administrative-Agreement-Motor-Dealer-Council-and-the-BC-Crown.pdf
https://mvsabc.com/v1/wp-content/uploads/2015/02/Signed-Administrative-Agreement-Motor-Dealer-Council-and-the-BC-Crown.pdf

this Agreement” emphasizes that the purpose of the delegation was “to more effectively

maintain and enhance consumer protection and consumer confidence within the Motor

Dealer industry.” Similarly, paragraph 6 of the Delegation Agreement, titled

“‘Responsibility for Consumer Protection” provides that “the primary responsibility of the

[Motor Dealer Council] under this Agreement is to maintain and enhance consumer

protection and consumer confidence within the Motor Dealer industry.”

32. Paragraph 7 of the Delegation Agreement identifies the “core business functions”

delegated to the MDC/VSA, including:

a.

Registration and licensing within the Motor Dealer industry by a Registrar of
Motor Dealers;

Inspection and investigation of Motor Dealers for compliance with the Act
and its regulations, and other consumer protection statutes on behalf of the
Registrar;

Provision of information and assistance, including the voluntary and impartial
mediation of disputes, to consumers and Motor Dealers regarding their rights
and responsibilities under the Act and any other applicable consumer
protection statutes;

Consumer education initiatives that provide information verbally, in printed
materials, and via the Internet, to raise consumer awareness of their rights
and responsibilities when purchasing or leasing vehicles;

Motor Dealer industry education initiatives that provide information verbally,
in printed materials, and via the Internet, to help ensure a fair marketplace
and to inform licensees and applicants for licence about requirements of
licensees; and

Administration of the Motor Dealer Customer Compensation Fund pursuant
to the Act.

33.  Paragraph 8 outlines the roles of the Minister and the MDC/VSAI under the

Delegation Agreement:

a. The Minister will work collaboratively and make reasonable efforts to
consult with the Authority in respect of current and proposed government

10



legislation, regulation, directives, or policy that may have a direct impact
upon the Authority's administration of the Act.

. The Minister may, where the Minister deems appropriate:

Vi.

Vii.

recommend amendments to the Act and regulations under the Act
to the Lieutenant Governor in Council;

conduct policy, legislative, and regulatory reviews related to the Act
and to the delegated administration of the Act;

conduct performance, governance, accountability or financial
reviews of the Authority after giving reasonable notice where
feasible;

consult with the Authority on communication strategies for critical or
ongoing issues;

assist the Authority in establishing or maintaining working
relationships with 3rd parties where those relationships are
necessary for the Authority's administration of the Act;

require that the Authority provide a financial report at any time, after
giving reasonable notice where feasible; and

refer to the Board any matter relating to the administration of the
Act.

In order to achieve the agreed consumer protection and other public
interest outcomes, the Authority will:

exercise its authority and perform its duties to the extent granted or
imposed by the Delegation Regulation in accordance with law, this
Agreement and the Act;

meet its responsibility for consumer protection while seeking to
ensure a fair, safe, informed, and efficient marketplace for the
Motor Dealer industry;

increase consumer protection through timely access to a complaint
resolution process for consumer disputes that will provide for
redress and enforcement of standards;

enhance consumer confidence by providing registration and
licensing within the Motor Dealer industry and establishing
qualifications and standards of conduct;

promote consumer awareness through public education;

11



vi.  recommend to the Minister legislative or regulatory change
regarding the administration of the Act, as it deems appropriate;

vii.  provide the Minister with a financial report at any time when
required to do so by the Minister;

viii.  provide the Minister with timely and reliable information and advice
on matters of public interest relating to the Motor Dealer industry;
and

ix. advise or report to the Minister on any matter the Minister may refer
to the Board relating to the delegated administration.

34. Inthe MDC/VSA’s Strategic Outlook & Annual Business Plan for 2019/20, the
MDC/VSA indicated that it may have a role to play in combating money laundering in
the vehicle sales industry. In discussing the development of a strategic plan for the
MDC/VSA for 2020-2023, the report indicated that:

While executing [the 2020-2023 strategic] plan, the VSA will continue
scanning our operating environment to determine the relevance of
emerging trends we believe will impact the focus for this fiscal year, allowing
us to pivot in one or more areas to address the changing needs of the
environment in which we operate. Current factors we are monitoring
include:

1. The role the VSA could potentially play in ensuring sound anti-
money laundering practices exist within our regulatory
framework.

D. Jewellery and Precious Metals and Stones

35. The market for precious stones and jewels is identified as a sector vulnerable to
money laundering in Transparency International’s Tainted Treasures report. The report

describes the risk of money laundering in this sector as follows:'®

19 Tainted Treasures, supra note 1 at 14.
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36.

Precious metals and stones have long been identified as a particularly
vulnerable sector to money laundering, as trade in this sector is
characterised by a “high value to mass ratio”, meaning that, for instance, a
million dollars' worth of diamonds can be carried across borders illegally
with relative ease.

Research carried out by the FATF on diamond trading found that,
“‘diamonds are also used as a form of currency”, which poses a significant
money laundering risk. Precious minerals can also be used in trade-based
money laundering schemes, in which through price manipulation or false
invoices for fictitious sales, precious minerals can be used as a cover for
laundering illicit funds. Due to all these factors, locations that have large
precious stone and metals marketplaces would be particularly at risk.

As indicated in the above passage, money laundering in the jewellery, precious

metal and stone sector has also been the subject of FATF reports. These reports will be

discussed below along with jewellers’ reporting requirements under the federal

Proceeds of Crime (Money Laundering) and Terrorist Financing Act, S.C. 2000, c. 17

(“PCMLTFA”) and the obligations of jewellers who are members of the Canadian

Jewellers Association.

37.

This sector was also identified as one at high risk of money laundering in

Canada’s 2015 Assessment of Inherent Risks of Money Laundering and Terrorist

Financing in Canada.?° The report described the risk in this sector in the following

terms:

There are a large number of [Dealers in Precious Metals and Stones
(“DPMS”)] located across Canada, from very large to very small dealers,
that are highly accessible to domestic clients and, in some cases,
international clients (e.g., through online sales). DPMS conduct a large
volume of business in high-value commodities that are vulnerable to money
laundering and terrorist financing. DPMS have largely transactional
relationships with their clients and there are opportunities for clients to

20 Appendix B to Exhibit 3: Overview Reports: Canada Reports.
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38.

conduct cash transactions with a high degree of anonymity. It is also
believed that the client profile includes high-risk clients, notably those in
vulnerable businesses or professions. The DPMS is a highly accessible
sector where there are high-risk clients who can purchase high-value
commodities for cash relatively anonymously.?’

Further discussion of this threat and the methods of money laundering observed

in this sector were discussed later in the report:?2

Precious metals and stones are valuable commodities which can be easily
concealed, exchanged and transported. Proceeds of crime can be placed,
layered and integrated into the financial system through the purchase and
sale of precious metals and stones. However, an individual who purchases
precious metals and stones for subsequent resale is ultimately left with cash
or other monetary instruments that could require additional transactions
through another regulated sector.

That said, precious metals, precious stones and jewels are easily
transportable, highly liquid and a highly concentrated bearer form of wealth.
They serve as international mediums of exchange and can be converted
into cash anywhere in the world. In addition, precious metals, especially
gold, silver and platinum, have a readily and actively traded market, and
can be melted into various forms, thereby obliterating refinery marks and
leaving them virtually untraceable.

The main ML methods identified are as follows:

e Purchase of precious metals and jewellery with the proceeds of crime
and subsequent sale;

e Use of DPMS sector businesses as fronts to launder proceeds of
crime;

e Use of accounts held with precious metal dealers for laundering the
proceeds of crime;

e Assisting the purchase or anonymizing the purchase or sale of
precious metals and jewellery;

21 Appendix B to Exhibit 3: Overview Report: Canada Reports at 41.
22 Appendix B to Exhibit 3: Overview Report: Canada Reports at 54.
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e Use of international jurisdictions and entities to purchase and sell
precious metals and jewellery acquired with the proceeds of crime;
and

e Use of precious metals to purchase illicit goods (e.g., drugs).

i. Regulation of the Jewellery, Precious Metal and Stone Sector in Canada and
British Columbia

39. Dealers in precious metals and stones are reporting entities under the
PCMLTFA. There are no licensing requirements in British Columbia specific to the

portion of this sector covered by the PCMLTFA.?3

40. There is legislation, primarily at the federal level, that governs this sector.
However, this legislation does not establish an overarching regulatory regime or
licensing framework. Aside from the applicable provisions of the PCMLTFA, this
legislation is not intended to address, and has little relevance to money laundering.

Legislation governing the Canadian jewellery, precious metal and stone sector includes:

a. The Export and Import of Rough Diamonds Act, S.C. 2002, c. 25

The Export and Import of Rough Diamonds Act implements the Kimberley
Process Certification Scheme in Canada. The Kimberley Process is an
international initiative aimed at stemming the flow of “conflict diamonds.”?*
It provides for the issuance of certificates authorizing the export of rough
diamonds from Canada provided certain conditions are met, including
those related to the source of the diamonds and establishes conditions
that must be met to lawfully import rough diamonds into Canada.?®

b. The Precious Metals Marking Act, R.S.C. 1985, c. P-19

The Precious Metals Marking Act prescribes uniform methods of marking
precious metal articles made in whole or in part of gold, silver, platinum

23 Canadian Jewellers Association, ibid at 2.

24 Natural Resources Canada, “Kimberley Process for Rough Diamonds” (2018) online: Government of
Canada <https://www.nrcan.gc.ca/mining-materials/resources/kimberley-process-rough-diamonds/8222>.

25 Sections 9 -15
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and palladium and prohibits markings that do not truly and correctly
indicate the quality of the precious metal content.

ii. FATF Reports
41. The FATF has released two reports related to money laundering in the jewellery,
precious metal and stone sectors. These are:
a. October 2013 - Money Laundering and Terrorist Financing through Trade
in Diamonds;?% and

b. July 2015 - Money Laundering/Terrorist Financing Risks and
Vulnerabilities Associated with Gold.

October 2013 - Money Laundering and Terrorist Financing through Trade in Diamonds

42.  This report was produced through a joint initiative of the FATF and the Egmont
Group. It was commissioned for two principle reasons:?’

a. None of the FATF, Egmont Group or any regional bodies, such as the
Asia Pacific Group had ever conducted an in-depth research of the
diamond trade and its exposure to ML/TF risk.

b. During the last ten to fifteen years, Egmont and FATF delegations noted a
number of indications that the diamonds trade was being exploited for
ML/TF purposes.

43.  The report indicates that the diamond trade is highly vulnerable to money
laundering. It attributes this vulnerability to several features of diamonds and the
diamond trade beginning at page 44 of the report. The report goes on to identify ten
“issues for consideration” as means of mitigating the risk of money laundering in the

diamond trade, beginning at page 136 of the report.

26 Appendix XX to Exhibit 4: Overview Report: FATF Records.
27 Appendix WW to Exhibit 4: Overview Report: FATF Records [App. WW, Ex. 4].
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44.  As part of the research underlying this report, the FATF and the Egmont Group
analyzed case studies submitted by national financial intelligence units and law
enforcement or identified through open-source research. Among the 64 case studies
considered were several involving Canadian examples of money laundering through the

diamond trade, including the following:

a. Case Study #1: This case involved an organised criminal group that distributed
drugs and controlled several low level (street-level) drug dealers. The higher
placed distributor would distribute drugs to the street-level dealer and receive
diamonds, gemstones and jewellery as payment, as well as cash. Likewise, the
street-level drug dealer traded drugs for diamond jewellery and then traded up
to the higher placed drug dealer for more drugs and debt payments. The higher
placed drug distributor would then sell the diamonds and jewellery at small
incremental amounts (CAD 3 000-CAD 8 000) to the jewellery market
(jewellers) and in return would receive payment by way of cheque. The drug
distributor also received high end jewellery (watches) instead of payment for
the illicit jewellery.

b. Case Study #4: This case involved a drug dealer/producer who sold drugs and
traded drugs for collectively over USD1 million in stolen and purchased
jewellery. The drug dealer who had strong industry, commodity and market
knowledge sold the least valuable (scrap) jewellery as scrap to jewellery stores
and bullion dealers. Jewellery that had some aesthetic or residual market value
above the component parts was sold as estate jewellery to jewellers. In return,
the drug dealer received cash, gold and silver bars and coins and diamond
jewellery. The drug dealer used some of the proceeds of crime from the sale of
drugs and sale of jewellery obtained through trade for drugs to purchase
specific diamond jewellery and gemstones items (jade) as a mean to store
wealth. The drug dealer used appraisals to define the value of jewellery that
was stored as wealth and to help negotiate fair prices for the resale of the
jewellery to the market.

c. Cast Study #6: A case of non-Kimberley Process rough diamonds smuggled
into Canada, then the diamonds were smuggled to a foreign jurisdiction to be
cut and polished (as Canada has few independent diamond cutters) and then
the diamonds were sent legally back to Canada as they were now cut and
polished and no longer subject to Kimberley Process protocols (this case

17



engaged the rough diamond production and diamond cutting sector of the
industry).

d. Case Study #13: This is a case where fraud was the predicate offence. The
criminals had jewellery industry contacts at the wholesale level. To launder the
proceeds of crime they purchased CAD 1 000 000 + of diamonds that were
then re-sold back to the jewellery market and also to the general public through
the internet. They did not mark up the value of the diamonds for retail purposes
instead sold them to retail customs at wholesale prices and therefore moved
them quickly. The diamonds were all in a size and quality class that are the
most desirable and resulted a quick turn over of the diamonds. The money
received from the sale of the diamonds was wired direct to their bank from the
various sales locations

e. Case Study #35: This case involves a drug courier/trafficker who was found
carrying CAD 40 000 worth of drug money. The courier’'s cash bag also
contained a quantity of diamond jewellery and loose sapphire gemstones that
collectively were valued at CAD 60 000. The jewellery had been appraised by
a third party. The appraisal value listed the jewellery for its cash value if it were
sold as wholesale (just below wholesale). (Aside for the appraisal obtained, the
jewellery trade is not as yet being engaged in this case as the
diamonds/gemstones is being used between criminals as an alternate
currency).

July 2015 - Money Laundering/Terrorist Financing Risks and Vulnerabilities Associated
with Gold

45.  This report was the product of a joint research project undertaken by the FATF
and the Asia/Pacific Group on Money Laundering. The perceived need for the project
arose from the apparent displacement of money laundering and terrorist-financing
activity from the formal financial sector to the gold market as regulators and law
enforcement strengthened barriers to money laundering in the financial industry.?® The

report is based on original research conducted through surveys and the analysis of case

28 App. WW, Ex. 4, supra note 28 at 3.
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studies provided by law enforcement agencies as well as a review of existing

literature.?®

46.

Gold is identified in the report as particularly vulnerable to money laundering due

to two characteristics of the market for the precious metal - the prevalence of cash and

the anonymity of the gold market.3°

47.

focuses on “cash-for-gold” businesses and the attraction they hold for organized crime

In discussing the gold market as a “cash intensive” economic sector, the report

groups:3!

The regulatory characteristics of the gold market in a number of countries
make it attractive for organised crime groups to own cash-for-gold
businesses in order to place and integrate illicit proceeds. Given the limited
level of industry oversight and licencing requirements, cash-for-gold
businesses have the potential to provide criminal groups with a continuous
supply of untraceable gold commodities from various sources. Furthermore,
this supply is purchased at below market cost, directly from the general
public—who do not have to prove that they own the second-hand gold
presented for sale.

The high-volume, low value transactions conducted through these cash-
intensive businesses can be easily falsified or co-mingled with the proceeds
of crime, while the purchased gold can be used to make untraceable gold-
based payments for illicit goods and services. Because much of the
recycled material is purchased in cash, large numbers of transactions are
undertaken anonymously.

Individuals who have a need to launder cash, especially those involved in
organised crime, are very willing to participate in the cash-for-gold business
because there is a high propensity to make a profit and in most jurisdictions
there is little governance or oversight of this type of activity. People with no

29 App. WW, Ex. 4, supra note 28 at 4-5.
30 App. WW, Ex. 4, supra note 28 at 6.
31 App. WW, Ex. 4, supra note 28 at 6.
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criminal history are also prepared to undertake this activity even if they
suspect that the underlying purpose of the activity is [money laundering].

Trade in recycled gold, both legal and illegal, requires little start-up capital
and therefore operations can be very itinerant, opening and closing with
little difficulty. This adds to the difficulty for regulators to monitor these
activities.

48.  Similarly, the report emphasizes that the anonymity of transactions may attract
criminal organizations to the gold market. It explains that:32

[M]any transactions involving gold occur anonymously, with little to no record
identifying the seller, or purchaser, of gold. This means that law enforcement
agencies have little to assist them to identify what the source of the gold is or
the identity of the person who sold it. It may be difficult to refute false claims
about the source of gold due to the challenges in correctly identifying gold.

49. Alongside these two factors, the report points to a number of additional features
of gold and the gold market that increase their vulnerability to money laundering - and
their attractiveness to criminal organizations and money launderers. These include:

a. Gold’s capacity to act as a medium of exchange and an alternative to
cash, making it useful as a means of settling debts and distributing the
proceeds of crime;33

b. Gold is viewed as a stable asset that provides reliable returns;3*

c. Gold is easily traded and easily smuggled.3®
50. In addition to discussing the vulnerability of the gold market to money laundering,
the report also provides a number of case studies from jurisdictions around the world,

identifying how money laundering may occur through the gold trade.

32 App. WW, Ex. 4, supra note 28 at 8.
33 App. WW, Ex. 4, supra note 28 at 9.
34 App. WW, Ex. 4, supra note 28 at 11.
35 App. WW, Ex. 4, supra note 28 at 12.
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jii. Canadian Jewellers Association

51. Founded in 1918, the Canadian Jewellers Association (“CJA”) is a national trade

association for the Canadian Jewellery industry.3® Membership in the CJA is voluntary.

The CJA currently has over 1200 members, including jewellery retailers, suppliers and

manufacturers.3”

52. The CJA’s mission statement, as published on its website, is:

The CJA has been the voice of the Canadian jewellery industry since 1918.
The CJA provides leadership and education to promote the adoption of best
practices and information sharing among all its members. CJA represents
the interests of its members and the Canadian jewellery industry to promote
fair and equitable consideration by all levels of government. It assists its
members to afford services, information and technologies that support the
integrity, security and profitability of their businesses, creating consumer
trust and respect for the Canadian jewellery industry.

53. The CJA has produced a Code of Ethics and written Standards of Conduct to

which members are expected to adhere. The CJA’s 13-point Code of Ethics is as

follows:38

a.

b.

Maintain the highest level of personal integrity, honesty and business ethics.

Comply with all laws and government regulations as they apply to the
Canadian jewellery and watch industry.

Provide quality products and services.

. Follow business practices that do not mislead or deceive clients.

Provide knowledgeable and competent expertise, and undertake to maintain
current professional education and training.

36 Canadian Jewellers Association, “Canadian Jewellers Association” (online) canadianjewellers.com
<https://www.canadianjewellers.com/about-cja/>.

37 CJA Submissions, supra note 23 at 7.

38 Canadian Jewellers Association, “Code of Ethics” (online) canadianjewellers.com
<https://www.canadianjewellers.com/jeweller/about-cja/code-ethics/>.
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f. Accurately describe the true quality, nature and authenticity of products offered
for sale.

g. Care for the property of consumers with prudence and respect.

h. Establish and fulfill a reasonable guarantee and/or service policy regarding
products and services, and clearly communicate this to clients.

i. Hold in strict confidence all information regarding customers.
j- Refrain from all forms of copyright and trademark infringement.
k. Support international best business practices with respect to the environment.

|.  Support the fair treatment, well-being and dignity of individuals at all levels of
the jewellery industry, both domestically and internationally.

m. Abide by and support the Constitution and objectives of the Canadian
Jewellers Association, including this Code of Ethics and the CJA Standards of
Professional Conduct.

54.  The CJA Standards of Conduct are divided into five thematic sections -
Appraisals; Diamonds, Gemstones and Pearls; Precious Metals; Business and
Marketing Practices; and CJA Logo Standards. Within the “Business and Marketing
Practices” section, paragraphs 1 and 2 engage directly with the issue of money
laundering in the jewellery industry. These paragraphs provide that:

1. Members should comply with all Anti-Money Laundering Acts,
Regulations and Guidance documents and have a compliance strategy
in place within their operations.

2. Members should refer to the CJA Anti-Money Laundering Compliance
Kit, to assist them in complying with regulations outlined by FINTRAC.

55. The CJA made submissions to the House of Commons Standing Committee on
Finance as part of the Committee’s review of the PCMLTFA in 2018. As part of its
submissions, the CJA asserted that the risk of money laundering in the Canadian

jewellery market is low. This position was based on several features of this market,
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including the absence in Canada of a tradition of the use of gold and diamonds as a
secondary currency, that the Canadian jewellery market is relatively small, and that
Canada is not a significant diamond trading centre.®®* The CJA suggested that Canada
has an onerous AML compliance regime for dealers in precious metals and stones,

relative to other countries.4°

56. The CJA recommended that AML compliance requirements be relaxed for some
dealers in precious metals and stones, and that requirements for other luxury good
retailers be enhanced in order to “level the playing field.” The CJA made the following
four recommendations:

a. To level the playing field all luxury product dealers (i.e. cars, boats, art)
should be required to report large cash transactions to FINTRAC.

b. At the very least DPMS that fall into a lower risk category should be allowed
to have a simplified Compliance Regime.

c. Exempt DPMSs from a compliance regime if they do not engage in cash
transactions above the reporting threshold (as in the UK) thus eliminate an
unnecessary compliance burden on a low risk sector.

d. Auction houses should be captured under the regulations.
E. Fine Art

57. The Tainted Treasures report identifies fine art as a luxury good market
vulnerable to money laundering. The report describes the risk of money laundering in
this sector in the following terms:

High-profile economists, US prosecutors and academics have all called for
greater regulation of the global art market due to its money laundering and
tax evasion risks. Major risk factors include the traditions of confidentiality

39 CUA Submissions, supra note 23 at 2-3.
40 CJA Submissions, supra note 23 at 3.
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and discretion in the art world, and that works of art can be both high-value
and easily transportable. A report by consultancy firm Deloitte identifies
several additional money laundering risks in the luxury art sector, such as
the common use of foreign or offshore accounts and the use of
intermediaries to carry out transactions, for example through telephone or
online auctions.

i. Regulation of the Fine Art Market in Canada and British Columbia
58. The sale of fine art in Canada and British Columbia is lightly regulated. Art
dealers are not reporting entities under the PCMLTFA. There are no generally

applicable licensing or registration requirements for art dealers in British Columbia.

59. The federal government has enacted the Cultural Property Export and Import
Act, R.S.C. 1985, c. C-51 to give effect to Canada’s obligations under the Convention
on the Means of Prohibiting and Preventing the lllicit Import, Export and Transfer of
Ownership of Cultural Property.*! The Act establishes a regulatory regime intended to
control the export of cultural property with significance to Canada’s national heritage
and to curb the trade in illegally obtained cultural property. It is not intended to address

the use of fine art to launder money.#?

ii. Academic Literature
60. While the fine art market has attracted little attention from the FATF, money
laundering in this sector has received some consideration in academic literature. Like

Tainted Treasures, this literature identifies fine art and the art market as being

41 Can TS 1978/33.

42 Fausto Martin De Sanctis, Money Laundering through Art: A criminal justice perspective (Cham,
Switzerland: Springer, 2013) at 18.
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particularly vulnerable to money laundering.*? The literature attributes this vulnerability

to a number of characteristics of the sector:

61.

a. The market for fine art is largely unregulated in most jurisdictions, meaning

that transactions, including those conducted in cash, typically go unreported
and dealers in artwork are not subject to licensing requirements or mandatory
qualifications;*

. Artwork is easily stored and easily transported and can increase in value

rapidly, making it an attractive investment;*>

Artwork is expensive and its value hard to authenticate. These features make
it an attractive vehicle for trade-based money laundering as the value of
artwork can be manipulated with little risk of detection by customs officials
unlikely to have the training necessary to verify valuations;46

. The art market has traditionally emphasized anonymity and confidentiality, with

transactions conducted in secret commonplace. Sales of artwork can be easily
conducted in ‘free ports’ such as those in Switzerland, Luxembourg, Hong
Kong, and Singapore, further obscuring transactions.*’

iii. Anti-Money Laundering Initiatives in the Art Sector Internationally and in Other
Jurisdictions

While the fine art market in British Columbia remains largely unregulated, steps

have been taken internationally and in other jurisdictions to address the vulnerability of

this sector to money laundering.

43 De Sanctis, ibid at 56; Saskia Hufnagel & Colin King, “Anti-Money Laundering Regulation and the Art

Market” (2019) 40:1 Legal Studies (Society of Legal Scholars) at 4; Hannah Purkey, “The Art of Money
Laundering” (2010) 22:1 Florida International Law Journal at 112.

44 De Sanctis, ibid at 56.
45 De Sanctis, ibid at 56.

46 Katie L. Steiner, “Dealing with Laundering in the Swiss Art Market: New Legislation and its Threats”

(2017) 49:1-2 Case Western Reserve Journal of International Trade Law at 360; Purkey, supra note 44 at

127.

47 Hufnagel & King, supra note 44 at 4.
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2012 - Basel Art Trade Guidelines

62. In 2012, the Basel Institute on Governance issued its Basel Art Trade
Guidelines,*® which were presented as an attempt to encourage self-regulation within
the art market “before national legislators step in.”4® The guidelines were intended to
apply to “all art market stakeholders who are involved in the sale of art objects as
professionals”® and were intended to prevent the misuse of the art trade for money

laundering. The guidelines were re-issued in 2018.

63. The guidelines set out “standards for art market operators”, divided into four
sections: The identification of buyer and seller; due diligence before sale; source of
funds; after-sale responsibility; and conflict management. The guidelines are attached

as Appendix “B”.

64. In 2018, the Basel Institute on Governance issues its Basel Art Trade Anti-Money
Laundering Principles®’ to complement the guidelines. These principles are attached as

Appendix “C”.

65. Transparency International reports that the guidelines have been met with limited

enthusiasm within in the industry:%2

[A] 2012 working paper found that ‘the art trade has shown a pronounced lack of
interest’ in dealing with the proposed guidelines. A letter sent out to key

48 Basel Institute on Governance, Basel Art Trade Guidelines (Basel: Basel Institute on Governance,
2018). https://www.baselgovernance.org/sites/default/files/2019-06/190613_WP_12.pdf. [Basel Art Trade
Guidelines]

49 Basel Art Trade Guidelines, ibid at 8.

50 Basel Art Trade Guidelines, ibid at 13.

51 Basel Institute on Governance, Basel Art Trade Anti-Money Laundering Principles (Basel: Basel
Institute on Governance, 2018).

52 Tainted Treasures, supra note 1 at 11.
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representatives of the art trade industry was ‘met with reservation and outright
refusal to engage.’

2017 - Responsible Art Market Initiative Guidelines on Combatting Money Laundering
and Terrorist Financing

66. Similar guidelines were issued by the Responsible Art Market Initiative (“RAM”)
in 2017.53 The RAM Guidelines are attached as Appendix “D”. The RAM guidelines
include a list of red flags for money laundering and terrorist financing in the art market.

The list of red flags is attached as Appendix “E”.5

2020 - United States Senate Committee on Homeland Security and Governmental Affairs
Permanent Subcommittee on Investigations Report

67. OnJuly 27, 2020, the United States Senate Committee on Homeland Security
and Governmental Affairs Permanent Subcommittee on Investigations released a staff
report titled The Art Industry and U.S. Policies that Undermine Sanctions which, in part,
addresses the risk of money laundering in the American art industry. A copy of this

report is attached as Appendix “F”.

iv. Art Dealers Association of Canada

68. The Art Dealers Association of Canada (“ADAC?”) is a not-for-profit organization
founded in 1966. It describes itself in the following terms on its website:

Our Association is the largest representation of major private commercial
galleries in Canada, and our dealers represent the country’s leading artists and
deal in works of all periods and media. The ADAC maintains a high standard
of connoisseurship and adherence to ethical practice within the profession.

53 Responsible Art Market Initiative, Guidelines on Combatting Money Laundering and Terrorist
Financing, 2017 <http://responsibleartmarket.org/guidelines/guidelines-on-combatting-money-laundering-
and-terrorist-financing/>.

54 Responsible Art Market Initiative, Red Flags: Money laundering and terrorist financing risks, 2017
<http://responsibleartmarket.org/wp/wp-content/uploads/2017/01/RED-FLAG-LISTS_web.pdf>.
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Members are selected for their knowledge and scholarship in their respective
fields of expertise.

69. Inresponse to a request for records and a meeting with ADAC leadership, the
Commission received a letter dated January 21, 2010, advising that ADAC had “spoken
with current and past Board members and it seems that the subject of money
laundering is not one that has been discussed by us as an organization.” A copy of the

letter received from ADAC is attached as Appendix “G”.

70. Responsive to one of the requests made by Commission Counsel, ADAC also
provided a copy of its Code of Ethics. The ADAC Code of Ethics is attached as

Appendix “H”.

F. Yachts

71.  The Tainted Treasures report identifies “super-yachts” as a luxury good market
vulnerable to money laundering. It describes this vulnerability in the following
passage:®®

According to industry publications, 392 super-yachts were sold worldwide
in 2015, a record since the 2008 financial crisis. A 100-metre super-yacht
costs an estimated US$275 million on average, with additional millions in
yearly operating costs; for instance an average of US$1.4 million for crew
salaries alone.

Leading jurisdictions of “established and emerging super-yacht wealth”
include countries with a high risk of public sector corruption such as
Indonesia, Kazakhstan, Kuwait, Russia, Thailand and Turkey. In 2014
Bloomberg reported that, “the proportion of yachts measuring more than 40
meters owned by Russians has more than doubled over the past five years
to about 8 percent of the global fleet”.

55 Tainted Treasures, supra note 1 at 12.
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Super-yachts are often registered in secrecy jurisdictions and in countries
offering “flags of convenience” such as Belize, the British Virgin Islands, the
Cayman Islands, the Marshall Islands and the United Arab Emirates, which
have poor financial transparency standards, minimal taxation and low
regulations, in particular on labour standards.

72.  Money laundering in the yacht market has not been the subject of analysis by the

FATF, nor has it featured prominently in the academic literature.

i.  Yacht dealers are not subject to reporting and record-keeping requirements

under the PCMLTFA. British Columbia Yacht Brokers Association

73.  The British Columbia Yacht Brokers Association (‘BCYBA?”) is a society
incorporated under the Societies Act with the following purposes:
a. To unite those engaged in the yacht brokerage business for the purpose of
promoting cooperation and professionalism through its members.

b. To promote and maintain a high standard of conduct in the transacting of the
yacht brokerage business.

c. To instill into the boating public a greater confidence in yacht brokers.
d. To encourage a greater interest in the welfare and safety of the boating public.

74.  On June 18, 2020, the BCYBA approved it's “Anti-Money Laundering Practice
Policy.” The policy is attached as Appendix “I”. References to the policy are also found
in the BCYBA Code of Ethics, which is attached as Appendix ‘J’.

G. Luxury Clothing and Apparel

75. Inits Tainted Treasures report, Transparency International identifies “Personal

Luxury Items” as an economic sector vulnerable to money laundering.%®

56 Tainted Treasures, supra note 1 at 16.
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76. It describes the money laundering risk associated with this market in the
following terms:

Designer apparel and footwear as well as bags and accessories represent
an important part of the luxury goods market, with 48 of the top 100 luxury
goods companies operating in these sectors. Prices for luxury items can
reach extraordinary amounts, for instance in 2012 the Louis Vuitton Kusama
bag was retailing at US$133,430.

A 2014 risk report on the luxury goods sector found that 56 per cent of
respondents in the industry cited bribery, corruption, fraud and money
laundering as factors that caused them the most concern. Respondents
acknowledged that the globalised nature of the sector had increased the
levels of risk.

77. Dealers in luxury clothing and apparel are not reporting entities under the

PCMLTFA.

30



Appendix A

Transparency International, Tainted Treasures: Money Laundering in Luxury Markets,
2017

Appendix A



TAINTED TREASURES

MONEY LAUNDERING RISKS
IN LUXURY MARKETS




Transparency International is a global movement with one vision:

a world in which government, business, civil society and the daily
lives of people are free of corruption. With more than 100 chapters
worldwide and an international secretariat in Berlin, we are leading
the fight against corruption to turn this vision into reality.

www.transparency.org

Author; Max Heywood
Research assistance: Jessica Ebrard

ISBN: 978-3-96076-057-3
Except where otherwise noted, this work is licensed under
CCBY-ND4.0@® 0O

© Cover photo: Istock /waynehowes

Every effort has been made to verify the accuracy of the information
contained in this report. All information was believed to be correct
as of March 2017. Nevertheless, Transparency International cannot
accept responsibility for the consequences of its use for other
purposes or in other contexts.

Thanks to: Rebecca Dobson, Kerstin Deinert, Marie Chene,

Maggie Murphy, Casey Kelso, Adam Foldes, Chris Sanders,
Valentina Rigamonti, Liezemarie Johannes, Eric Fichtl, Javier
Villaraco, Julie-Anne Miranda Brobeck, Steve Goodrich,

Ben Cowdock, Shruti Shah, May Miller-Dawkins, Davide del Monte,
Phillip Gordon, Alexander Kambili, Liz Confalone, Christian Freymeyer,
Liz Nelson, Eryn Schornick, Koen Roovers, Porter McConnell,

and Heather Lowe for their support, advice and comments at

various stages of this research.

Generous support for this report was provided by the
Financial Transparency Coalition.

4 ;‘. FINANCIAL
@™ TRANSPARENCY
COALITION

Appendix A



TABLE OF CONTENTS

GLOSSARY

EXECUTIVE SUMMARY

RECOMMENDATIONS

INTRODUCTION

FROM INTERNATIONAL STANDARDS TO NATIONAL LEGISLATION
PRIVATE BUSINESSES IN THE LUXURY SECTOR
IMPROVING PRACTICE

FOCUS OF THIS REPORT

THE LUXURY SECTOR: RISK FACTORS

LUXURY SUB-SECTORS: RISK FACTORS IN FOCUS
THE ART MARKET

SUPER-YACHTS

PRECIOUS STONES AND JEWELS

PERSONAL LUXURY ITEMS

REAL ESTATE

LUXURY SECTOR ANTI-MONEY LAUNDERING: FROM GLOBAL STANDARDS TO PRIVATE COMPLIANCE

CO 00O N O OO U1 w Wi

Tl o e
o M~ DN OO

18

INTERNATIONAL STANDARDS: THE FATF RECOMMENDATIONS AND G20 BENEFICIAL OWNERSHIP PRINCIPLES 20

NATIONAL-LEVEL LEGISLATION: LIMITED IMPLEMENTATION OF GLOBAL STANDARDS

ANTI-MONEY LAUNDERING IN LEADING LUXURY MARKETS
CHINA

FRANCE

GERMANY

ITALY

JAPAN

UNITED KINGDOM

UNITED STATES

CONCLUSION

METHODOLOGICAL NOTE

Appendix A



GLOSSARY

Beneficial Owner: the real person who ultimately owns, controls or benefits from a company or trust
fund and the income it generates.

Competent Authority: Person or organization that has the legally delegated or invested authority,
capacity, or power to perform a designated function.

Customer Due Diligence (or Know Your Customer): a set of money laundering measures
normally mandated by law which are employed by banks and other financial services to document
the true identity of a customer/client and his or her source of wealth to make sure it is legitimate.

Enhanced Due Diligence: the term used to refer to Know Your Customer money laundering
measures that include validation and documentation by third parties and applies to situations where
higher risk clients and politically exposed persons, such as senior politicians, are concerned.

Financial Action Task Force (FATF): an inter-governmental body established in 1989. The
objectives of the FATF are to set standards and promote effective implementation of legal,
regulatory and operational measures for combating money laundering, terrorist financing and other
related threats to the integrity of the international financial system.

FATF Recommendations: the internationally endorsed global standards against money laundering
and terrorist financing.

Grand Corruption: the abuse of high-level power that benefits the few at the expense of the many,
and causes serious and widespread harm to individuals and society. It often goes unpunished.

Money laundering: the process of concealing the origin, ownership or destination of illegally or
dishonestly obtained money by hiding it within legitimate economic activities to make them appear
legal.

Politically Exposed Person (PEP): individuals who hold or held a prominent public function, such
as the head of state or government, senior politicians, senior government, judicial or military officials,
senior executives of state-owned corporations, or important political party officials. The term often
includes their relatives and close associates.

Risk-based approach: A risk-based approach means that countries, competent authorities, and
banks identify, assess, and understand the money laundering and terrorist financing risk to which
they are exposed, and take the appropriate mitigation measures in accordance with the level of risk.

Suspicious Activity Report (SAR): a piece of information which alerts law enforcement that certain
client/customer activity is in some way suspicious and might indicate money laundering or terrorist
financing.
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EXECUTIVE SUMMARY

From Ukraine' to Tunisia? and Brazil®, large-scale cases of grand corruption in recent years have
involved the acquisition of luxury property, vehicles and goods.

This report examines the risk of luxury goods and assets being used to launder the proceeds of
corruption, including in the art world and the marketplaces for super-yachts, precious stones and
jewels, high-end apparel and accessories, and real estate.

In theory, businesses operating in the luxury sector should be well placed to prevent money
laundering, as they are highly aware of the reputational risks to their brands and often seek to
establish long-term relationships with their customers, which should make it easy to carry out due
diligence. However, the available data suggests that compliance by high-value retailers with due
diligence and reporting obligations is remarkably low. For instance, across jurisdictions luxury sector
suppliers seldom act on any concerns about possible money laundering by filing suspicious activity
reports (SARs).

Legislation and policy to prevent money laundering in the luxury sector also have weaknesses.
Based on an assessment of existing sources such as regulatory reports and sector-specific studies,
this scoping report finds that, while there is some variation across countries, current levels of
oversight and enforcement by authorities are limited in leading luxury markets including China,
France, Germany, ltaly, Japan, the UK and the US.

Several characteristics of the luxury sector itself indicate heightened risks of money laundering.
Some high-value goods such as jewellery, precious stones, art and luxury accessories are easily
transportable. Others, such as luxury real estate and super-yachts have been associated with the
use of anonymous shell companies or intermediaries to purchase and manage these assets, which
are significant red flags. To these risks are added the traditions of discretion and confidentiality,
which are present across virtually all luxury sectors, and represent a major money laundering risk.

From fixing the gaps in international standards and national legislation to increasing the number of
suspicious reports being submitted to authorities by luxury sector businesses, much remains to be
done to reduce the scope for individuals using the proceeds of corruption to acquire and enjoy high-
value goods and property, and to use these assets as a vehicle for laundering their ill-gotten gains.

RECOMMENDATIONS

Governments

e Those countries that host the largest luxury markets in particular, such as China, France,
Germany, ltaly, Japan, the US and the UK, should strengthen legislation to ensure dealers
in high-value goods and in specific luxury sectors that are considered high-risk have
customer due diligence and reporting requirements that meet best practice
international standards.

¢ Governments should ensure luxury sectors have a designated competent authority
charged with oversight and regulation. The competent authorities should have the

' See: www.telegraph.co.uk/news/worldnews/europe/ukraine/10656023/In-pictures-Inside-the-palace-Yanukovych-
didnt-want-Ukraine-to-see.html

2 See: www.washingtonpost.com/wp-dyn/content/article/2011/01/28/AR2011012801921.html

 See: www.infobae.com/2015/07/16/1742077-cajas-fuertes-millones-reales-ferraris-y-lamborghinis-detras-del-
escandalo-petrobras/
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mandate, resources and independence necessary to effectively carry out their oversight
duties, which would include having the ability to sanction non-compliant businesses.

Leading global companies in each luxury sector

e Leading brands and luxury multinationals should establish effective customer due
diligence and reporting systems in their retail and customer service chains. These should
also be established in countries where they are not yet legally required, in line with the
public commitments to ethical behaviour and integrity already made by many companies.

The Financial Action Task Force (FATF)

e As the international standard-setter against money laundering, the FATF should
strengthen its recommendations to ensure high-value luxury sectors are adequately
covered by global standards. Specifically, the FATF should consider revising
Recommendation 22, which establishes the sectors considered Designated Non-Financial
Business and Professions. In addition, high-value sectors should be required to take a risk-
based approach to customer due diligence, in place of a threshold-based approach which
applies only to cash transactions.

To inform the process of revising Recommendation 22, the FATF should also commission and

publish a Methods and Trends report on money laundering risks and vulnerabilities in high-value
goods sectors.

Luxury real estate: a particularly attractive target for money launderers. [Photo: iStock/imaginima]
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INTRODUCTION

In December 2016, the Dutch authorities seized super-yacht Ebony Shine, worth an estimated
US$120 million.* This was just a month after the Swiss authorities had seized 11 of the world’s most
expensive cars, including a rare sports car worth US$2.8 million.5 All of these high-value items were
reportedly owned by Teodorin Obiang, the vice-president of Equatorial Guinea, one of the poorest
countries in the world.

Obiang, also the son of President Teodoro Obiang, has been charged by French authorities with
corruption, money laundering and embezzlement of public funds.® These latest seizures came more
than six years after a US Senate report found that Obiang Jr had moved millions into the US through
shell companies in the early 2000s, using them to buy real estate and a range of luxury items.”

This is not an isolated case. Across the world, from Ukraine® to Tunisia,® to Brazil'® large-scale
cases of corruption persistently involve the acquisition of luxury property, vehicles and goods.
Luxury goods'' can serve as badges of wealth, becoming a highly desirable consumption target, '
and they can also be used as bribes."®

For individuals engaged in corruption schemes, the luxury sector is significantly attractive as a
vehicle to launder illicit funds. Luxury goods, super yachts and stately homes located at upmarket
addresses can also bestow credibility on the corrupt, providing a sheen of legitimacy to people who
benefit from stolen wealth.

It is estimated that the global luxury market exceeded €1 trillion in 2015."* The luxury car market
grew by 8 per cent compared to 2014 and is valued at over €405 billion, while luxury hospitality grew
by 7 per cent, reaching a market value of €176 billion."

Despite its seemingly obvious role in laundering the money of corrupt individuals, our findings
suggest that anti-money laundering legislation, policy and practice in the luxury sector are
still underdeveloped. Systemic weaknesses can be found across all areas ranging from
international anti-money laundering standards, through national legislation and regulatory oversight,
to compliance by individual luxury goods retailers. Although there are no estimates of the amounts

4 See: http://gz.com/860194/equatorial-guineas-teodorin-obiang-has-had-his-luxury-yacht-seized-in-the-netherlands/
5 See: http://gz.com/827859/bugatti-ferrari-and-koenigegg-one-were-among-seized-cars-of-equatorial-guineas-vp-
obiang/

5 See: www.france24.com/en/20160907-son-equatorial-guinea-leader-teodorin-obiang-faces-french-trial-graft-charges
” See: www.hsgac.senate.gov/subcommittees/investigations/hearings/-keeping-foreign-corruption-out-of-the-united-
states-four-case-histories

8 See: www.telegraph.co.uk/news/worldnews/europe/ukraine/10656023/In-pictures-Inside-the-palace-Yanukovych-
didnt-want-Ukraine-to-see.html

9 See: www.washingtonpost.com/wp-dyn/content/article/2011/01/28/AR2011012801921.html

9 See: www.infobae.com/2015/07/16/1742077-cajas-fuertes-millones-reales-ferraris-y-lamborghinis-detras-del-
escandalo-petrobras/

" Luxury goods can broadly be defined as “products and services not essential to basic needs, for which demand rises
more than proportionally than a rise in income”. See: www.blog.kpmgafrica.com/luxury-goods-in-africa-a-maturing-
sector/

12 Transparency International UK, Don’t look won't find: Weaknesses in the supervision of the UK’s anti-money
laundering rules (London: TI UK, November 2015). www.transparency.org.uk/publications/dont-look-wont-find-
weaknesses-in-the-supervision-of-the-uks-anti-money-laundering-rules/

¥ In China, for example, researchers drawing on detailed import data have found evidence of a “Swiss watch cycle”, in
which imports of Swiss watches rose during political leadership transitions, when thousands of lucrative government
positions became available to be “bought”. See: http://xiachuanlan.weebly.com/uploads/1/9/1/3/19133549/watch-1.8-
empirical-x|.pdf

4 Claudia D’Arpizio, Federica Levato,Daniele Zito and Joélle de Montgolfier, Luxury goods worldwide market study
(Milan: Bain and Co., 2015), p.5. www.bain.com/Images/BAIN_REPORT_Global Luxury 2015.pdf

"% |bid., p.6.
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being laundered through luxury sectors, this review of existing policy and media reports finds
multiple factors pointing to the high risks of money laundering in these markets’®.

From international standards to national legislation

The weaknesses in oversight of the luxury market start with the international standards against
money laundering — the Financial Action Task Force (FATF) recommendations."” While the FATF
standards set out anti-money laundering recommendations for both financial and non-financial
businesses and professions, these do not fully cover all relevant luxury sectors, focusing mainly on
real estate and precious metals and stones. Major luxury sectors such as personal luxury items, art,
and luxury transport (from cars to private jets and super-yachts) fall largely outside their scope.

In addition, for the precious metals and stones sectors, the FATF recommendations only apply to
cash-based transactions above a minimum threshold. This threshold-based approach moves away
from the risk-based approach that requires businesses and authorities to understand the money
laundering risks in their sectors, and is central to effective prevention.'®

At the same time, national legislation and regulatory oversight of luxury good sectors are
generally poor, with few countries explicitly including vehicles, aircraft and boats,'® for example,
under the sectors that need to comply with anti-money laundering obligations. Across the 34 OECD
countries compliance in law with FATF standards for all non-financial professions was rated as
between “non-compliant” and “partially compliant” on average by a 2014 OECD report.2°

In 2015, Transparency International found the luxury goods sector in 10 of the G20 members is not
required by law to identify the beneficial ownership details of customers.?! These include top luxury
markets such as China, Italy, and the US as well as countries such as Australia and Canada where
media reports, official assessments and civil society analysis point to a high risk of money
laundering in sectors such as high-end real estate.?? In other countries such as the UK and
Germany, anti-money laundering legislation contains broad definitions, such as “dealers in high-
value goods”, which would theoretically include luxury goods dealers under the sectors that have to
comply with due diligence and reporting obligations. However, the practical implementation of these
laws is limited.

Private businesses in the luxury sector

The luxury sector should be uniquely well placed to carry out effective due diligence on its clients, as
its business model is to a significant extent based on knowing the customer; an essential principle
for any anti-money laundering system. Articles in luxury trade publications emphasize the
importance of cultivating long-term relationships with clients, for instance gathering data on each

'6 Please refer to methodological note at the end of this report

" FATF 40 Recommendations. www.fatf-gafi.org/publications/fatfrecommendations/?hf=10&b=0&s=desc

'8 FATF, Guidance for a risk based approach: The banking sector (Paris: FATF, 2014). www.fatf-
gafi.org/publications/fatfrecommendations/documents/risk-based-approach-banking-sector.html

' Countries with legislation that does (in some cases partially) cover these sectors include Argentina, the British Virgin
Islands, the Cayman Islands, Mexico, the Netherlands and the US.

20 OECD, lliicit financial flows from developing countries: Measuring OECD responses (Paris: OECD, 2014).
www.oecd.org/corruption/lllicit Financial Flows from Developing Countries.pdf

2 Transparency International, Just for show? Reviewing G20 promises on beneficial ownership (Transparency
International, 2015). www.transparency.org/whatwedo/publication/just for show g20 promises

2 See: www.news.com.au/finance/real-estate/buying/where-chinese-billions-pouring-into-australian-real-estate-really-
come-from/news-story/6a6c5a741f618039c2342f81bd03f933; www.cbc.ca/news/canada/british-columbia/fintrac-
realtors-realestate-vancouver-1.3497796
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individual to tailor future offers, linked to key events such as birthdays.?® Customer retention rates
are estimated at up to 30 per cent for top-tier brands.?* In addition, luxury firms maintain strict control
over their distribution channels; for example selecting a limited number of retail points in each city to
ensure their exclusivity is not diluted.

Both these factors — knowing the customer and controlling distribution channels — should place the
luxury sector in a position to implement customer due diligence throughout production and retail
chains with relative ease. Although in some sub-sectors such as luxury accessories, due diligence
requirements may be complicated by the growth in international luxury tourism, in others such as
customised aircraft or super-yachts there is little doubt that the identity of the buyer is usually known
to the supplier.

However, the available data suggests that compliance by high-value retailers with due diligence and
reporting obligations is remarkably low. For instance, across jurisdictions luxury sector suppliers
seldom act on any concerns about possible money laundering by filing suspicious activity reports
(SARs). In the UK high-value dealers submitted just 135 SARs between October 2014 and
September 2015, representing 0.04 per cent of the total amount of SARs submitted in that period.?
In Antwerp, the largest diamond exchange in the world, no suspicious activity reports by the
precious stones sub-sector had been filed up to 20142, despite this market being identified as
having a high money laundering risk.

Several characteristics of the luxury sector itself indicate heightened risks of money laundering.
Some high-value goods such as jewellery, precious stones, art and luxury accessories are easily
transportable. Others, such as luxury real estate and super-yachts are often associated with the use
of anonymous shell companies or intermediaries to purchase and manage these assets, which pose
particular money laundering risks?’. To these risks are added the traditions of discretion and
confidentiality, which are present across virtually all luxury sectors, and represent a major money
laundering risk.

Improving practice

Changing the culture and practices in the luxury sector will require a significant and sustained effort
by many actors. International bodies, in particular the FATF, need to strengthen international
standards and produce supporting materials, such as guiding documents to assist governments and
the private sector. Governments need to take action to strengthen legislative compliance with
international standards.

Competent authorities need to be designated to oversee luxury markets, and these need to have the
mandate, resources, and capacity to carry out their roles effectively. Effective oversight requires
action in multiple areas such as carrying out sector-wide risk assessments, coordinating relevant

2 See: www.mycustomer.com/service/management/what-can-luxury-brands-teach-us-about-customer-service-and-
after-care

24 See: http://luxurysociety.com/articles/2012/10/10-retail-strategies-for-luxury-brands-to-improve-crm

25 National Crime Agency, Suspicious activity reports: Annual report 2015 (London: NCA, 2015).
www.nationalcrimeagency.gov.uk/publications/677-sars-annual-report-2015/file

2 FATF, Anti-money laundering and counter-terrorist financing measures: Belgium: Mutual Evaluation Report (Paris:
FATF, 2015). www.fatf-gafi.org/media/fatf/documents/reports/mer4/Mutual-Evaluation-Report-Belgium-2015.pdf

21 FATF, Specific Risk Factors in Laundering the Proceeds of Corruption (Paris: FATF 2012). http://www.fatf-
gafi.org/media/fatf/documents/reports/Specific%20Risk%20F actors %20in%20the %20Laundering%200f%20Proceeds %
200f%20Corruption.pdf
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state authorities such as financial intelligence units and tax authorities, performing on-site
inspections, and implementing sanctions on businesses where necessary.

Luxury brands also have a duty and responsibility to change their compliance practices — from their
employees working on the sale floors to their C-suite staff.

Focus of this report

In this context, what is the role of the producers and dealers in the luxury sector, and the authorities
who oversee them? Over the last three decades, international bodies have developed a standard
set of anti-money laundering measures.?® These include customer due diligence and record-keeping
by businesses; enhanced due diligence for politically exposed persons (PEPs); reporting of
suspicious transactions to relevant authorities; and effective oversight by competent regulatory
authorities. To what extent are these measures in place in the luxury goods sectors?

This scoping report first examines emblematic luxury goods sectors, from fashion accessories
and jewels to luxury real estate and super-yachts, and assesses the risks of money laundering
associated with each one to the extent the available data allow. Based on a review of publicly
available sources such as publications by industry bodies, annual reports of leading companies,
media reports, and risk assessments carried out by consulting firms, it also assesses the levels of
awareness of and compliance with anti-money laundering obligations in these sectors.

It then looks at global standards and the role of national authorities in implementing them,
drawing on FATF country reports, official anti-money laundering country risk assessments, and civil
society briefings, with a particular focus on the major luxury markets such as China, France,
Germany, Italy, Japan, the US and the UK. How strong is national level legislation against anti-
money laundering in leading luxury goods markets? How effective is regulatory oversight and
enforcement of applicable laws?

THE LUXURY SECTOR: RISK FACTORS

The main markets for luxury goods are in developed countries, with the top five consumer markets
being in the US, Japan, France, ltaly and China, which together represent over 50 per cent of the
global market, followed by the UK and Germany in sixth and seventh place.?® The luxury goods
market records above-average profit, with a net profit margin of 12 per cent in 2012 compared with
8.2 per cent for consumer products companies.*

However, it is the emerging markets that are largely driving the growth in luxury goods sales, in
particular in the Middle East and Africa.3' For example, the luxury retail market is reported to be
booming in Portugal thanks to a rising influx of the Angolan elite. In April 2013, Filipa Pinto-Coelho,
marketing director for Gucci in Portugal, declared a substantial growth of Angolan costumers in
2012-2013. She estimated this growth to be around 90 per cent, making up 58 per cent of the total
market share of Gucci sales in Portugal.®? Yet in Angola, 43.4 per cent of the population lives in

28 FATF 40 Recommendations.

2% See: www.slideshare.net/Euromonitor/state-of-the-luxury-goods-market-in-2014

30 Deloitte, Global powers of luxury goods: In the hands of the consumer (London: Deloitte, 2014).
www?2.deloitte.com/content/dam/Deloitte/ch/Documents/consumer-business/ch-cb-en-global-powers-of-luxury-goods-
2014.pdf

31 See: www.usfashionindustry.com/resources/euromonitor-international-industry-analysis/2454-euromonitor-
international-luxury-market-outlook-for-2016

32 See: www.theafricareport.com/Southern-Africa/trend-hunter-angolan-shoppers-rescue-lisbons-luxury-retailers.html
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poverty on less than US$1.45 a day,* and the political class is allegedly engaging in wholesale
plundering of state resources. Angola scores just 15 out of 100 on Transparency International’s
Corruption Perceptions Index.3*

Another example is Nigeria, which is one of the world’s fastest growing luxury goods markets, where
more than a half of the population lives on less than US$1.45 a day.® Nigeria scores 26 out of 100
on Transparency International’s Corruption Perceptions Index.% In 2013, it was the second-fastest
growing market in the world for champagne, becoming one of the top 20 champagne markets in the
world. ¥ In Lagos’s wealthiest district, Victoria Island, luxury shops such as Ermenegildo Zegna,
Porsche and Hugo Boss have blossomed,* alongside a wide variety of jewellery shops.

Beyond the notorious and emblematic grand corruption cases in recent decades, such as those of
Yanukovych in Ukraine®® and Ben Ali in Tunisia,* different sources point to the luxury goods market
as an attractive sector for corruption and laundering the proceeds of ill-gotten gains. In the UK
alone, it is estimated that £100 billion (€115 million) a year of illicit money from abroad finds its way
into the country, and is often spent on high-end homes and property, as well as other luxury
goods.*' Following an anti-corruption drive in China in 2013, luxury goods imports to the country fell
by 13.3 per cent over the seven months following the reforms,*? while a luxury goods fair in Macau
had to be cancelled.** A 2014 briefing on the global luxury goods sector by the consultancy Deloitte
stated that, “...the [Chinese] government’s recent crackdown on corruption has resulted in a sharp
drop in official gift giving. Going forward, this could have a negative impact on the luxury market”.44

Ben Ali’'s collection

Zine al-Abidine Ben Ali was the president of Tunisia for 23 years. It is not clear how much money
Ben Ali and his entourage held abroad when the president was forced out of office in January
2011, but according to a March 2014 report issued under the auspices of the World Bank, 220
companies were allegedly owned by Ben Ali and his relatives — and they were allegedly earning
21 per cent of all the country’s private sector profits between 1996 and 2010.4°

In December 2012, luxury assets including high-performance cars, yachts, fine art, jewellery,
and palaces belonging to Ben Ali and his wife, Leila Trabelsi, were auctioned.*® It is believed that
roughly 12,000 items, including 22 luxury vehicles, reported to include a Lamborghini, a Bentley,
an armoured Cadillac, and a Maybach town car,*” as well as hundreds of pieces of jewellery,
ornate clocks, watches and paintings were among the auctioned items.* Suits belonging to Ben
Ali went for an average of €3,000 each, while coats belonging to Trabelsi went up to €4,000.4°

Officials declared that auctioning Ben Ali’s family’s luxury assets has brought US$500 million
(€442 million) to the state’s coffers since 2011.%°

% According to UNICEF’s data 2007-2011: www.unicef.org/infobycountry/angola_statistics.html

34 See: http://www.transparency.org/news/feature/corruption_perceptions_index 2016

45 Bob Rijkers, Caroline Freund and Antonio Nucifora, All in the family — State capture in Tunisia, Policy Research
Paper 6810, World Bank, March 2014. www-
wds.worldbank.org/external/default/\WDSContentServer/IW3P/IB/2014/03/25/000158349 20140325092905/Rendered/
PDF/WPS6810.pdf; cited in Financial Times. www.ft.com/cms/s/0/f90e2ac0-a302-11e3-ba21-
00144feab7de.html#axzz2x5H1wMtuBusiness (subscription required).

4 See: www.csmonitor.com/World/Middle-East/2012/1226/Tunisia-seeks-gold-in-former-dictator-s-assets

47 See: www.telegraph.co.uk/news/newstopics/howaboutthat/9763437/Tunisia-auctions-Ben-Alis-luxuries.html;
www.businessinsider.com/tunisia-auctions-ben-alis-cars-for-funds-2012-12?IR=T

4 See: www.bloomberg.com/news/articles/2012-12-24/tunisia-offers-luxury-cars-as-ben-ali-s-assets-go-to-auction
(subscription required).
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A major area of investment for luxury goods producers is the marketing and public relations needed
to create and sustain a luxury brand. Customers are not only paying for the physical item, as the
retail price can be multiple times the production cost, but rather are aspiring to the intangible social
and psychological benefits associated with the brand®'. Luxury industry reports identify reputation as
a luxury goods company’s greatest asset, but also note that this makes them particularly susceptible
to risk.52 Luxury brands could be particularly susceptible to public campaigns drawing negative
attention to their business practices where they are found to be linked to or facilitate the laundering
of illicit funds.

LUXURY SUB-SECTORS: RISK FACTORS IN FOCUS

Drawing on publicly available information, this section summarises the main risk factors for money
laundering in leading luxury sub-sectors. Despite data limitations, an initial picture emerges of a high
risk of money laundering, coupled with overall low awareness and lack of effective supervision.

The art market

The global art market in 2015 was estimated to be worth US$63 billion.5® In the same year, sales at
auctions reached US$29.9 billion.** The major art markets are in the US (43 per cent), the UK (21
per cent) and China (19 per cent), followed by France, Germany and Switzerland.®®

High-profile economists,®® US prosecutors®” and academics® have all called for greater regulation of
the global art market due to its money laundering and tax evasion risks. Major risk factors include

3% See: www.telegraph.co.uk/news/worldnews/europe/ukraine/10656023/In-pictures-Inside-the-palace-Yanukovych-
didnt-want-Ukraine-to-see.html

40 See: www.washingtonpost.com/wp-dyn/content/article/2011/01/28/AR2011012801921.html

41 See: www.independent.co.uk/news/business/news/police-lack-resources-to-carry-out-money-laundering-
investigations-10309052.html

2 See: http://aida.wss.yale.edu/~ng3/NANCYS Yale Website/resources/papers/QianWen 20150102.pdf

4 See:_www.bbc.com/news/world-asia-china-32246080

4 Deloitte, Global powers, 2014.

45 Bob Rijkers, Caroline Freund and Antonio Nucifora, All in the family — State capture in Tunisia, Policy Research
Paper 6810, World Bank, March 2014. www-
wds.worldbank.org/external/default/WWDSContentServer/IW3P/IB/2014/03/25/000158349 20140325092905/Rendered/
PDF/WPS6810.pdf; cited in Financial Times. www.ft.com/cms/s/0/f90e2ac0-a302-11e3-ba21-
00144feab7de.html#axzz2x5H1wMtuBusiness (subscription required).

4 See: www.csmonitor.com/World/Middle-East/2012/1226/Tunisia-seeks-gold-in-former-dictator-s-assets

47 See: www.telegraph.co.uk/news/newstopics/howaboutthat/9763437/Tunisia-auctions-Ben-Alis-luxuries.html;
www.businessinsider.com/tunisia-auctions-ben-alis-cars-for-funds-2012-12?IR=T

* See: www.bloomberg.com/news/articles/2012-12-24/tunisia-offers-luxury-cars-as-ben-ali-s-assets-go-to-auction
(subscription required).

49 See: www.france24.com/en/20121222-tunisia-auction-ben-ali-treasures

50 See: http://english.alarabiya.net/en/business/economy/2016/02/10/Tunisia-makes-500-million-from-ousted-president-
s-assets-.html

51 See: http://www.epictions.com/blog/content-marketing/content-marketing-examples-luxury-brands “Luxury brands
are largely about selling the idea of exclusivity. Their appeal lies in the illusory idea of superiority that comes from
possession.”

52 Ace European, Emerging risks for the European luxury goods industry to watch (London: Ace, 2014).
www2.chubb.com/UK-EN/_Assets/documents/luxury-goods-report-june-2014-Ir.pdf

5 TEFAF Art Market report. https://news.artnet.com/market/tefaf-2016-art-market-report-443615

54 bid.

% |bid.

% See: www.theglobeandmail.com/report-on-business/international-business/european-business/economists-urge-
tighter-requlations-to-curb-money-laundering-in-art-market/article26217852/

5 See: www.independent.co.uk/arts-entertainment/art/news/secret-world-of-multimillion-pound-art-deals-faces-us-
inquiry-into-allegations-of-money-laundering-a6921781.html

% See: www.swissinfo.ch/eng/opaque-art_art--the-new-frontier-in-the-fight-against-money-laundering/41461526
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http://www.telegraph.co.uk/news/worldnews/europe/ukraine/10656023/In-pictures-Inside-the-palace-Yanukovych-didnt-want-Ukraine-to-see.html
http://www.telegraph.co.uk/news/worldnews/europe/ukraine/10656023/In-pictures-Inside-the-palace-Yanukovych-didnt-want-Ukraine-to-see.html
http://www.washingtonpost.com/wp-dyn/content/article/2011/01/28/AR2011012801921.html
http://www.independent.co.uk/news/business/news/police-lack-resources-to-carry-out-money-laundering-investigations-10309052.html
http://www.independent.co.uk/news/business/news/police-lack-resources-to-carry-out-money-laundering-investigations-10309052.html
http://aida.wss.yale.edu/~nq3/NANCYS_Yale_Website/resources/papers/QianWen_20150102.pdf
http://www-wds.worldbank.org/external/default/WDSContentServer/IW3P/IB/2014/03/25/000158349_20140325092905/Rendered/PDF/WPS6810.pdf
http://www-wds.worldbank.org/external/default/WDSContentServer/IW3P/IB/2014/03/25/000158349_20140325092905/Rendered/PDF/WPS6810.pdf
http://www-wds.worldbank.org/external/default/WDSContentServer/IW3P/IB/2014/03/25/000158349_20140325092905/Rendered/PDF/WPS6810.pdf
http://www.ft.com/cms/s/0/f90e2ac0-a302-11e3-ba21-00144feab7de.html#axzz2x5H1wMtuBusiness
http://www.ft.com/cms/s/0/f90e2ac0-a302-11e3-ba21-00144feab7de.html#axzz2x5H1wMtuBusiness
http://www.csmonitor.com/World/Middle-East/2012/1226/Tunisia-seeks-gold-in-former-dictator-s-assets
http://www.telegraph.co.uk/news/newstopics/howaboutthat/9763437/Tunisia-auctions-Ben-Alis-luxuries.html
http://www.businessinsider.com/tunisia-auctions-ben-alis-cars-for-funds-2012-12?IR=T
http://www.bloomberg.com/news/articles/2012-12-24/tunisia-offers-luxury-cars-as-ben-ali-s-assets-go-to-auction
http://www.france24.com/en/20121222-tunisia-auction-ben-ali-treasures
http://english.alarabiya.net/en/business/economy/2016/02/10/Tunisia-makes-500-million-from-ousted-president-s-assets-.html
http://english.alarabiya.net/en/business/economy/2016/02/10/Tunisia-makes-500-million-from-ousted-president-s-assets-.html
http://www.epictions.com/blog/content-marketing/content-marketing-examples-luxury-brands
https://news.artnet.com/market/tefaf-2016-art-market-report-443615
http://www.theglobeandmail.com/report-on-business/international-business/european-business/economists-urge-tighter-regulations-to-curb-money-laundering-in-art-market/article26217852/
http://www.theglobeandmail.com/report-on-business/international-business/european-business/economists-urge-tighter-regulations-to-curb-money-laundering-in-art-market/article26217852/
http://www.independent.co.uk/arts-entertainment/art/news/secret-world-of-multimillion-pound-art-deals-faces-us-inquiry-into-allegations-of-money-laundering-a6921781.html
http://www.independent.co.uk/arts-entertainment/art/news/secret-world-of-multimillion-pound-art-deals-faces-us-inquiry-into-allegations-of-money-laundering-a6921781.html
http://www.swissinfo.ch/eng/opaque-art_art--the-new-frontier-in-the-fight-against-money-laundering/41461526

the traditions of confidentiality and discretion in the art world, and that works of art can be both high-
value and easily transportable. A report by consultancy firm Deloitte identifies several additional
money laundering risks in the luxury art sector, such as the common use of foreign or offshore
accounts and the use of intermediaries to carry out transactions, for example through telephone or
online auctions.

In 2015, an assessment on money laundering risks prepared by a Swiss government taskforce
noted that, “While the most important economic and financial sectors have become subject to
stronger anti-money laundering regulations, lawmakers have paid surprisingly little attention to the
art market, also in Switzerland”.®° The Panama Papers also revealed numerous cases of high-value
art being held through anonymous shell companies to disguise their true owners.%’

In recent years, the growth in large storage spaces in transit zones (often located near or in an
airport), known as Freeports, has created new spaces for luxury art transactions to be carried out in
complete secrecy. Originally created to temporarily host goods in transit from one country to
another, the Freeport concept has undergone a major upgrade. Freeports in Geneva, Singapore and
Luxembourg now offer a wide range of services, coupled with extreme security measures.? Not
least among their attractions is that during their stay inside the Freeport — which in practice can last
for decades — objects go untaxed. Once inside the warehouse, art “can be sold privately and
anonymously to other buyers”, without necessarily leaving the premises following the transaction.®?

Despite awareness of the risks of money laundering®, commitment to anti-money laundering within
the art sector seems to be limited. The Basel Institute of Governance has proposed guidelines that
could be the basis for self-regulation in the sector.®® However, a 2012 working paper found that “the
art trade has shown a pronounced lack of interest” in dealing with the proposed guidelines. A letter
sent out to key representatives of the art trade industry was “met with reservation and outright
refusal to engage”.%®

In 2013, a representative of the Art Dealers Association of America told the New York Times that
money laundering “is not an industry wide problem and really does not pertain to us”.?” In the UK,
auction houses filed just 15 suspicious reports (0.004 per cent of the national total) in the year to
September 2014, and there were no known cases of regulatory enforcement involving auction
houses or art dealers.5®

In early 2017 the Responsible Art Market initiative, a group whose founders include leading auction
houses and the Geneva Freeport®, published guidelines on combatting money laundering and

%9 Deloitte, About the need of forensic and anti-money laundering services for art market professionals (London:
Deloitte, 2014). wwwz2.deloitte.com/content/dam/Deloitte/lu/Documents/risk/lu-forensic-aml-art-market.pdf

50 See: www.news.admin.ch/NSBSubscriber/message/attachments/42572.pdf p.114 (in German).

61 See: https://panamapapers.icij.org/20160407-art-secrecy-offshore.html

52 See: www.newyorker.com/magazine/2016/02/08/the-bouvier-affair

5% See: www.theglobeandmail.com/report-on-business/international-business/european-business/economists-urge-
tighter-regulations-to-curb-money-laundering-in-art-market/article26217852/

64 Alexia Timmermans, Ethics of Art Dealers and Auction Houses, Sotherby’s Institute of Art, (London: Timmermans,
2016). https://sothebysinstitute.academia.edu/Departments/Art_Business/Documents “The art world has evolved into a
multi-billion-dollar industry, in which the lack of transparency and the predominant absence of enforceable laws and
regulations, represent a fertile climate for controversial, unethical practices.” (page 1)

5 See: www.baselgovernance.org/sites/collective.localhost/files/publications/basel_art_trade_guidelines.pdf

56 |bid.

57 See: www.nytimes.com/2013/05/13/arts/design/art-proves-attractive-refuge-for-money-launderers.html?_r=0

% Transparency International UK, Don't look won't find, 2015.

59 See: http://paolopilegai.com/up/ram/wp/organisation/
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http://www.baselgovernance.org/sites/collective.localhost/files/publications/basel_art_trade_guidelines.pdf
http://www.nytimes.com/2013/05/13/arts/design/art-proves-attractive-refuge-for-money-launderers.html?_r=0
http://paolopileggi.com/up/ram/wp/organisation/

terrorist financing.”® These voluntary guidelines have no legal effect’’ and do not include a
monitoring and enforcement mechanism’? to ensure art market professionals actually follow them.”®

The Panama Papers uncovered the real owners of a number of super-yachts held through anonymous shell
companies. [Photo: iStock/1001nights]

Super-yachts

According to industry publications, 392 super-yachts were sold worldwide in 2015,7* a record since
the 2008 financial crisis. A 100-metre super-yacht costs an estimated US$275 million on average,
with additional millions in yearly operating costs; for instance an average of US$1.4 million for crew
salaries alone.”™

Leading jurisdictions of “established and emerging super-yacht wealth”’® include countries with a
high risk of public sector corruption such as Indonesia, Kazakhstan, Kuwait, Russia, Thailand and
Turkey.”” In 2014 Bloomberg reported that, “the proportion of yachts measuring more than 40

0 See: http://responsibleartmarket.org/guidelines/quidelines-on-combatting-money-laundering-and-terrorist-financing/
! See: http://responsibleartmarket.org/art-market-guidelines/

2 See: http://responsibleartmarket.org/guidelines/guidelines-on-combatting-money-laundering-and-terrorist-financing/
3 See: https://www.antiquestradegazette.com/news/2017/geneva-art-trade-to-crack-down-on-money-laundering-with-
new-guidelines/

4 See: www.boatinternational.com/yacht-market-intelligence/superyacht-industry-data/superyacht-sales-
data/superyachts-sold-in-2015--29145

5 See: www.towergateinsurance.co.uk/boat-insurance/the-cost-of-maintaining-a-super-yacht

6 See: www.superyachtnews.com/business/19145/high-risk-lending-jurisdictions-are-a-plentiful-source-of-wealth.html
" See for example Transparency International’s Corruption Perceptions Index: www.transparency.org/cpi2015
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http://www.boatinternational.com/yacht-market-intelligence/superyacht-industry-data/superyacht-sales-data/superyachts-sold-in-2015--29145
https://www.towergateinsurance.co.uk/boat-insurance/the-cost-of-maintaining-a-super-yacht
http://www.superyachtnews.com/business/19145/high-risk-lending-jurisdictions-are-a-plentiful-source-of-wealth.html
http://www.transparency.org/cpi2015

meters owned by Russians has more than doubled over the past five years to about 8 percent of the
global fleet”.”®

Super-yachts are often registered in secrecy jurisdictions and in countries offering “flags of
convenience” such as Belize, the British Virgin Islands, the Cayman Islands, the Marshall Islands
and the United Arab Emirates,’® which have poor financial transparency standards, minimal taxation
and low regulations, in particular on labour standards.8°

In 2012, the New York Times found that, “A Cayman Islands incorporation costs $5,000 to $7,000,
but with that flag, a European can buy a $2 million yacht built in Italy and completely avoid value-
added tax. A one-year Marshall Islands yacht registry costs $2,200 and can be done online in a day,
according to the islands’ Web site”.%' The Panama Papers revelations also uncovered the real
owners of a number of mega-yachts registered to anonymous shell companies, including the former
prime minister of Qatar,®? and a Nigerian oil tycoon whose assets have since been frozen by the
Lagos High Court.®

The main shipyards supplying luxury yachts are located in Italy, Germany, the Netherlands, the UK
and the US. Due to the extensive involvement of buyers in the customised design process, there is
little doubt that the identity of the ultimate beneficial owner of the vessel is usually known to the
shipyard.®

On the other hand, mentions of secrecy, discretion® and confidentiality® abound on super-yacht
websites. For example, referring to the largest yacht in the world, the 180m long Azzam (built by
German shipyard Lirssen), an industry publication says, “Not much is known about this behemoth
of a yacht other than the specs and that her interior is in a relaxed French Empire style, but it is
rumoured to have been built for the a member of the royal family of Abu Dhabi of the United Arab
Emirates”.%’

There have been concrete attempts to buy super-yachts with suspected proceeds of corruption. In
just one example, in addition to having a yacht seized by Dutch authorities (see introduction), in
2011 Teodorin Obiang Jr, son of the president of Equatorial Guinea, tried to order a yacht worth
US$380 million from German company Kusch. The order was only cancelled after Global Witness
uncovered and publicised it.®

Regulatory reports in leading producer countries such as Germany, Italy and the UK rarely mention
the sector, and there is little evidence of effective supervision and enforcement by authorities. In the
Netherlands, home to large super-yacht shipyards such as Heesen and Feadship, dealers in vessels
and boats are required to report any suspicious transactions to the authorities. However, of the
40,959 suspicious transaction reports the Dutch authorities received in 2015, only three (0.01 per
cent of the total) came from dealers in vessels and boats.®

8 See: www.bloomberg.com/news/articles/2014-09-25/super-yacht-pedlars-in-monaco-fret-russia-sanctions-ending-
party

9 See the Tax Justice Network’s Financial Secrecy Index: http:/financialsecrecyindex.com/

80 See: www.newstatesman.com/politics/business/2016/01/lost-outlaw-seas-dangerous-treatment-staff-superyachts
81 See: www.nytimes.com/2012/04/19/business/global/amid-a-tax-crackdown-a-search-for-a-safe-port.html? _r=1

82 See: www.forbes.com/sites/chloesorvino/2016/04/13/panama-papers-leak-helps-show-that-gatars-former-prime-
minister-is-a-billionaire/#492762d025ee

8% See: http://megayachtnews.com/2016/07/galactica-star-panama-papers/

84 See for example: www.feadship.nl/en/story/the-pursuit-of-dreams/your-dreams

8 See: www.eliteyacht.com

8 See: www.sainttropez-yachtcharter.com

87 See: www.boatinternational.com/yachts/the-register/top-200-largest-yachts--25027 ?page=20

8 See: www.globalwitness.org/en/archive/son-equatorial-guineas-dictator-plans-one-worlds-most-expensive-yachts/
8 F|U the Netherlands, Annual report 2015: see appendix 1 at: www.fiu-nederland.nl/sites/www.fiu-
nederland.nl/files/documenten/fiu_jaaroverzicht 2015 _eng.pdf
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Awareness of anti-money laundering and anti-corruption measures within the sector seem to be
poor. The International Superyacht Society has proposed a brief series of Business Principles,®
which make no specific mention of corruption, bribery or money laundering, and do not include basic
elements of good practice in anti-corruption principles, such as establishing a code of conduct,
policies and procedures, training and guidance or internal controls.®'

In the UK, the yachting industry response to a proposed anti-money laundering regulation in 2014
was to claim that the measure was “potentially fatal” and that the sector “faced ruin”.®2 The proposed
ruling, which would have required boat brokers to become accredited in order to open client
accounts with banks, was ultimately reversed following pressure by the Association of Brokers and
Yacht Agents.®

Precious stones and jewels

The global gems and jewellery market is expected to reach a market value of US$292 billion by the
end of 2019.%

Precious metals and stones have long been identified as a particularly vulnerable sector to money
laundering, as trade in this sector is characterised by a “high value to mass ratio”, meaning that, for
instance, a million dollars' worth of diamonds can be carried across borders illegally with relative
ease.%®

Research carried out by the FATF on diamond trading found that, “diamonds are also used as a
form of currency”, which poses a significant money laundering risk.%¢ Precious minerals can also be
used in trade-based money laundering schemes,®” in which through price manipulation or false
invoices for fictitious sales, precious minerals can be used as a cover for laundering illicit funds.%
Due to all these factors, locations that have large precious stone and metals marketplaces would be
particularly at risk.

A case in point is Antwerp, which hosts the largest diamond exchange in the world. The 1,850
registered diamond businesses in the city trade an estimated 80 per cent of the world’s rough
diamonds and 50 per cent of its polished diamonds each year, generating an annual turnover of €42
billion.*® Despite the diamond sector being identified as posing a significant laundering risk, in 2015
a FATF report found “virtually no Suspicious Transaction Reports” from diamond traders in
Belgium.'® The report also noted that the number of prosecutions involving precious metals and
diamonds is “not commensurate with the level of risk cited by the Belgian authorities”.

9 See: www.superyachtsociety.org/docs/5181SR%201SS%20Business %20Principles EU_2.pdf

91 See: https://issuu.com/transparencyinternational/docs/business_principles web_final

92 See: www.mby.com/news/boat-brokers-spared-potentially-fatal-fca-ruling-41256#s8f0J To756i2D74v.99

% See: www.yachtingmonthly.com/news/money-laundering-regs-threatened-brokers-444

% See: www.prnewswire.com/news-releases/global-gems-and-jewellery-market-2015-2019-300198009.html

% FATF, Money laundering and terrorist financing through trade in diamonds (Paris: FATF, 2013), p.10. www.fatf-
gafi.org/media/fatf/documents/reports/ML-TF-through-trade-in-diamonds.pdf.

% |bid. p.10.

9 FATF, Trade based money laundering (Paris: FATF, 2006). www.fatf-
gafi.org/publications/methodsandtrends/documents/trade-basedmoneylaundering.html

% IMF, Implementing AML/CFT measures in the precious minerals sector: Preventing crime while increasing revenue
(Washington DC: IMF, 2014). www.imf.org/external/pubs/ft/tnm/2014/tnm1401a.pdf

% See: www.awdc.be/sites/awdc/files/Antwerp%20Diamond%20Masterplan%20-%20Project%202020.pdf

19 FATF, Anti-money laundering and counter-terrorist financing measures: Belgium: Mutual Evaluation Report (Paris:
FATF, 2015). www.fatf-gafi.org/media/fatf/documents/reports/mer4/Mutual-Evaluation-Report-Belgium-2015.pdf
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Dealers in precious stones and jewels typically have limited oversight by authorities. [Photo: iStock/zysman]

In some countries such as the US, authorities'! have issued regulations requiring dealers in
precious metals, stones, and jewels to establish anti-money laundering programmes.'%? The most
recent information available via FATF country reports points to low levels of effective oversight and
compliance in the sector:

¢ Norway “has no designated competent authority for AML/CFT monitoring and supervision
of...dealers in precious metals and stones”, despite having an estimated 500 dealers in the
country. 103

e In Malaysia, dealers in precious metals and stones have “very low awareness of AML/CFT
obligations and measures”. Additionally, requirements for dealers in precious metals and
stones in East Malaysia (Sabah and Sarawak) only apply to those dealers registered as
companies, meaning that 345 of the 1,600 dealers in this region are outside the scope of
the legislation. The FATF report finds that “little information is held by the authorities about
the sector and its risks”.1%*

e Spain has over 2,500 dealers in precious metals and stones, of which 53 comprise over 50
per cent of sector activity. However, of the 3,058 suspicious transaction reports received by

97 FinCEN: www.fincen.gov/sites/default/files/shared/antimoneylaundering060305.pdf

192 Department of the Treasury Financial Crimes Enforcement Network, Guidance for dealers, including certain
retailers, of precious metals, precious stones, or jewels, on conducting a risk assessment of their foreign suppliers, 10
March 2008.

193 FATF, Anti-money laundering and counter-terrorist financing measures: Norway: Mutual Evaluation Report (Paris:
FATF, 2014), p.95. www.fatf-gafi.org/media/fatf/documents/reports/mer4/Mutual-Evaluation-Report-Norway-2014.pdf
94 FATF, Anti-money laundering and counter-terrorist financing measures: Malaysia: Mutual Evaluation Report (Paris:
FATF, 2015). www.fatf-gafi.org/media/fatf/documents/reports/mer4/Mutual-Evaluation-Report-Malaysia-2015.pdf
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authorities in 2012 (the most recent year for which data are available) just 20 came from
jewellers.'%

e In Switzerland, dealers in precious stones only have to comply with legal anti-money
laundering obligations when they receive cash payments of more than CHF 100,000 Swiss
Francs (€91,340).%

Personal luxury items

The global market for personal luxury items was estimated at €250 billion in 2015,'%7 with the market
close to evenly split across the accessories, apparel, watches and jewellery, and perfume and
cosmetics segments (see Table 1). The main consumer markets are in the US, Japan, China, Italy
and France.'®® Demand generated by tourists in these countries is increasing; in Japan for instance,
6 per cent of demand growth comes from tourists.'®

Designer apparel and footwear as well as bags and accessories represent an important part of the
luxury goods market, with 48 of the top 100 luxury goods companies operating in these sectors.°
Prices for luxury items can reach extraordinary amounts, for instance in 2012 the Louis Vuitton
Kusama bag was retailing at US$133,430."""

Table 1. Market value by personal luxury market segment

:EEE%N'?L HACRUILIAR ST MARKET VALUE IN BILLION EURO % OF TOTAL MARKET
Accessories 65 29%

Apparel 56 25%

Watches and jewellery 49 22%

Perfume and cosmetics 45 20%

Other 8 4%

Total 223 100.0%

Source: Kering 2014 reference document'?

A 2014 risk report on the luxury goods sector found that 56 per cent of respondents in the industry
cited bribery, corruption, fraud and money laundering as factors that caused them the most concern.

FATF, Anti-money laundering and counter-terrorist financing measures: Spain: Mutual Evaluation Report (Paris:
FATF, 2014), p.98. www.fatf-gafi.org/media/fatf/documents/reports/mer4/Mutual-Evaluation-Report-Spain-2014.pdf
1% FATF, Anti-money laundering and counter-terrorist financing measures: Switzerland: Mutual Evaluation Report
(Paris: FATF, 2016), p.29. http://www.fatf-gafi.org/media/fatf/content/images/mer-switzerland-2016.pdf

97 Kering, Financial document (Paris: Kering, 2015), p.19.
www.kering.com/sites/default/files/document/kering_2015_financial document.pdf

%8 See: www.statista.com/statistics/245645/leading-personal-luxury-goods-markets-by-country/

199 See: www.consultancy.uk/news/2803/global-luxury-market-worth-224-billion-top-20-brands

10 Deloitte, Global powers of luxury goods 2015: Engaging the future luxury consumer (London: Deloitte, 2015).
www?2.deloitte.com/content/dam/Deloitte/global/Documents/Consumer-Business/gx-cb-global-power-of-luxury-web.pdf
" See:

http://luxurylaunches.com/fashion/louis_vuitton pumpkin_minaudiere by yayoi kusama_unveiled at selfridges.php
"2 Kering, Reference document (Paris: Kering 2014).

www.kering.com/sites/default/files/document/kering_ddr 2014 va.pdf
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https://www2.deloitte.com/content/dam/Deloitte/global/Documents/Consumer-Business/gx-cb-global-power-of-luxury-web.pdf
http://luxurylaunches.com/fashion/louis_vuitton_pumpkin_minaudiere_by_yayoi_kusama_unveiled_at_selfridges.php
http://www.kering.com/sites/default/files/document/kering_ddr_2014_va.pdf

Respondents acknowledged that the globalised nature of the sector had increased the levels of
risk.!3

As mentioned above, an important part of consumers are tourists, and therefore in addition to the
weak due diligence processes from luxury brands, the lack of effective controls at borders increases
money laundering and tax evasion risks.

The risk factors include the use of luxury items to corrupt government officials. In the 2014 annual
report by multinational Kering this link was explicitly made; Kering is the owner of leading luxury
brands including Gucci and Balenciaga. Referring to flat growth in the Chinese luxury goods market
in 2014, the report explains: “This slowdown was partly due to the tightening of anti-corruption
measures in Mainland China, as the government wishes a ‘moralization’ of Chinese society”."'

No instances of suspicious activity reports or sanctions for anti-money laundering regarding
personal luxury producers or dealers could be found in regulatory reports. The annual report of the
Swiss Watch Federation has a strong focus on the fight against counterfeiting and the protection of
trademarks yet makes no mention of corruption or money laundering risks.'"®

Luxury items can be used to bribe government officials. [Photo: iStock/Krylov1991]

3 Cited in Transparency International UK, Don't look won't find, 2015.

14 Kering, 2014, p.20.

5 Federation of the Swiss Watch Industry, Annual report 2014 (Bienne: Federation of the Swiss Watch Industry,
2015). www.fhs.chffile/6/Annual_report 2014 web.pdf
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Real estate

The high-end real estate sector is particularly vulnerable to money laundering, in part due to its
capital intensive nature: properties can be bought and then resold with very little risk of capital
loss.'"® Research by Transparency International UK has found that 75 per cent of properties whose
owners are under investigation for corruption in the UK made use of offshore corporate secrecy
(shell companies) to hide their identities. Overall, 36,342 London properties totalling 2.25 square
miles (5.8 square kilometres) are held by offshore haven companies.'"”

This problem is not unique to the UK. Luxury property in the US state of New York is also
extensively owned through anonymous shell companies.''® According to official sources, the
majority of real estate purchases of at least US$1 million in the US state of Florida's Miami-Dade
and Broward counties are made through shell companies.'"® In Germany, official assessments have
also found low awareness of money laundering risks in the real estate sector (see country section
below).

In Canada, the Financial Transactions and Reports Analysis Centre (FINTRAC) found dozens of
instances of real estate firms in Vancouver that were not following record-keeping practices, had
failed to identify clients and complete due diligence procedures, and did not properly assess risk.'?°
Transparency International Canada also found that 29 of the 100 most valuable residential
properties in Vancouver are owned through shell companies.'?! Prices in Vancouver’s luxury home
market increased by 25 per cent in 2015, a higher increase than observed in 100 other major real
estate markets.'?

For more detail on money laundering risks in the real estate market, please also see recent analysis
by Transparency International looking at Australia, Canada, the UK and the US'?3,

6 Transparency International UK, Corruption on your doorstep: How corrupt capital is used to buy property in the UK
(London: Tl UK, March 2015). www.transparency.org.uk/publications/corruption-on-your-doorstep/

"7 1bid.

118 See: www.nytimes.com/2015/02/08/nyregion/stream-of-foreign-wealth-flows-to-time-warner-
condos.html?action=click&contentCollection=N.Y.%20%2F %20Region&module=Kicker&region=Header&pgtype=articl
e

119 See: www.reuters.com/article/us-usa-corruption-realestate-idUSKCNOUR2L.M20160113

120 See: www.cbc.ca/news/canada/british-columbia/fintrac-realtors-realestate-vancouver-1.3497796

21 See: www.cbc.ca/news/business/transparency-home-ownership-1.3889013

122 Knight Frank, The wealth report: The global perspective on prime property and investment (London: Knight Frank,
2016). http://content.knightfrank.com/research/83/documents/en/wealth-report-2016-3579.pdf

123 Transparency International, Doors Wide Open: Corruption and Real Estate in Key Markets (Berlin: Transparency
International, 2017). www.transparency.org

18 TRANSPARENCY INTERNATIONAL

Appendix A


http://www.transparency.org.uk/publications/corruption-on-your-doorstep/
http://www.nytimes.com/2015/02/08/nyregion/stream-of-foreign-wealth-flows-to-time-warner-condos.html?action=click&contentCollection=N.Y.%20%2F%20Region&module=Kicker&region=Header&pgtype=article
http://www.nytimes.com/2015/02/08/nyregion/stream-of-foreign-wealth-flows-to-time-warner-condos.html?action=click&contentCollection=N.Y.%20%2F%20Region&module=Kicker&region=Header&pgtype=article
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http://www.reuters.com/article/us-usa-corruption-realestate-idUSKCN0UR2LM20160113
http://www.cbc.ca/news/canada/british-columbia/fintrac-realtors-realestate-vancouver-1.3497796
http://www.cbc.ca/news/business/transparency-home-ownership-1.3889013
http://content.knightfrank.com/research/83/documents/en/wealth-report-2016-3579.pdf

Teodorin Obiang’s Malibu mansion, viewed from Google Earth. [Photo: 2014 Google Map data]

LUXURY SECTOR ANTI-MONEY LAUNDERING: FROM
GLOBAL STANDARDS TO PRIVATE COMPLIANCE

The global anti-money laundering system broadly consists of four components, moving from the
international level to the level of individual companies and private sector associations:

e International standards, with the most relevant being the FATF standards
o National-level compliance with international standards (in law)
o National oversight and enforcement by authorities (practical effectiveness)

e Private sector legal compliance with due diligence and reporting requirements, and private
sector risk management going beyond compliance with the aim of improving
implementation of processes
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Strong legislation that meets global standards is essential. Businesses are highly unlikely to carry
out due diligence on their customers without being legally required to do so. However, it is just the
first step. Effective compliance requires oversight and enforcement by regulatory authorities, which
need to have the powers, resources and capacity to carry out their roles.

It must also be recognised that in countries where due diligence requirements are relatively recent,
even a well-appointed authority will need a number of years to support the creation of a culture of
compliance within a sector. From awareness raising and training for industry bodies and their
members, to on-site visits and sanctions for non-compliance, changing the approach to anti-money
laundering across an entire industry takes time and sustained investment.

International standards: The FATF Recommendations and the G20 beneficial
ownership principles

The Financial Action Task Force (FATF) was established in 1989 as an inter-governmental body
with the goal of combating money laundering in the financial system. Over 180 jurisdictions around
the world have committed to its 40 Recommendations, which are also used by the International
Monetary Fund to assess its members’ readiness to combat money laundering.'?

The main anti-money laundering areas covered by the FATF Recommendations include:

e Preventive measures: customer due diligence, record-keeping and enhanced due diligence
for Politically Exposed Persons (PEPs). These should apply to both financial institutions and
to selected non-financial businesses and professions such as law, accounting and real
estate.

e Reporting of suspicious transactions

¢ I|dentification of the real owner of companies and trusts — technically known as the
beneficial ownership of legal persons and arrangements

e Regulation and supervision
e Operational and law enforcement
¢ International cooperation’?®

Members of the FATF and its regional bodies are evaluated on their compliance with the standards,
and reports on the results are made public.

The main luxury sub-sectors covered under the FATF framework are real estate and precious
stones and metals. Both of these are classified as non-financial businesses and professions
together with lawyers, accountants, notaries and casinos. For these non-financial businesses, the
same due diligence and reporting standards as for the financial sector apply.

The FATF standards do not make specific reference to dealers in high-value goods, nor do they
mention luxury sectors such as art, luxury transport including yachts and private aircraft, or high-end
fashion accessories and apparel.

Businesses and professionals operating in the precious metals and stones sub-sector have a legal

obligation to carry out customer due diligence and file suspicious transaction reports only when

24 See: www.imf.org/external/NP/rosc/rosc.aspx
25 FATF Recommendations.
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engaged in cash transactions above US$15,000.'?® The focus on cash payments means that
common payment methods such as debit and credit cards, which can be issued by banks in
countries with weak anti-money laundering regimes, are not covered.'?” A threshold-based approach
also does not align with the risk-based approach recommended by the FATF for other financial and
non-financial sectors, which requires businesses to identify, assess and understand the money
laundering risk to which they are exposed, and take mitigation measures accordingly.'®

As noted above, there have been multiple instances of anonymous shell companies being used to
hide the identity of customers in the luxury sector. International standards which specifically aim to
reduce the abuse of corporate ownership include the High-Level Principles on Beneficial Ownership
transparency, adopted by the Group of 20 (G20) leaders at the Brisbane summit in November 2014.
In July 2015, Transparency International published a technical guide'?® that outlines in detail how
governments can ensure their legal framework is in line with each of the 10 G20 principles to more
effectively tackle money laundering.'3°

National-level legislation: limited implementation of global standards

While the strength of national anti-money laundering legislation varies across countries, overall
average compliance with FATF standards has been found to be poor.'3"

An IMF review of the evaluations of FATF members’ implementation between 2004 and 2011, noted
that “compliance with the Anti-Money Laundering/Combatting of Financing Terrorism (AML/CFT)
standard is low”, with only 12 per cent full compliance with the recommendations across all available
countries, and nearly one in four being non-compliant.® On average, the study found that just over
one in 10 countries complies with the FATF recommendations for non-financial businesses and
professions,'? highlighting “significantly low compliance” with recommendations pertaining to
customer due diligence measures.'

A 2014 overview produced by the OECD, also drawing on FATF country reports, found significant
variation in average compliance scores of the 36 OECD members across the various areas of anti-
money laundering assessed. Average scores for the non-financial sectors, as well as for key areas
such as due diligence on Politically Exposed Persons, regulation and supervision, reporting of
suspicious transactions, and transparency in beneficial ownership in OECD member countries were
found to be low."%

126 FATF Recommendations, see sections on Designated Non-Financial Businesses and Professions (DNFBPs) and
interpretive note p.81. http://www.fatf-
gafi.org/media/fatf/documents/recommendations/pdfs/FATF_Recommendations.pdf

127 Transparency International UK, Don't look won't find, 2015.

128 See: http://www.fatf-gafi.org/publications/fatfrecommendations/documents/risk-based-approach-banking-sector.html
128 Transparency International, Technical Guide: Implementing the G20 Beneficial Ownership Principles (Berlin:
Transparency International, 2015).
http://www.transparency.org/whatwedo/publication/technical_guide_implementing_the_g20_beneficial_ownership_prin
ciples

%0 Transparency International, Just for Show? Reviewing G20 Promises on Beneficial Ownership (Berlin:
Transparency International, 2015). http://www.transparency.org/whatwedo/publication/just for show g20 promises
131 Based on findings after the third round of mutual evaluations done under FATF: www.fatf-
gafi.org/publications/mutualevaluations/?hf=10&b=0&s=desc%28fatf releasedate%29

32 IMF, Compliance with the AML/CFT International Standard: Lessons from a cross-country analysis, IMF Working
Paper, (Washington DC: IMF, 2011), p.6. www.imf.org/external/pubs/ft/wp/2011/wp11177.pdf

133 bid., p.11.

34 Ibid, p.12 (22.1 per cent).

%5 OECD, 2014, p. 27 to p. 29.
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As regards the implemention of the G20 beneficial ownership principles, meanwhile, in 2015
Transparency International found that the majority of G20 members fell into the “average” category,
with three countries scored as “strong” and only one country (the UK) scoring “very strong”

overall."3®

Anti-money laundering in leading luxury markets

To assess how the seven largest markets for luxury — China, France, Germany, Italy, Japan, the UK
and the US — are performing on anti-money laundering, Transparency International looked at the
strength of relevant legislation and its effective implementation, drawing on available secondary
evidence including FATF country reports, academic papers, and annual reports by oversight

authorities.’®’

We find low levels of effective supervision and enforcement in the luxury sectors in all seven
countries, while in China, Japan and the US significant legislative weaknesses remain.

Anti-money laundering overview: non-financial sectors and luxury goods dealers
Seven largest luxury markets worldwide

COUNTRY

China

France

Germany

Italy*

BENEFICIAL
OWNERSHIP

FATF RATINGS: NON-

FINANCIAL SECTORS SCORE: NON-
FINANCIAL

SECTORS

Customer due diligence: non-
compliant (FATF
Recommendation 12);
Reporting obligations: non-
compliant (FATF
Recommendation 16);
Regulation and supervision:
non-compliant (FATF R. 24).
Customer due diligence:
partially compliant (FATF R.12);
Reporting obligations: partially
compliant (FATF R.16);
Regulation and supervision:
non-compliant (FATF R.24).
Customer due diligence: non-
compliant (FATF R.12);
Reporting obligations: non-
compliant (FATF R.16);
Regulation and supervision:
non-compliant (FATF R.24).
Customer Due Diligence: largely
compliant (FATF R.22);

Other measures: largely
compliant (FATF R.23);

8%

88%

88%

85%

TRANSPARENCY

ARE DEALERS IN
LUXURY GOODS ACTIVITY
REQUIRED BY REPORTS
LAW TO IDENTIFY | FILED BY NON-
THE BENEFICIAL FINANCIAL
OWNER OF THE SECTOR
CUSTOMER?

# SUSPICIOUS

no n/a
2,447 SARs
from non-
yes financial

sectors; 6.6% of
total (2014)

245 SARs from
non-financial

yes sectors; 1.0% of
total (2014)
2,390 SARs
s from non-
y financial

operators and

1% Transparency International, Just for Show? Reviewing G20 Promises on Beneficial Ownership (Berlin:
Transparency International, 2015). http://www.transparency.org/whatwedo/publication/just for show g20 promises
37 Please see “Focus of this report” section above for more details on the sources used for this report.

22

TRANSPARENCY INTERNATIONAL

Appendix A


http://www.transparency.org/whatwedo/publication/just_for_show_g20_promises

Supervision: largely compliant professionals;

(FATF R.28). 1.9% of total
(2014)

Customer Due Diligence: non-

compliant (FATF R.12); 1??22?%?58
Reporting obligations: partially ) .

Japan . ! 50% no financial
compliant (FATF R.16); sectors: 2.8% of
Regulation and supervision: total ’(2614)
partially compliant (FATF R.24).

17,848 SARs

Customer Due Diligence: received from
partially compliant (FATF R.12); non-financial
Reporting obligations: largely sectors; 4.7% of

UK compliant (FATF R.16); 7% yes total (October
Regulation and supervision: 2014 to
partially compliant (FATF R.24). September

2015)
Customer Due Diligence: non-
compliant (FATF R.22);
. Other measures: non-compliant

us (FATF R.23): 8% no n/a
Supervision: non-compliant
(FATF R.28).

*Assessed by FATF using updated 2012 methodology

Sources: Most recently available FATF Mutual Evaluation Reports for China (2007); France (2011); Germany (2010);
Italy (2016); Japan (2008); UK: (2007); US (2016). Transparency International, 2015. SAR data from most recently
available annual reports of Financial Intelligence Units in France, Germany, Italy, Japan and UK.

China

Numerous sources point to the use of luxury goods and artwork to pay bribes in China. Research
has found a significant inverse correlation between imports of luxury goods and anti-corruption
measures in the country.’®® Unusually high prices for Chinese art at auctions — including a 1946 ink
painting that sold for US$65 million in 2011'*° — have been directly linked to suspicions of corruption
and money laundering.' In 2013 the New York Times noted that the Chinese art market had
become “a breeding ground for corruption” in which business officials use art to bribe public
officials.™"

China was rated as non-compliant by the FATF'2 in 2007 on anti-money laundering measures for
the non-financial businesses and professions.'*® The FATF found that very limited customer
identification and record-keeping requirements were applied by non-financial sectors, including
dealers in precious metals and stones, and that, “Reporting obligations have not been extended to
any of the [non-financial] sectors”. Most non-financial sectors were not required in law to establish

138 Nancy Qian and Jaya Wen, The Impact of Xi Jinping’s anti-corruption campaign on luxury imports in China (2015).
http://aida.wss.yale.edu/~ng3/NANCYS Yale Website/resources/papers/QianWen 20150403.pdf

139 See: www.nytimes.com/projects/2013/china-art-fraud/

40 See: www.scmp.com/business/money/wealth/article/1409498/china-art-auctions-great-money-laundry

41 See: www.nytimes.com/projects/2013/china-art-fraud/

42 FATF, First Mutual Evaluation Report on anti-money laundering and combating the financing of terrorism: People’s
Republic of China (Paris: FATF/GAFI, 2007). www.fatf-
gafi.org/media/fatf/documents/reports/mer/MER%20China%20full.pdf

43 FATF Recommendations 12, 16 and 24 refer to DNFBPs under the Recommendations used for the 3™ evaluation
round. In 2012 and prior to the 4" evaluation round which started in 2014, the FATF Recommendations were updated
and the numbering has changed.

TAINTED TREASURES: MONEY LAUNDERING RISKS IN LUXURY MARKETS 23

Appendix A


http://aida.wss.yale.edu/~nq3/NANCYS_Yale_Website/resources/papers/QianWen_20150403.pdf
http://www.nytimes.com/projects/2013/china-art-fraud/
http://www.scmp.com/business/money/wealth/article/1409498/china-art-auctions-great-money-laundry
http://www.nytimes.com/projects/2013/china-art-fraud/
http://www.fatf-gafi.org/media/fatf/documents/reports/mer/MER%20China%20full.pdf
http://www.fatf-gafi.org/media/fatf/documents/reports/mer/MER%20China%20full.pdf

internal anti-money laundering control programmes, nor were they supervised or monitored for
compliance.

By 2012, a FATF follow-up report found “some progress in addressing the deficiencies identified”
relative to non-financial sectors, but it said that China “has not yet brought the level of compliance
with these Recommendations up to a sufficient level”. For instance, China “has not yet amended its
legislation to strengthen the [customer due diligence] and record keeping requirements applicable”
to dealers in precious metals and stones, nor had it yet established requirements for internal control
programmes.'#* In 2015, Transparency International rated China’s compliance with G20 standards
on beneficial ownership at only 8 per cent for the non-financial sectors.'®

A 2016 US State Department report on money laundering notes that in China “valuable assets, such
as real estate, art and gold” are used for laundering criminal proceeds. The State Department report
confirms that customer due diligence rules currently apply to a limited group of sectors in China.
These sectors are primarily financial and do not include any luxury goods sectors, with the exception
of auto finance companies.'*® The People’s Bank of China received 17.7 million suspicious
transaction reports in 2014, but no further breakdown by sector of this aggregate number could be
found."”

France

According to Euromonitor data, France’s luxury goods industry depends on tourists for more than a
half of its €16 billion in revenues.'® Sectors with due diligence obligations and suspicious reporting
requirements in France include real estate brokers, dealers in high-value goods, auctioneers and
auction houses.®

While Transparency International gave France an 88 per cent score on beneficial ownership in non-
financial sectors in 2015,% in its 2011 evaluation the FATF rated France as “partially compliant”
regarding customer due diligence and suspicious reporting in non-financial sectors.'! The
assessment found a need for French authorities to promote knowledge and comprehension of the
FATF Recommendations in the real estate sector, as well as among dealers in jewellery and
precious stones.%?

The annual report of the French Financial Intelligence Unit (TRACFIN)'2 for 2014 notes a
substantial increase in the number of SARs submitted that year. For non-financial sectors, the
number of suspicious activity reports rose from 1,691 reports in 2011 to 2,447 in 2014, an increase
of 44.7 per cent. Nevertheless, SARs from non-financial sectors represented just 6.6 per cent of the

144 FATF, Mutual Evaluation 8th follow-up report: Anti-money laundering and combating the financing of terrorism:
China (Paris: FATF, 2012). www.fatf-gafi.org/media/fatf/documents/reports/mer/Follow%20Up%20MER%20China.pdf
45 Transparency International, 2015.

146 US Department of State, International narcotics control strategy report Volume Il: Money laundering and financial
crimes (Washington DC, US State Department, 2016). www.state.gov/documents/organization/253983.pdf

47 See:

www.pbc.gov.cn/eportal/fileDir/image public/UserFiles/english/upload/File/%E4%BA%BA%E6%B0%91%E9%93%B6
%E8%A1%8C2014%E8%8B%B1%E6%96%87%E5%B9%B4%E6%8A%A56.15%EF%BC%88%ES5%AEY%IA%ET %A
8%BF%EF%BC%89.pdf

148 Cited by Deloitte, Global powers, 2014.

49 US Department of State, 2016.

%0 Transparency International, 2015.

51 FATF, Mutual Evaluation Report: Lutte contre le blanchiment de capitaux et le financement du terrorisme:

France (Paris: FATF, 2011), p.647. www.fatf-gafi.org/media/fatf/documents/reports/mer/MER%20France %20ful.pdf
152 |bid., p.8.

83 TRACFIN, Annual Report 2014 (Paris : TRACFIN 2014).

http://www.economie.gouv.fr/files/rapport_tracfin2014 tome1_en.pdf Traitement du renseignement et action contre les
circuits financiers clandestins (TRACFIN) is a service of the French Ministry of Finance.
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total number submitted in 2014. Just 29 suspicious reports came from real estate professionals, with
a decrease of 46.3 per cent relative to the previous year: from 54 in 2013 to 29 in 2014.

The next FATF assessment of France will take place in the year 2020.

Germany

An estimated 100 billion euro is laundered in Germany every year. According to a 2016 study
commissioned by the German Finance Ministry, the majority of these transactions involve property,
cars, artworks, yachts and other luxury items.'®

In 2010, the FATF rated Germany as non-compliant in its anti-money laundering measures for non-
financial businesses and professions. By 2014, a FATF follow-up report'® found substantial
progress in translating the FATF standards into legislation. Designated non-financial businesses are
now legally required to adopt risk-based due diligence procedures to identify PEPs, and also to file
suspicious transaction reports where disclosure by contracting partners is insufficient.

However, despite the establishment of a legal framework for supervision of the real estate and
precious stones and metals sectors, in 2014 the FATF expressed “concerns with regard to its
effective implementation”.'® For example, the German authorities provided no information to the
FATF on levels of compliance with customer due diligence obligations in the precious metals and
stones sector.’¥’

Although luxury goods sectors are not explicitly named in the German anti-money laundering
regulation, “persons dealing in goods” and real estate agents are among the sectors it covers. In
2015, Transparency International scored Germany 88 per cent on its implementation of the G20
beneficial ownership principles for non-financial businesses and professions.'5®

An assessment of money laundering risks in the real estate sector carried out for the German
Financial Intelligence Unit concluded that “sensitivity” and knowledge around the issue of money
laundering is “lacking” among real estate dealers. It noted that in 2010 there were just 292
suspicious transaction reports from the sector — 2.6 per cent of the total — despite 22 billion euro
worth of transactions in the real estate market in that year.'®

The general trend of low suspicious reporting from non-financial sectors continued in 2014. Of the
24,054 suspicious transaction reports received by authorities, just 149 (0.6 per cent) came from
“persons commercially trading in goods”, and 245 from non-financial sectors overall."® German
authorities carried out 1,691 on-site inspections in 2013 for real estate agents, and 1,309 for traders
in high-value goods. No information was included in the most recent FATF report on the outcomes
and follow-up actions resulting from these on-site visits.'®"

Authorities in the German states (L&nder) have an important supervisory role for anti-money
laundering, and in 2014 the FATF noted the increasing relevance given to money laundering by
these sub-national authorities. However, it also observed that the number of public employees
dedicated to anti-money laundering supervision varies considerably from one Land to next, raising

1% See: www.dw.com/en/money-laundering-in-germany-far-bigger-than-thought/a-19205873
%5 FATF, 3 Follow up report: Mutual Evaluation: Germany (Paris: FATF, 2014). www.fatf-
gafi.org/media/fatf/documents/reports/mer/FUR-Germany-2014.pdf

%6 FATF, Germany, 2014.

57 1bid.

'8 Transparency International, 2015.

%9 Geldwasche im Immobiliensektor in Deutschland, Bundeskriminalamt.

160 See:
www.bka.de/SharedDocs/Downloads/EN/Publications/AnnualReportsAndSituationAssessments/F1U/fiuJahresbericht20
14Englisch.pdf? _blob=publicationFile&v=1

61 FATF, Germany, 2014.
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the question of the capacity for effective supervision; in particular in Bavaria, North Rhine-
Westphalia, and Hesse.'® The German Finance Ministry has admitted a lack of appropriate anti-
money laundering measures at the regional level.'®3

Italy

In its 2015 evaluation, the FATF rated Italy as “largely compliant” with the legislative
recommendations for non-financial sectors.'®* Dealers in jewellery and gold, as well as real estate
agents have to comply with anti-money laundering requirements according to Italy’s Anti-Money
Laundering Law and related regulation. Article 10(2) of this law also includes a mention of “precious
objects”, which according to the FATF is interpreted by case law “in the widest possible way”,'%® and
therefore should cover luxury goods sectors. Similar analysis of national legislation carried out by
Transparency International in 2015 gives ltaly a positive score of 85 per cent for the non-financial
professions and sectors.'6®

However, on effective implementation, the FATF found that, “the understanding of money-laundering
risks within the [non-financial] sectors is very mixed” and that “with the exception of...auditors, [non-
financial businesses] are not subject to administrative sanctions for failure to perform Customer Due
Diligence”. In addition, with regard to suspicious transaction reports, non-financial businesses
“except notaries, send very few reports”.'’

The Italian Financial Intelligence Unit's 2014 annual report'®® confirms this finding; noting that, “The
number of reports sent by professionals and non-financial operators remains very small both in
absolute terms and in relation to the potential”. In that year, 47 suspicious reports were submitted by
gold traders, manufacturers and dealers in precious stones and metals, and 48 by “other non-
financial operators”, together representing just 0.14 per cent of the over 70,000 reports received by
the authorities.

Japan

Japan is the second largest luxury goods market in the world after the United States.'®® In law, real
estate agents and professionals have customer due diligence and suspicious reporting
requirements, as do dealers in precious metals and stones.'”°

In June 2014, however, the FATF expressed concern about Japan’s “continued failure to remedy the
numerous and serious deficiencies” it had identified in a previous 2008 report, including “the lack of
satisfactory customer due diligence requirements and other obligations in the area of preventive
measures applicable to the financial and non-financial sectors”."”" As a response to pressure from
the FATF, in November 2014 Japan adopted amended anti-money laundering legislation, which

162 |bid.

163 See: www.dw.com/en/money-laundering-in-germany-far-bigger-than-thought/a-19205873

164 Under the updated FATF Recommendations these are numbers 22, 23 and 28. Italy is among the first countries to
have been evaluated using the updated methodology.

165 FATF, Anti-money laundering and counter-terrorist financing measures: Italy: Mutual Evaluation Report (Paris:
FATF, 2016). www.fatf-gafi.org/media/fatf/documents/reports/mer4/MER-Italy-2016.pdf

16 Transparency International, 2015.

67 FATF, Italy, 2016.

'8 Banca d'ltalia, Annual report Financial Intelligence Unit (Rome: Banca d’ltalia, 2015).
https://uif.bancaditalia.it/pubblicazioni/rapporto-annuale/2015/annual-report-2014.pdf?language_id=1

169 According to data from Euromonitor cited by Deloitte, Global powers, 2014.

70 United States Department of State, 2016.

71 See: www.fatf-gafi.org/publications/mutualevaluations/documents/japan-ami-cft-deficiencies.html
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aimed to address the weaknesses identified. Transparency International’s 2015 analysis of national
legislation gives Japan a score of 50 per cent for the non-financial professions and sectors.'?

The 2014 annual report of Japan’s Financial Intelligence Unit'”® notes that the real estate industry
has set up a council to raise awareness and share information on money laundering in the sector.
The Japan Jewellery Association also posts information related to money laundering risks on its
website and holds workshops for jewellers.'”

These efforts do not yet seem to have translated into increased compliance by the sectors. In 2014,
the Japanese authorities received 377,513 suspicious transaction reports (STRs), a 280 per cent
increase compared to 2005. While, according to media reports, organized crime syndicates were
buying real estate at auctions around the country'”, real estate agents submitted just one
suspicious transaction report (0.0003 per cent of the total) in 2014, down from a high of 21 in 2010.
Meanwhile, dealers in precious metals and stones submitted five STRs (0.0013 per cent of the
total), down from 28 in 2012. '® The next FATF evaluation is due in 2019.

United Kingdom

In the UK, a 2015 national risk assessment of money laundering included a section on high-value
dealers, which found that, “as a result of weak levels of compliance the sector can be vulnerable to
being used for money laundering/terrorist financing "

A Transparency International UK overview of the performance of anti-money laundering supervisory
authorities supported this finding, noting that available evidence pointed to a “general lack of
awareness of AML obligations” in the luxury goods sectors, together with “lack of information from
the supervisor”.'”® While the tax authority HMRC (Her Majesty’s Revenue and Customs) is tasked
with supervising a broad range of sectors, including real estate agents, high-value dealers and
auction houses, it has not displayed sufficient capacity for that supervision to be effective. For
example, in 2014—-2015, the overall fines for money laundering breaches across all these sectors
was only £768,000.™°

In 2016 the US State Department also noted “significant intelligence gaps” on the part of UK
authorities, “in particular in relation to ‘high-end’ money laundering”.'8°

Other indicators of lax supervision of the luxury goods sector identified by Transparency
International UK include:

¢ No dedicated annual anti-money laundering reports for the luxury goods sector
¢ No thematic reports on anti-money laundering compliance within the sector

e No public record of enforcement against individual luxury goods retailers

72 Transparency International, 2015.

73 Japan Financial Intelligence Centre, Annual report 2014 (Tokyo: JAFIC, 2014).
www.npa.go.jp/sosikihanzail/jafic/en/nenzihokoku_e/data/jafic 2014e.pdf

74 |bid.

175 See: http://japanpropertycentral.com/2013/01/yakuza-snagging-properties-at-public-auctions/

76 Japan Financial Intelligence Centre, Annual report 2014 (Tokyo: JAFIC, 2014).
www.npa.go.jp/sosikihanzai/jafic/en/nenzihokoku e/data/jafic 2014e.pdf

7 HM Treasury and Home Office, UK national risk assessment of money laundering and terrorist financing (London:
Treasury and Home Office, 2015).

www.gov.uk/government/uploads/system/uploads/attachment data/file/468210/UK_NRA_October 2015 final web.pdf
78 Transparency International UK, Don't look won't find, 2015.

179 1bid.

180 US Department of State, 2016.
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In the year to September 2014, high-value dealers had made only 331 suspicious activity reports,
0.09 per cent of the total. In addition, “only 179 suspicious transactions were reported by estate
agents in 2013/14, and just 15 suspicious cases were reported through art and auction houses”."®’

United States

The United States is the largest luxury market in the world.'® Under US legislation the list of sectors
with reporting obligations includes several luxury sectors, such as dealers in precious metals, stones
or jewels; businesses engaged in vehicle sales including automobile, aeroplane and boat sales; and
persons involved in real estate closings and settlements.®

However, its most recent FATF Mutual Evaluation Report found that only casinos and dealers in
precious metals and stones are specifically covered by requirements under the Banking Secrecy
Act, rating the US as non-compliant on anti-money laundering measures taken in non-financial
sectors. 84

A significant weakness in the US anti-money laundering regulatory framework is that key sectors
including the real estate industry and sellers of vehicles were granted a temporary exemption under
the Patriot Act 2002 for the implementation of anti-money laundering programmes.'®® Under the
exemption, these sectors are not required to carry out background checks on the source of
purchase funds or determine the ultimate (“beneficial”) owner.

In 2015 the New York Times, in its Towers of Secrecy series,'® exposed how wealthy individuals
from outside the United States use real estate to hide corruptly acquired funds. Using anonymous
shell companies to hide their identity, they were able to acquire thousands of square feet of prime
Manhattan property.'® In addition, according to data analysed by the New York Times, '8 across the
country shell companies made nearly a half of the residential purchases of over US$5 million.

Following requests by civil society organisations for stronger due diligence requirements in the real
estate sector,'® in January 2016 the US regulator FinCEN introduced measures requiring the
identification of the beneficial owner of companies buying real estate in Miami-Dade county and

81 Transparency International UK, Don't look won't find, 2015.

182 See: www.cnbc.com/2015/12/31/the-worlds-biggest-luxury-markets-in-2015.html|?slide=11

183 See: www.ffiec.gov/bsa_aml_infobase/pages_manual/regulations/31USC5312.htm#31USC5312a2

'8 FATF, Anti-money laundering and counter-terrorist financing measures: United States: Mutual Evaluation Report
(Paris: FATF, 2016). www.fatf-gafi.org/media/fatf/documents/reports/merd/MER-United-States-2016.pdf

185 See:

www.transparency.org/news/pressrelease/u.s. treasury must close loopholes to stem the flow of proceeds of for
eign; www.hsgac.senate.gov/subcommittees/investigations/hearings/-keeping-foreign-corruption-out-of-the-united-
states-four-case-histories

186 See: www.nytimes.com/2015/02/08/nyregion/stream-of-foreign-wealth-flows-to-time-warner-
condos.html?action=click&contentCollection=N.Y.%20%2F %20Region&module=Kicker&region=Header&pgtype=articl
e

187 See:

www.transparency.org/news/pressrelease/u.s. treasury must close loopholes to_stem_the flow of proceeds of for
eign

188 See: www.nytimes.com/2015/02/08/nyregion/stream-of-foreign-wealth-flows-to-time-warner-
condos.html?rref=collection%2F newseventcollection%2F shell-company-towers-of-secrecy-real-
estate&action=click&contentCollection=us&region=rank&module=package&version=highlights&contentPlacement=1&p
atype=collection& r=0

189 See: www.transparency-usa.org/wp-content/uploads/2016/03/FinallLettertoFinCEN-1.pdf
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190 3 requirement later extended to six metropolitan areas.'®' This measure was

192

Manhattan,
immediately identified as a “threat” to the luxury home market by the real estate sector.

In 2015, Transparency International rated the US translation of G20 beneficial ownership principles
in non-financial sectors into national legislation as “very weak” with a score of just 8 per cent.'®

CONCLUSION

Billions of dollars of purchases of luxury items like houses, yachts, watches and more are made
each year. But despite the very real risk of money being laundered through these sales, there is little
evidence that authorities are watching, or that luxury businesses are doing enough to reduce this
risk.

The luxury sector has at least two major differences compared to other non-financial businesses and
professions which are at risk of facilitating money-laundering, such as law or accounting.

First, luxury goods and assets can themselves be used as means of payment in the setting up of
corrupt deals. As noted above, for example, luxury watches and works of art have been identified as
a preferred method of bribing public officials.

Second, the desire to own luxury items can be a primary motivation for corrupt behaviour. While the
psychological motivation of individuals engaged in corruption is an under-researched field, the
behaviour of kleptocrats who amass multiple luxury properties and items in a short period of time
suggests owning these goods was one of the goals of the corrupt activity. The same does not apply
to other high-risk business sectors; few if any corrupt deals have, for example, the ultimate goal of
paying accounting fees.

The unique characteristics of luxury sectors lend added urgency to the need to address the multiple
money laundering vulnerabilities identified in this report. While recent large-scale revelations such
as the Panama Papers have increased the levels of media and policy attention to overall risks of
money-laundering, much remains to be done to tackle the challenges specific to high-value goods
and assets. It is hoped this report contributes to the nascent discussion about the anti-money
laundering responsibilities of the private businesses operating in the luxury sectors, and those of the
authorities charged with their oversight.

190 See: www.fincen.gov/news/news-releases/fincen-takes-aim-real-estate-secrecy-manhattan-and-miami

191 See: www.fincen.gov/news/news-releases/fincen-expands-reach-real-estate-geographic-targeting-orders-beyond-
manhattan

192 See: www.bloomberg.com/news/articles/2016-01-14/luxury-home-market-seen-threatened-by-transparency-in-nyc-
miami

19 Transparency International, 2015.
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METHODOLOGICAL NOTE

This scoping report builds on a 2015 review of relevant international standards regarding the luxury
goods sector, produced by Corruption Watch South Africa. Desk research was carried out between
March and May of 2016, with findings being updated in January and February of 2017.

Country overviews in this report are drawn from publicly available policy analysis, in particular FATF
country assessments and reports by national oversight authorities. Sector overviews are drawn from
publicly available media reports, academic papers, and assessments by consultancy firms.

Limitations include that there have been no in-depth assessments of the luxury sector from an anti-
money laundering policy perspective to date, and the scarcity of primary and secondary data
regarding the anti-money laundering efforts of both authorities and private sector companies. In
addition, FATF carries out assessments (Mutual Evaluations) of its member countries following a
multi-year cycle. Baseline FATF assessments — known as Mutual Evaluation Reports — are carried
out every seven to 10 years. For countries under follow-up review, publication of data can be more
frequent. Overall the intervals between data for a particular country becoming available through
reports by FATF and its regional bodies can vary between one and 10 years.
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1. Introduction

At first glance the global art trade, with an annual turnover of
30 to 40 billion Euros, seems comparable to other sectors
of the global economy. Most of its typical activities, such
as buying, selling and placing objects of art, are generally
regulated by national commercial, civil and criminal
legislation, applied and interpreted by local courts.

On closer inspection, however, certain characteristics
emerge that are peculiar to the art trade. They are also
crucial for the adequate understanding and appreciation
of this sector’s increased susceptibility to illegal activity.

e Thearttradeis an extremely diverse market area bringing
together a wide range of highly diverse players. One
half of the trade is dominated by a few auction houses,
while the other half is an open playing field for a myriad
of art-dealers. These in turn are organised in a variety
of trade associations and subscribe to a great range of
different ethical standards.

* The art trade largely operates independently of the
financial markets and the fluctuations of share prices, yet
displays comparable characteristics by exposing its trade
objects to often dramatic and sometimes inexplicable
changes in value.

e Akin to the real estate sector, the art trade has the
reputation of a ,refuge de valeur’, which means that
the more tightly the international financial sector is
regulated and controlled, the more copiously funds flow
into the art world.

* In comparison with other trade sectors, the art market
faces a higher risk of exposure to dubious trade practices.
This is due to the volume of illegal or legally questionable
transactions, which is noticeably higher in this sector than
in other globally active markets. Far more serious than
shady dealings in a legal grey area, the sector’s shadow
economy encompasses issues ranging from looted art,
professional counterfeiting and fake certificates to the
use of art sales for the purpose of money laundering.

However, the main difference between the art trade and
neighbouring markets is found in the necessity to subject
almost every transaction to two questions. Firstly: ‘Is the
ownership of an art object up for sale traceable (provenance
of the object)?’; secondly: ’Are the buyers and their sources
of funds identifiable (provenance of the funds)?’ While the
latter question has in the last few years increasingly been
dealt with by the enactment of anti-money laundering
legislation in a growing number of countries, the former
still puts professional art dealers in a tight spot due to the
conflicting priorities of transparency and discretion. If a
dealer cannot prove the authenticity of an object beyond
any doubt he should either retire from the transaction or
disclose the identity of the vendor. However, the vendor
may have very good and legitimate reasons why he/she
does not want his/her identity as owner or heir of a given
art collection to be known to the general public.

Some auction houses have addressed the looming
reputational risks associated with this dilemma by subjecting
themselves to a variety of workable in-house rules and
guidelines. However, as a result of this unilateral approach,
a transaction refused on such grounds by one house may
well be picked up later by a competitor who feels committed
to different business standards. In particular, it is the
formulation of non-disclosure agreements (and their legal
exceptions) between agent and vendor that is a notorious
bone of contention for lawyers and art dealers alike.

In this context, the need for collective action in the art
market has repeatedly been emphasized at various art trade
conferences. A so-called ‘self-regulation initiative’ has the
advantage of pre-empting and potentially influencing formal
regulation that is increasingly likely to be introduced in
view of the general tightening of regulatory frameworks in
related matters.

However, a breakthrough beyond joint statements of intent
has not been achieved so far, let alone the formulation of
universally agreed upon guidelines such as those proposed in
this working paper. Productive initial discussions with some
key representatives of the art trade have taken place with
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the assistance of the Basel Institute on Governance. They
have revealed that there is still a gap to bridge between
stakeholders’ deeper insights and their actual commitment
to addressing the problem. There seems to be a tendency to
discredit the pressure towards better regulation of the arts
sector as mere media hype. This is, of course, a fallacy. One
that the industry itself will hopefully be able to address from
within, before national legislators step in; or before the whole
sector slides into dubious market behaviour whilst dealing
with questionable objects and thus loses its reputation as
a respectable business sector.
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2. Existing Guidelines and
Regulations

After the ‘Hague Conventions’ of 1907 und 1954 ousted
the looting and destruction of cultural properties in armed
conflicts, the UNESCO Convention of 1970 regulated their
illicit import, export or transfer of ownership at an inter-
governmental level.

1993 European Commission Directive 93/7 on the return
of cultural objects

1995  UNIDROIT Convention on stolen or illegally exported
cultural objects

Internationally binding agreements have been slow to
translate into national law. Consequently, the variety of
non-binding guidelines is so great that only a selection can
be presented below:

1986  Code of Ethics for Museums (ICOM), revised in
2004
1998  Washington Principles on Nazi-looted Art, followed

by the Terezin Declaration in 2009

1999 UNESCO International Code of Ethics for Dealers
in Cultural Property

2007  Recommendations on the trade of cultural objects
on the internet by INTERPOL, UNESCO und ICOM

There are, furthermore, the ethics rules established by a
variety of international trade associations such as:

Antique Tribal Art Dealers Association (ATADA): Trade
Practices and Guarantee, Article X, Amended Bylaws of the
Antique Tribal Art Dealers Association, Inc. (1997, amended
2007)

Association of Art Museum Directors (AAMD): New Report
on Acquisition of Archaeological Materials and Ancient Art

Issued by Association of Art Museum Directors (2008)

Association of Art Museum Directors (AAMD): Art Museums

and the Identification and Restitution of Works Stolen by
the Nazis (2007) - Position Paper (Not Guidelines)

College Art Association (CAA): A Code of Ethics for Art
Historians and Guidelines for the Professional Practice of
Art History (1995)

College Art Association (CAA): CAA Statement on the
Importance of Documenting the Historical Context of
Objects and Sites (2004)

Confederation international des negociants en oeuvres
d’art (CINOA): International Support and Guidelines (1987,
amended 1998 and 2005)

International Association of Dealers in Ancient Art (IADAA):
Code of Ethics and Practice

Museums Association (MA): Code of Ethics for Museums:
Ethical principles for all who work or govern museums in

the UK (2002)

World Archaeological Congress (WAC): First Code of Ethics
(1990)

Ethical rules have furthermore been established by national
arts dealers’ and museums’ trade associations such as:

British Art Market Federation (BAMF): Principles of Conduct
of the UK Art Market Adopted by the British Art Market
Federation (2000)

German Museum Association: Code of Ethics

J. Paul Getty Museum: Acquisitions Policy for the J. Paul
Getty Museum (2006)

Metropolitan Museum of Art (MMA): Collections Management
Policy (2008)

Society for American Archaeology (SAA): Principles of
Archaeological Ethics (1996)
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Swiss Association of Dealers in Arts and Antiques (SADDA):
Code of Ethics

At a national level, most countries nowadays have their own
legislation governing the illegal export of cultural goods.
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3. A Proposal for Global
Guidelines

These guidelines, the ‘Basel Art Trade Guidelines’ have been
devised by the Basel Institute on Governance on the basis
and as a result of what has been discussed among the key
market players who participated at the Art Trade meetings
held in Basel and New York in 2010. The guidelines that
were issued in 2012 were meant as a first draft and a
proposal to be discussed further and open to modification
that the participants might have deemed necessary or more
appropriate. The guidelines have been re-issued in 2018 as
a final document and this version remains unchanged from
the original. The guidelines consider in particular the already
existing legal obligations of the art market participants,
e.g. with regard to the questions of disclosure regulations
and non-disclosure agreements. In art dealing the matter
of disclosure and discretion belongs to the most sensitive
challenges. The starting point for the creation of guidelines
was therefore to be in line with national legal requirements
and simultaneously to respect the requirements of a globally
functioning art market. Finally the guidelines also offer a
proposal on implementation procedures on the basis of
experience in other industries. In this sense the guidelines
reflect, harmonize and summarize the status quo and hence
provide a common platform for self-regulation which the art
market participants can develop if necessary.
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A. Preamble

The purpose of the Basel Art Trade Guidelines (BAT
Guidelines) is to support the art market in its efficient and
fair functioning. Art market participants are required to
respect applicable laws and to adopt business practices
that are not only ethical but also safeguard and promote
the reputation and integrity of the art market as a whole.

The following Guidelines are understood to be applicable
to all art market participants and aim to provide practical
guidance for the sale of art objects.

Finding a definition of ‘the art market’ is difficult because
today’s market is wide ranging in scope and covers not
only art and antiquities but also a whole array of collectible
objects. As a consequence, the various participants in
this market are very diverse.

The art market has various very characteristic attributes
that make it attractive but also vulnerable. These include
its insider aspects and the hierarchy of knowledge and
status, as well as the fact that art market participants
can assume the multiple roles of auctioneers, dealers and
collectors which, in other markets, would involve conflicts
of interest. Furthermore, access to readily available
information that directly affects market value and pricing
patterns (for example the number of pieces available)
is both unstructured and opaque. The art trade market
is therefore susceptible to illicit practices and money
laundering despite the existence of laws, international
frameworks and soft law efforts to combat these crimes.

In this context, many international art market stakeholders
have developed internal guidelines and compliance
programmes to ensure lawful and ethical business
practices, in particular to prevent corruption and minimise
risks in their business activities. The adherence to such
compliance programmes is difficult if competitors do
not conduct their business according to the same high
standards and instead engage in illicit behaviour.
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Collective self regulatory action by market operators,
designed to ensure that best practices are observed
throughout the market, is the most efficient way to
combat unethical business practices and will result in a
level playing field and fair competition for all.

On the one hand the BAT guidelines propose due diligence
requirements for contractual partners (namely seller and
auction house or art dealer and buyer). On the other hand,
they offer a guarantee of equal competitive conditions
to participating market operators. Observance of the
BAT Guidelines will mean that a competitive advantage
can no longer be gained by disregarding due diligence
obligations. These Guidelines therefore contribute to the
creation of fair trade in what is currently a highly irrational
and obscure market.

Itisin the interests of all art market participants to adopt
and implement these guidelines. Precisely because an art
market operator may adopt interchangeable roles, proper
due diligence conducted as a seller will likely benefit that
same operator when acting as a buyer.

These Guidelines do not seek to replace existing initiatives
but rely on art market operators’ full compliance with
applicable national legislation, international conventions
and relevant Codes of Ethics such as the IADAA, ICOM
CINOA, CAA-Codes and others. These various instruments
are, however, of limited application and effect as their
respective scope will cover only certain countries, specific
operators and at the same time often lack mechanism of
enforcement and sanctioning. The overarching scope of
the BAT Guidelines thus complements the existing range
of standards and instruments and provides consistency
and a level playing field to all participants.
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B. Scope of the rules

1. Art market operators

Art market operators include, for example auction
houses, galleries, museums, art fairs, experts, insurers,
conservators, curators and restorers. Despite being
subject to different regulations, they all face similar
risks with regard to the provenance of the art object
and the source of funds. As art market operators can
assume different roles - for example when an art gallery
or museum acts as either seller, buyer or intermediary - it
is in their own interest to implement similar practices for
all market operators. These Guidelines therefore apply to
and address all art market stakeholders who are involved
in the sale of art objects as professionals.

2. Objects of the market

For the purposes of these Guidelines the art market
is understood to be the trade of art objects. What
constitutes an art objects is explained by the following
two definitions of ‘art objects’ and ‘collectable objects’:

2.1. Art objects

According to international law art objects are those which,
on religious or secular grounds, are of importance for
archaeology, prehistory, history, literature, art or science.

2.2. Collectable objects

In addition to and going beyond this definition the BAT
Guidelines also cover collectable objects, which are all
objects handled by art market operators, or which, due
to their unique selling and pricing pattern/condition, are
usually dealt with by the same market participants.
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C. Standards for art market
operators

3. The identification of seller and buyer

3.1. Principle

Identifying the seller reduces the risks resulting from
any ambiguity regarding provenance, illicit trade and
forbidden exportation. Identifying the buyer reduces the
risks of money laundering and illicit enrichment and
serves to preserve the records on provenance of the art
object. The art market operator therefore has to ensure
full identification and documentation of the seller and
the buyer (‘know your customers’ rule).

3.2. Balancing Interests

Some sellers and buyers may have reasonable grounds to
prefer to remain anonymous to third parties (discretion)
while the need to ensure clarity on the provenance of
art objects and funds has to be adequately addressed
(disclosure). In practice, this means that if the art market
operator knows, or has reasonable suspicion to believe
that the other party to a transaction is, in fact, acting
on behalf of someone else (e.g. another buyer or seller),
the art market operator must establish the identity of
the true beneficial owner and the capacity in which
the counterparty is representing this beneficiary. This
identification of the beneficial owner should take place
even if the identity is to ultimately remain unknown to
third parties. It is essential to combine due diligence
with a balanced disclosure and discretion approach at
different levels as follows:

3.2.1. Disclosure

The identity of the seller and the buyer must be known to
each other, and to all intermediaries involved, including
to third parties with a legitimate legal interest. Such
a legitimate legal interest exists if a third party has a
commercially justifiable or reasonable entitlement to the
defined value of the object or to the object itself. Where
such disclosure is granted, the third party may
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communicate the identity of the seller only in connection
with the said third party’s legitimate legal interest, and
must confirm this in writing to the market operator before
any such disclosure is made.

In general, the rules for the disclosure of the buyer’s or
seller’s identities are in accordance with the applicable
anti money laundering laws and regulations.

3.2.2. Non-disclosure to third parties

Non-disclosure agreements should be avoided, but may
be admissible when explicitly requested by the seller or
the buyer. A request for non-disclosure to third parties
can be granted if a market participant presents justifiable
or reasonable grounds, such as the necessary and legally
defendable protection of his privacy. A justifiable interest
will not be recognised if the reason for non-disclosure
serves to circumvent applicable laws. Such non-disclosure
requests only lead to enhanced due diligence obligations
(see 4.4.1.). The art market operator acting for a seller
who requests non-disclosure must provide a purchase
back guarantee or equivalent and inform the latter about
the possible consequences of non-disclosure.

3.2.3. Disclosure procedures towards third parties
These Guidelines propose that even where non-disclosure
has been requested the identity of the seller or buyer
has to be communicated by the market operator to
third parties with a legitimate legal interest using the
following procedure: The market operator communicates
the request for disclosure to the concerned party (seller/
buyer) granting a reasonable time for response. If the latter
opposes such a disclosure request explicitly and with a
legitimate reason, the final decision will be determined by
the Advisory Board (see 9.2.2) which will seek to balance
the various interests at stake (in camera procedure). If
the Advisory Board grants disclosure, the third party
may communicate the identity of the seller/owner only
in connection with the said third party’s legitimate legal
interest, and this must be confirmed in writing to the
market operator before any such disclosure is made.
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4. Due Diligence before sale

4.1. Due diligence

Due diligence before sale is crucial to establishing
transparency on provenance, including rights of disposal,
third party rights, authenticity and, finally, the price of the
art object. The identification of the art object is verified
through due diligence and determines the commitments
the seller has to the buyer, and the responsibilities of
the art market operator in concluding the operation. In
general, an art market operator’s best efforts should
be at least equal to the due diligence endeavours he
would undertake when acting for his own account and
responsibility (diligentia quam in suis).

4.2. Best efforts due diligence
4.2.1. Principle

An undisputed and uninterrupted provenance history
and proven authenticity of the art object is the aim in
all transactions. In adopting and implementing these
standards, art market operators commit to undertaking
best efforts in conducting due diligence when preparing
for selling, as described in the following:

4.2.2. Research and evidence

The market players will invest sufficient time to research
reasonable provenance and authenticity before finalising
selling procedures. The art market operator acting on
behalf of the seller is obliged to undertake provenance
and authenticity research, making such efforts as are
commercially reasonable and providing information on
the art object as well as its former owners. He is therefore
obliged to use all sources of information which are, or
can be, made available using justifiable and reasonable
efforts. In particular, this includes:

e obtaining the provenance history of the object;

* requesting identification information from the seller,
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e establishing credibility and plausibility references
relating to the seller,

e referring to publicly available databases and listings
relating to the parties to the transaction and the art
object respectively;

e obtaining any relevant and available legal documents,
witness declarations, expert opinions as the case
may be, and

e checking the restoration history as appropriate and
presenting circumstantial evidence when no direct
documentation is available.

The market operator’s obligations to obtain the evidence
described above should be in proportion to the market
value or the cultural/historical /religious importance of
the object in question.

4.2.3. Conflict of interest

An expert’s opinion is invalid if the professional
independence of the expert is in doubt. This is the case
if the terms dictating his financial remuneration prevent
the expert from fully disclosing relevant information (for
example because of a success fee). At the request of
the art market operator, the art expert will disclose his
commercial or financial relationship with the seller, the
buyer, the art dealer or the auction house.

4.3. Incomplete Provenance

Being in possession of an art object does not in itself
provide sufficient evidence of ownership and the rights of
disposal. In the absence of valid objections it is, however,
reasonable to suppose that the possessor enjoys full
ownership of the art object. In these and other cases
where full evidence on the provenance of the art object
could not be procured, but sufficient indications of
legitimacy are available, the art object can still be sold,
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but only with full disclosure of the seller’s identity and
the respective findings.

4.4. Enhanced due diligence

The art market operator must initiate enhanced due
diligence if the seller requests non-disclosure of his
identity to third parties or if the provenance or the
authenticity of the art object itself raises serious doubts.
Enhanced due diligence involves, at least, the following
efforts: Obtaining additional independent expertise,
consulting expert committees and gathering second/
further opinions, checking of additional databases,
registers and listings, professional background check
on the seller, research on previous art trade activities
involving the seller (possibly facilitated by the other
participants in this initiative), and information requests
to relevant law enforcement authorities. The claim that
the above procedure would incur unreasonable expenses
has no legal basis under these circumstances.

4.4.1. The cost of enhanced due diligence

Art market operators will inform the seller in advance
that enhanced due diligence will take place as a result
of the request for information to remain undisclosed,
and will inform the seller of the procedure as well as the
expenses incurred. The costs of increased due diligence
will be borne by the seller.

4.4.2. Residual doubts

4.4.2.1. Unclear provenance

Should the enhanced due diligence procedure yield
insufficient or inconsistent information (non liquet), the
art market operator should propose to the seller full
disclosure of these findings to the buyer and to provide
a purchase back guarantee or its equivalent, to address
the possible consequences of the unclear provenance.
Should the seller refuse such disclosure and guarantee,
the market operator will abstain from providing his
services.
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4.4.2.2. Doubtful provenance

Should the enhanced due diligence or similar third party
information lead to serious doubts or well founded
suspicion that the art object was stolen, illegally imported
or otherwise illicitly obtained, the art market operator
must inform the appropriate local authorities. In such
a case, the object in question has to be held in trust/
custody by the art market operator until the respective
law enforcement agency gives further instructions. The
sellers of such ‘objects of doubtful provenance’ have
to be informed by the operator regarding the potential
opening of procedures and the operator’s cooperation
with the respective authorities.

5. Source of funds

5.1. Principle

The art market operator will endeavour to deal only with
buyers whose source of funds can be established to
be legitimate. To meet this obligation, the art market
operator should undertake adequate and reasonable
measures to establish the origins of the funds involved
in the transaction. Such efforts could include obtaining
an appropriate certification from a reputable financial
institution regulated for anti-money laundering purposes
in the country where the art market operator is located.

5.2. Cash payments

In general, transfers in cash are to be discouraged
altogether. Where they take place and if they exceed
EUR 15 000 (or the equivalent in any other currency),
the art market operator should conduct enhanced due
diligence on the buyer.

5.3. Beneficial owner of the Funds

If the buyer is a domiciliary company, or acting as an
intermediary or otherwise on behalf of a third party, the
art market operator must establish the identification of
the ultimate beneficial owner of the funds.

Where the source of funds gives rise to grounded
suspicions of money laundering and in the absence of a
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plausible explanation, the art market operator must report
those suspicions to the appropriate authorities. The art
object may then be subject to legal orders, as required
by local laws and regulations, and the transaction may
be blocked.

The art market operator must establish record retention
requirements for all documents relating to transactions
involving art objects. The documents must be retained
for a minimum of five years.

6. After-sale responsibility

6.1. Principle

The after-sale responsibility of the art market operator is
directly proportional to the level of disclosure and due
diligence exercised in the operation. The greater the level
of disclosure and due diligence by the art market operator
the lesser the responsibility after sale.

6.2.1. Limited responsibility

If the identity of the seller and the buyer is disclosed (see
3 above), and due diligence duties have been properly
observed (see 4 above), the art market operator will only
be liable for those deeds that he is usually responsible
for in the conduct of his own dealings (diligentia quam
in suis; see 4.1.).

6.2.2. Strict responsibility

If the seller’s identity is not disclosed, or the market
operator otherwise breaches his due diligence obligations,
he will be liable to the buyer also in cases of unclear
provenance or unresolved questions regarding the
genuineness of the art object, provided the buyer acquired
the object of art according to applicable laws and free of
any legal impediments.

7. Conflict management

As disputes about art objects typically involve weighty
economic interests, or arise through political, historical or
cultural conflict, a non-judicial settlement of such cases
is usually more appropriate and successful.
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Besides seeking remedies from conventional courts,
the BAT Guidelines recommend taking recourse to out-
of-court settlements, which include various Alternative
Dispute Resolution (ADR) proceedings, such as:

e Arbitration

* Mediation

e Recoursetoa Dispute Board (within ADR Proceedings))
¢ Adjudication

All signatory art market operators will receive a list of
available ADR proceedings in conflict resolution. Umbrella
cooperation agreements will be signed between the
competent international and national institutions and the
Advisory Board or the respective art dealers association,
thus allowing the signatory art market operators to rely
on and refer to a pool of experts when considering ADR
proceedings.

The signatory art dealers’ associations in cooperation with
the Advisory Board will provide ad hoc guidance for the
selection and application of appropriate ADR proceedings
and will give general advice on conflict management.
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D. Implementation

The proposed measures try to convert these Guidelines
into a living document. The foreseen steps therefore have
to be discussed, if necessary amended and agreed upon
by the signatory parties.

8. Information and documentation

8.1. Information

In order to facilitate the implementation of the standards
set out in these Guidelines, art market operators make
a commitment that they will:

Publicly subscribe to the BAT Guidelines, either directly or
through their respective art dealers association, and will
report back on the measures undertaken to implement
them.

All signatory parties will:

Publicly acknowledge their compliance with the BAT
Guidelines, define internal measures to implement them
or amend existing policies and procedures as may be
necessary; retain all documentation that may be relevant
to establishing the provenance of art objects in the future
or to funds involved in transactions that have been either
conducted or refused, for a minimum of five years starting
from the date of receipt of such documentation.

8.2. Databases

The art market operators will establish two databases,
namely: A database of art objects whose provenance
could not be fully established; and a database of art
objects whose provenance has been subject to a claim.
These databases will be accessible to signatory parties,
law enforcement officials and other authorities entitled
to request such information.

9. Implementation action
Implementation of the BAT Guidelines involves:

9.1. Training programmes
The art market operators will engage in training
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and awareness raising programmes to support the
implementation and dissemination of these Guidelines
throughout the art market. Training activities may involve
peer-to-peer exchanges of informtion as well as specific
training programmes organised for example, by art trade
associations and their members/signatories. Awareness
raising programmes should include all relevant media,
public and private sector firms and take place worldwide.

9.2. Monitoring

9.2.1. Monitoring mechanism

The art market operators of this initiative will establish an
independent monitoring mechanism to ensure compliance
with the BAT Guidelines. Its main functions will be:

* totake the necessary steps towards the development
of an auditing mechanism for art market operators
committed to implementing the BAT Guidelines (i.e.
through jury activities at international fairs);

e tocreate certification procedures through international
art dealers associations;

e to control the effective use of the BAT Guidelines;

* to receive and address complaints of violations or
non-compliance with the BAT Guidelines and impose
sanctions for breaches of these Guidelines.

9.2.2. Advisory board

Elections for the eight members of the Advisory Board
will be held every five years. The composition of the
Advisory Board will be in proportion to the art market
operators’ professions and the details to be defined in
rules governing these elections. The Advisory Board will
be responsible for monitoring compliance with the BAT
Guidelines. In carrying out its duties, the Advisory Board
is not bound by instructions.

9.2.3. Sanctions
Sanctions may be recommended by the Advisory Board
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and imposed by signatory art dealers association boards
only after a hearing has been held. Sanctions may include
awarning, loss of signatory association membership and/
or, withdrawal of certification and will be proportionate
to the gravity of the breach of the BAT Guidelines or the
degree of culpability. A member of the Advisory Board is
to be excluded from any decision to determine a sanction
if the affected art market operator or a member of the
Advisory Board expresses justifiable suspicion of bias
or conflict of interest. Such an event generally arises
if the Advisory Board member is either personally or
economically linked to the affected art market operator
or is a direct competitor. The discussion and decision
as to whether a member of the Advisory Board will be
excluded from proceedings under such circumstances,
will take place in the absence of the said member.

The signatory art dealers’ associations, in cooperation
with the Advisory Board, will develop harmonised rules
on sanction procedures, with the aim of fostering the
successful implementation of these Guidelines.

9.3. The Advisory Board may transfer its decisions
under this section (9.2) to an independent, non-
partisan arbitrator who is bound by the rules of
confidentiality.

9.4. Ethics Group

The signatory art dealers’ associations in cooperation with
the Advisory Board may establish an Ethics Group that
will work to improve the BAT Guidelines, give opinions on
cases of conflict at the request of the signatory parties,
and represent the signatories on a political level.

10. Secretariat
10.1. Responsibilities

A secretariat will be set up in order to:

e coordinate the implementation and monitoring
activities;
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Basel Institute on Governance

The Basel Institute on Governance (www.baselgovernance.
org) is an independent not-for-profit competence centre
working around the world with the public and private
sectors to counter corruption and other financial crimes
and to improve the quality of governance. The Institute’s
areas of work comprise (i) recovering stolen assets
through strategic case advice, technical assistance, and
capacity building, and participating in international policy
dialogue on standard setting in asset recovery; (ii) public
governance, offering technical assistance to governments
of developing and transition countries in their efforts to
prevent corruption and strengthen the quality of their
governance systems; and (iii) corporate governance,
compliance, and anti-corruption Collective Action.

Governance of Art Trade

The art trade market is global, highly fragmented and
complex, involving a great variety of operators. In light of
this complexity, the current level of regulation and existing
compliance efforts by individual operators has proven to be
insufficient. With some competitors engaged in unethical
or illegal behaviour, operating profitably while acting with
integrity and ethics is increasingly difficult. As other industry
sectors (e.g. the financial sector when faced with the
challenge of effectively combating money laundering) have
experienced, collective action by key market participants
can be a highly effective way to systematically and
comprehensively address such business practices and to
ensure fair and efficient competition in a global market.

Working papers

In this working paper series the Basel Institute on
Governance publishes reports by staff members and invited
international experts, covering critical issues of governance
theory and practice. For a list of publications, please visit
www.baselgovernance.org.
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Note: These Principles draw on the Basel Art Trade Guidelines originally issued in draft in 2012 and re-
issued in 2018 without any material changes. This paper does not replace the Basel Art Trade
Guidelines, but seeks to complement and set out in more detail the AML aspects of the 2012/2018
Guidelines.

Basel, June 2016. Date of issue: January 2018
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Abbreviations

AML Anti-Money Laundering and Counter Terrorism Financing
KYC Know Your Customer
PEPs Politically Exposed Persons
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Introduction

1. The art trade is not immune to the risks of money laundering and the financing of terrorism
(hereafter shortened to money laundering). Art Market Operators are at risk of being misused by
persons seeking to launder the proceeds of criminal activity, thereby creating potentially serious

reputational, legal and financial consequences for the art trade.

2. The risks of money laundering can be mitigated by implementing appropriate policies and
procedures and by ensuring that employees understand their respective obligations.

3. It is acknowledged that the size of Art Market Operators varies widely.” As such, the measures
taken by each Art Market Operator to avoid their involvement in criminal activity may vary,
depending on the size, structure and the exposure of their business to money laundering risks.

4. The application of a risk based approach to determine the resources, measures and controls
needed to mitigate those risks is regarded as an appropriate method to prevent and detect money
laundering, and therefore an approach Art Market Operators may wish to consider when addressing
this issue.

5. These principles do not seek to replace existing initiatives or any Art Market Operator’s policies and
procedures. Rather, they aim to contribute to a level playing field by providing Art Market Operators
with a consistent method for applying a risk based approach to countering anti-money laundering
(AML) risks in accordance with their particular exposure and risk profile.

6. The principles and their application rely on Art Market Operators’ full compliance with applicable
national legislation, international conventions and relevant internal Codes of Conduct, policies and
procedures.

Scope

7. These principles are addressed principally to Art Market Operators, a term which includes all
persons and entities that engage in the trade of art objects as well as intermediaries that are
between the buyer and seller.

8. Service industries that support the trade in art objects and that are already subject to anti-
money laundering laws and regulations (such as banks, insurance companies and lawyers) should
identify their business involving the trade in art objects as higher risk as long as there are no
internationally applicable standards.

1 See for example the Art and Finance Report 2016 by Deloitte at http://www?2.deloitte.com/lu/en/pages/art-finance/articles/art-finance-
report.html.

Small businesses may not have the resources to address money-laundering risks in the same way that large auction houses or major dealers
and galleries will have, and may have a different risk exposure.
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9. Other service industries that are not regulated for anti-money laundering purposes may wish
to consider where these principles would be of use and applicable to their businesses.

AML Standards for Art Market

Operators

10. In order to avoid being misused for money laundering, the Art Market Operator has to ensure it
conducts business relationships only with those clients it can be reasonably sure are engaging in
legitimate business.

11. Good practice in anti-money laundering (AML) suggests that Art Market Operators should
implement a reasonably designed risk based approach by which they identify the criteria to
measure potential money laundering risks. The identification of the money laundering risks of its
clients, services and transactions will allow Art Market Operators to determine and implement
proportionate measures and controls to mitigate these risks.

12. In practice the risk based approach will have to address the following three risk categories:

Identity of the client (see section Il on Know Your Customer (KYC) below);

Provenance of the art object (see section lll on Provenance of the art object below);
and,

Origin of the buyer’s funds involved in the transaction (see section IV on Provenance of
Funds below).

I. Applying a Risk Based Approach

13. The application of a risk based approach to address money laundering in the art market will require
the Art Market Operator to establish its risk profile, taking account of the following, which is a non-
exhaustive list:

AT Do D Q0 T

Countries where sales are conducted

Jurisdictions where the Art Market Operator obtains its inventory

Markets

Delivery channels

Services offered to clients

Types of transactions

Client profiles

The location of contracting parties

The source of funds

Financing methods

The value of the art objects; and,

Any other factors that the Art Market Operator may determine relevant when
establishing its own risk profile which it will then use to develop appropriate measures
to mitigate the AML risks of its business.
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14.

15.

16.

17.

18.

19.

In implementing a risk based approach the Art Market Operator should:

a. Address the design and implementation of controls to mitigate the assessed risks;

b. Conduct regular training of staff on money laundering risks including their roles and
responsibilities to prevent, detect and report suspicions and to whom they should
report internally. Training of new staff members should take place within a reasonable
timeframe and refresher training should be conducted as appropriate to make sure
staff remain aware of new risks or changes to the risk profile of the Art Market
Operator;

c. Provide special training to person(s) designated to receive internal reports of money
laundering suspicion so that they know how to handle reports and when to report them
to the appropriate authorities;

d. Monitor the effectiveness and implementation of the controls and make improvements
where required;

e. Periodically review and update the policies, procedures and risk profile;

f.  Maintain records that evidence the implementation of the approach; and

g. Document fully and contemporaneously any deviations from the application of its risk
based approach.

Know Your Customer (KYC)

The client is the person or entity with whom a contractual relationship is formed and refers to the
buyer as well as the seller. Know Your Customer (KYC) requirements however go beyond the basic
knowledge of buyer and seller as referred to in any contract between them. KYC should therefore
cover any natural person who, as the ultimate beneficial owner, may operate through another
natural person or a corporate structure as an intermediary.

Beneficial ownership, for reasons that may be legitimate or not, can be obscured behind multiple
layers of such intermediaries (usually so-called shell companies, or offshore companies involving
trusts, foundations or bearer share companies, mostly located in offshore jurisdictions).

The KYC requirement demands that the Art Market Operator looks through all these layers until one
or other of the following is identified: natural person(s); a company that is listed in a publicly
accessible register; a company listed on a public stock-exchange. The beneficial owner should
therefore be seen as the true owner of an art object on whose behalf the Art Market Operator
agrees to sell, or the ultimate buyer of the artworks to whom art objects are sold (see further under
Identifying the ultimate beneficial owner below).

The Art Market Operator should also clarify to the client whether it is acting in respect of its own
stock or as agent. This would include the disclosure of actual or potential conflicts of interest where
the Art Market Operator is not operating in its own name, but through a company of which it is the

sole owner or beneficiary or whereof it may be a partner or holder of a material interest.

Art Market Operators must maintain records of all these checks.
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20.

21.

22.

23.

24.

25.

26.

27.

i. Identification of the persons involved in artwork transactions

The ‘contracting party’ is the person or entity with which the Art Market Operator forms a
contractual relationship. This contracting party may not necessarily be the owner of the artwork
and may be an individual, entity or acting on behalf of a third party.

Client identification must be carried out before entering into a business relationship.

Identification of an individual requires obtaining the name, date of birth, address and such further
information that may be appropriate or required by law or regulation.

Client identity verification involves obtaining supporting evidence that reinforces the claim of
identity. Verification of identity will depend on the type of business relationship, as follows:

* Natural persons: identity will be verified on the basis of official identity papers or other
reliable, independent source documents, data, or information as may be appropriate under
the circumstances. (This means requesting identity papers along with a proof of residency).

* Corporations, partnerships, foundations: identity will be verified on the basis of
documentary evidence of due organization and existence. (This also means requesting and
checking a document proving that such entity is allowed to acquire or sell an art object).

* Trusts: identity will be verified on the basis of appropriate evidence of formation and
existence or similar documentation. The identity of the trustees will be established and
verified. (This also means requesting and checking a document to prove that such entity is
allowed to acquire or sell an art object).

Identification documents, if used for verification purposes, must be current at the time of
establishing the business relationship and copies of such documents must be obtained.

ii. ldentifying the ultimate beneficial owner

The ultimate beneficial owner refers to the natural person who enjoys the benefit of ownership of
an art object, asset, legal entity, bank account, wealth etc. It also refers to the natural person(s) on
whose behalf the transaction is conducted.

If the Art Market Operator knows, or has reasonable grounds to believe that the counterparty to a
transaction is acting on behalf of someone else, the Art Market Operator must establish the identity
of the ultimate beneficial owner and the capacity in which the counterparty is representing the
beneficiary. The Art Market Operator may treat the identification of the beneficial owner with strict
confidentiality, but the Art Market Operator cannot avoid its responsibility by relying on
representations made by the counterparty.

Where there are multiple beneficial owners, all those with 25% ownership and above should be
identified. Identity will be verified to the satisfaction of the Art Market Operator on the basis of
official identity papers or other reliable, independent source documents, data or information as may
be appropriate under the circumstances. In the event verification is based on identity papers,
copies of such identity papers copies of such identity papers should be obtained.
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28.

29.

30.

32.

33.

34.

iii. Enhanced due diligence

In the context of client identification, the following are categories of persons that may require
enhanced due diligence:

* Persons residing in and/or having funds sourced from countries identified by credible sources
as having inadequate AML standards or representing high risk for crime and corruption.

* Persons engaged in types of economic or business activities or sectors known to be
susceptible to money laundering.

e (Certain categories of “Politically Exposed Persons” (which may/may not include so called
domestic PEPs), referring to individuals holding or, as appropriate, having held, senior,
prominent, or important public positions with substantial authority over policy, operations or
the use or allocation of government-owned resources, such as senior government officials,
senior executives of government corporations, senior politicians, important political party
officials, etc., as well as their close family and close associates.

* Persons who are not physically present (see below on “non face-to-face transactions”).

Senior management approval should be obtained before entering into a business relationship with a
client subject to enhanced due diligence.

Enhanced due diligence can be costly and time consuming. Depending on an Art Market Operator’s
individual risk exposure, different means for conducting enhanced due diligence may be
appropriate, ranging from in-depth background checks possibly using specialised firms to internet
searches using appropriate keywords and combinations words.

iv. Intermediaries

. An intermediary in this context refers to any individual or entity that is paid a commission for its role

in the sale or consignment of an art object to the Art Market Operator.

Due diligence should be carried out on all intermediaries that act for or on behalf of the Art Market
Operator’s client. Where the intermediary is an entity of any kind, the identity of the ultimate
beneficial owner as a natural person should be obtained and verified by a written statement
confirming this information. Copies of appropriate documents identifying the intermediary should
be requested and obtained.

Where an Art Market Operator engages an intermediary, a written agreement (such as an
Introductory Commission Agreement), should be in place before any services are rendered.

v. Powers of Attorney

The Art Market Operator should assess the risk associated with a person holding a power of
attorney, and document the authorization to liaise directly with the person conferring the power of
attorney.

Appendix C



BASEL INSTITUTE ON GOVERNANCE

35.

36.

37.

38.

vi. Non face-to-face transactions

Business relationships that are conducted through the Internet, telephone or similar technology or
are otherwise through non face-to-face interactions will need to be assessed by the Art Market
Operator prior to transactions taking place, and in some circumstances enhanced due diligence
may be appropriate for such relationships.

Provenance of the art object

i. Establishing the provenance history and authenticity

An undisputed and uninterrupted provenance history and proven authenticity of the art object is the
ideal aim in all transactions. It is acknowledged however that this is not always feasible. The
traceability of the art object should however be transparent such that the Art Market Operator can
be reasonably sure that the known history of previous owners has been established as far as it is
reasonably possible to do so. In addition, and here too applying a risk based approach, the Art
Market Operator will also:

a. Search on Interpol art database and request a Certificate from the Art Loss Register
Search databases of looted art

c. Obtain the provenance history of the art object requesting any archives and documentation
from the owner (including documents such as invoice, loan agreement, insurance
certificate)

d. Obtain any relevant and available legal documents, witness declarations, expert opinions
even if the work is reproduced in the catalogue raisonné or any reputable art books. If
possible, request a Certificate of Authenticity or a written confirmation from relevant artist
committee or expert

e. Check all the exhibition catalogues where the art object has been exhibited and

f.  Check the art object and note any signature, number, frame or labels on the back, and

g. Check the restoration history as appropriate and presenting circumstantial evidence when
no direct documentation is available.

ii. Incomplete Provenance

Being in possession of an art object does not in itself provide sufficient evidence of ownership and
the rights of disposal. In the absence of valid objections it is, however, reasonable to suppose that
the possessor enjoys full ownership of the art object.

In these and other cases where full evidence on the provenance of the art object could not be
procured, but sufficient indications of legitimacy are available, the art object can still be sold, but
only with full disclosure of the respective findings and preferably by way of a sale at a public
auction.
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Iv.

39.

40.

42.

43.

Provenance of funds

The Art Market Operator should:

* Only accept payments from reputable financial institutions in countries that have
implemented reasonable measure to address money laundering, countering the financing of
terrorism and tax evasion;

* Adopt a policy of not accepting payments from third parties; and,

* Not accept cash or multiple cash payments for high value transactions.

If the buyer is a domiciliary company, or acting as an intermediary or otherwise on behalf of a third
party, the Art Market Operator must establish the ultimate beneficial owner of the funds (the
natural person).

. Cash transfers are generally to be discouraged wherever possible. Where cash transactions are

permitted and exceed EUR 10 000 (or equivalent local currency) or the amount specified in
applicable legal and regulatory standards, the Art Market Operator should conduct enhanced due
diligence on the buyer.

Suspicion of Money Laundering

Even with AML checks and controls there are still risks that an Art Market Operator will be misused
for criminal purposes, and knowing that a transaction is being undertaken to disguise the proceeds
of a crime or suspecting that a relationship or transaction is being established to enable money to
be laundered is a crime in many jurisdictions. For these reasons it is important for Art Market
Operators to understand and be able to identify risk indicators, also known as red flags.

Money laundering suspicions may be raised in many ways, and the following examples of red flags
may indicate increased money laundering risks, the client:
a. s evasive or reluctant to provide adequate information relating to their identity or property
or provides information which appears to be false;
b. Insists on paying in cash (perhaps with a de minimis limit) or anonymous credit or cash
cards;
c. Asks detailed questions about procedures for reporting suspicious activity and/or financial
matters to tax authorities;
Knowingly wishes to sell at an artificially low or inflated price;
Makes multiple low value cash payments for a single or connected transactions;
Suggests unusually complicated structures for achieving a purchase or sale;
Is a Politically Exposed Person (PEP) or closely connected to a PEP e.g. government
officials or persons who hold a prominent public function;
h. Is known to be (or associated with) a person subject to criminal or regulatory investigation,
prosecution or conviction;
Lives, operates or banks in a higher risk jurisdiction such as countries where drug
trafficking, terrorism and/or corruption are prevalent or where tax and money laundering
regulations are less stringent.’

oo

3 . . . . . .
Such as by consulting the Financial Action Task Force website: http://www.fatf-gafi.org/.
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44. Where a red flag is raised, the Art Operator should seek further information to satisfy itself that it
will not be engaging in, or otherwise supporting money laundering. If it is not possible to obtain
sufficient information to address the money laundering risk, or otherwise mitigate the red flag, then
it may be advisable for the Art Operator to decline the transaction or not enter into the business
relationship in the first place.

VI. Reporting

45. Where the source of funds gives rise to grounded suspicions of money laundering and in the
absence of plausible explanation, the Art Market Operator must report those suspicions to the
appropriate authorities. The art object may be subject to legal orders as required by local law and
the transaction may be blocked.

VIl. Record Keeping

41, Art Market Operators should keep records of: clients’ identification as well as documents
obtained in connection with verification of identity and the results of enhanced due diligence searches;
evidence of searches carried out in relation to the provenance of the art object; and, any deviations
from the risk based approach. These records should be maintained for a prescribed period of time
(typically at least 5 years from completion of the transaction or the end of the business relationship,
though some countries require substantially longer than this).
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Guidelines on combatting Money Laundering and
Terrorist Financing

Art Businesses should ensure the AML (Anti-money laundering) measures they adopt satisfy any legal obligations to which
they are subject, and are adequate and appropriate to their business and the risk profile of their clients and the artworks
they handle.

What are the aims of these Guidelines?
These Guidelines aim to:

= raise awareness in the art market of the threats and risks of money laundering and terrorist financing;

= provide a general framework and understanding of “risk based” anti-money laundering and terrorist financing
measures, including the key elements of client, artwork and transaction due diligence;

= help Art Businesses:
= implement “risk based” anti-money laundering and terrorist financing measures appropriate to the size and
nature of their business;

= identify “red flags” (indicators of suspicious activity) and take appropriate action in response.

Ultimately these Guidelines aim to facilitate transactions in artworks (rather than hinder them) by encouraging responsible
practices by all art market participants.

In these Guidelines, we use the term “AML” to refer to measures designed at combating both money laundering and
terrorist financing.

Who should follow these Guidelines?

These Guidelines are intended for anyone operating in the art market (“Art Businesses”). They are most relevant to those
Art Businesses involved in transacting sales of artworks, including but not limited to:

= dealers,

= galleries,

= auction houses;

= art advisors, brokers and other intermediaries; and
= other professionals advising clients on transactions.

Art Businesses providing ancillary services (including but not limited to transport, storage, insurance, inspection and
restoration), whilst not directly impacted, may choose to adopt all or some of these measures as a matter of best practice.

Context

Money laundering and terrorist financing are international concerns. They threaten the integrity of the international financial
system and its markets, including the art market. As such they are a priority for the Financial Action Task Force[1] and the
United Nations Security Council[2] who continue efforts to raise awareness of money laundering and terrorist financing
threats and measures which can be adopted to combat them.

The art market can play its part in combatting money laundering and terrorist financing threats, by being aware of these
risks and the methods and techniques used by criminals to disguise the illegal origin of their wealth or the illegal destination
and purposes for which it is being used.

[1] The Financial Action Task Force (FATF) is an inter-governmental body established in 1989 which sets standards and
promotes effective implementation of legal, regulatory and operational measures for combatting money laundering, terrorist
financing and other related threats to the integrity of the international financial system.
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[2] See for example United Nations Security Council Resolution 2199 (2015)
http://www.un.org/press/en/2015/sc11775.doc.htm - underlining Member States’ obligations to take steps to prevent
terrorist groups in Iraq and Syria from benefiting from trade in oil, antiquities and hostages and from receiving donations.

What is Money Laundering and Terrorist Financing?

Money laundering is the process by which proceeds of crime are « cleaned » i.e. introduced into the legitimate economy to
disquise their illicit origin, with notably the aim to prevent their confiscation by law enforcement authorities. To launder the
proceeds of criminal activities, such as human trafficking, forced prostitution, drugs, extortion, corruption, white collar crime,
armed robbery and theft, criminals use multiple economic operations to introduce these illicit funds into the financial
system. Such operations include purchasing and selling currencies and investing in luxury items, real estate, art and similar
high value items in attempts to disconnect the proceeds from the illicit activities by which they were acquired. Money
launderers rely on anonymity and deception to cover their tracks, disguise the origin of their funds and hide the real purpose
behind their business and transactions. Any person or entity involved in business operations aimed at laundering money can
be charged with committing a criminal offense.

Terrorist financing refers to activities that provide funds or financial support to individual terrorists or terrorist groups
enabling them to carry out their deadly actions. Even if such funds have a legitimate origin, the purpose for which they are
used is illicit. Those seeking to finance terrorism resort to the same strategies, schemes and covert operations that money
launderers employ to disguise the intended illicit purpose of the funds and anonymize the beneficiaries.

Money laundering and terrorist financing operations fuel crime and corruption. They cannot be carried out without the blind
participation of professional intermediaries. Individuals and businesses who are unprepared, unaware or unwilling to be
aware of the origin and/or the destination of the money and assets they handle, contribute to illicit proceeds infiltrating the
global economy.

How is money laundered?
Money laundering typically involves the following three phases,

= Placement;
= Layering; and
= |ntegration

Depending on the techniques used, these phases can occur simultaneously or concurrently.
Placement

Placement describes the process by which money launderers introduce illegal profits (often in the form of cash) into the
financial system. This can be done by breaking up large cash amounts into smaller less conspicuous sums that are then
deposited into one or more bank accounts. The aim of the launderer at this stage is to:

= distance the illegally obtained cash from the source of its acquisition to avoid detection of the underlying criminal
activity; and

= make the funds more liquid enabling them to be transferred or transformed into other financial assets (e.g. cheques,
money orders etc.).

Layering

Layering is the process of hiding the illicit source and ownership of funds by using a complex system of transactions and
transfers to create multiple layers between the illicit source and the funds. Once cash has been successfully placed into the
financial system (see Placement above), launders engage in multiple complex transactions and transfers to disguise and
confuse the audit trail and any criminal investigation. Examples of layering include:

= using multiple banks and accounts;

= using professional intermediaries to carry out transactions;

= converting cash into money orders, letters of credit, wire transfers, stocks, bonds;

= purchasing valueable assets such as art or jewelry;

= transferring money electronically in and out of the offshore bank accounts of bearer share shell companies;
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= complex dealings with stock and commodities;

Integration

Integration is the final stage of the money laundering process whereby the laundered funds are re-introduced into the
legitimate economy which the appearance of having derived from a legitimate source. At this stage it is very difficult to
distinguish funds of a legal and illegal origin.

The art market

Certain features of the art market make it vulnerable to abuse by criminals seeking to launder the proceeds of crime or
finance illegal activities. These include:

= High value goods;

= |nternational market and networks;

= Common use of intermediaries or proxies for transactions;

= Common use of foreign / offshore structures and accounts;

= Culture of discretion. Buyer and Seller often unknown to each other;

= Buying an artwork, artefact or antiquity legitimises cash or funds and converts them into an asset that gains value
and can be sold at a later date.

Art Businesses could unwittingly become involved in Money Laundering and/or Terrorist Financing schemes and techniques.
They therefore need to be vigilant to Money Laundering, Terrorist Financing and illicit trafficking activities and adopt
measures to counter them.

Consequences for Art Businesses

If an Art Business engages in a transaction, knowing or suspecting that a client’s funds or property are the result of criminal
activity, it could commit a money laundering or terrorist financing offence. The penalties are severe and may entail:

= criminal liability, including fines and imprisonment;

= reputational damage;

= restrictions imposed on the Art Business's ability to operate freely, for example the loss of operating licenses.

Adopting measures to detect and prevent Money Laundering and Terrorist Financing is important to identify and stop
criminal and terrorist activity and to protect the reputation of Art Businesses and the art market.

Guideline 1- Do a risk assessment of your business and apply risk based
measures

It is generally accepted that responsible AML measures for art transactions should be founded on a “risk based”
approach. This means adopting AML processes, procedures and compliance controls based on the type and level of risk
associated with your business.

A risk based approach includes the following areas of enquiry:

= Risk profile of the Art Business (see below);
= Client due diligence (see Guideline 3 - Know Your Clients (KYC) and establish their risk profiles - Check for client red

flags);

= Artwork due diligence (see Guideline 4 - Research the artwork, its ownership and provenance - Check for artwork red
flags);

= Transaction due diligence (see Guideline 5 - Know the background and purpose of transaction - Check for transaction
red flags).
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In addition, a risk based approach requires the Art Business to implement systematic reviews and controls, including:

= Recording and documenting information gathered (see Guideline 6 - Keep records);

= Training staff regularly on the risks, how to mitigate them and when and to whom to report suspicions (see
Guideline 7 - Train staff and monitor processes and procedures);

= Reviewing the effectiveness and implementation of the controls and making improvements where necessary (see
Guideline 7 - Train staff and monitor processes and procedures).

For further detail please see the Guidelines which follow.

To determine the Money Laundering and Terrorist Financing risks to which it is exposed, an Art Business
should consider the following questions:

= What AML measures has the Art Business already adopted?

= What types of transaction does the Art Business undertake?

= What information about clients is gathered and recorded?

= What due diligence on artworks is undertaken?

= What controls are in place regarding cash payments and checking the source of funds?

= What awareness of the risks exists amongst staff? What ongoing training is provided?

= Are processes and procedures reviewed regularly? Could improvements be made?

Guideline 2 - Know and comply with the laws where you are doing
business and be alert to 'red flags'

Different national AML regimes have been adopted by countries around the globe. A single, harmonised, global legal regime
does not exist.

Art Businesses will therefore need to be up to date with and comply with the legal requirements which apply to their
activities in the countries where they operate.

The Country Guides section of these Guidelines provides basic information on the approach which certain countries have
adopted to combat Money Laundering.

When making enquiries and conducting due diligence Art Businesses should be alert to indicators of suspicious activity
(“red flags”) (see Guidelines Client red flags, Artwork red flags, Transaction red flags and enhanced due diligence and
appendices 1, 2 and 3). See the Art Transaction Due Diligence Toolkit for example due diligence checklists for art
transactions.

Guideline 3 - Know Your Clients (KYC) and establish their risk profiles -
Check for client red flags

Knowing your clients and being alert to red flags (indicators of suspicious activity) are at the heart of effective AML
programs.

To establish the client’s risk profile the Art Business will need to obtain information on the client and understand the purpose
and intended nature of the transaction (“Client Due Diligence”). Understanding the client’s source of wealth (i.e. how they
made their money and/or acquired their art collection) can also help establish a client’s risk profile. The client’s risk profile
will inform the applicability and level of ongoing monitoring of the transaction.
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A client is the person or entity with whom an Art Business forms a contractual relationship. In an art
transaction, this could be the seller and/or the buyer of the artwork, or a broker or agent acting for
either of them.

If the client is a company, trust or other corporate vehicle, in addition to establishing if the corporate
vehicle carries out any trading activities or simply exists to hold assets, the Art Business will also want to
identify the natural person(s) who control that entity (“Beneficial Owner(s)").

Art Businesses should endeavour to ensure they conduct business only with clients they can be
reasonably sure are engaging in legitimate business. To meet this obligation, Art Businesses should
implement adequate and reasonable measures to establish the identity of their clients and ensure the
funds used to purchase artworks are provided by the buyer of the artwork and not by a third party.

Art Businesses should also carry out due diligence on the intermediaries (e.g. art advisors and/or
brokers) acting for one of the parties to a transaction.

Art Businesses should request documents to verify the client’s identification information as follows:

= Individuals: Identity should be verified based on official identity papers (e.g. passport or
national ID card) together with other reliable, independent source documents, data, or
information as may be appropriate under the circumstances (e.g. copy of a bank statement or
utility bill for proof of address).

= Legal entities (e.g. companies, associations, partnerships, foundations, trusts):
Identity should be verified based on official documents proving these entities were properly
formed and exist (e.g. certificate issued by the relevant company registry including details of
directors, and shareholders, or partners as the case may be, and for trusts, the trust deed
including details of the trustees, settlor(s) and beneficiaries).

The documents used to verify the client’s identity must be current at the time of undertaking the due
diligence and the Art Business should keep copies of the documents in line with any legal time periods
or standard practice applying in the jurisdiction where it is carrying out business.

The “Beneficial Owner” refers to the natural person who enjoys the ultimate benefit of ownership of an
artwork, asset, legal entity, bank account or wealth.

If the Art Business knows, or has reason to suspect that the client they are transacting with is acting on
behalf of another individual or entity, the Art Business must use best efforts to establish:

= the identity of that other individual or entity, i.e. the Beneficial Owner; and
= the capacity in which the contracting client is representing the Beneficial Owner.

If the Beneficial Owner is a company or other form of legal entity, Art Businesses should make further
enquiries to establish the individual with ultimate ownership or control of that entity[1].

[1] European Member States are now required to hold beneficial ownership information for certain
companies and trusts in central registers. Not all of these registers are accessible to the public so Art
Businesses may not be able to use them for verification purposes.

Best efforts should be made to identify the Beneficial Owner even if the contracting client raises
confidentiality concerns because of the reputational and other risks entailed if the Art Business is found
to be involved in Money Laundering or Terrorist Financing schemes.

Art Businesses may also choose to include appropriate warranties and representations in their
agreements with their clients to emphasise the importance of this point.
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Examples of client red flags include, where the client is a “Politically Exposed Person”, an “offshore
company”, or resident of a country on the FATF watch list. Other examples of client red flags can be
found in the Client Red Flag List.

Practical measures Art Businesses can adopt to help identify client red flags may include (depending on
the circumstances and resources available):

= Screening the names of clients, beneficial owners and intermediaries against PEP lists, sanctions
lists, terrorist financing and other watch lists and similar information issued by government and
international organisations from time to time;

= Media searches using the names of clients, beneficial owners and intermediaries and other
appropriate keywords.

For existing clients, this due diligence should be updated when they enter into new transactions, in line
with any legal requirements applying in the jurisdiction where the Art Business is operating.

If red flags are identified the Art Business will want to undertake enhanced due diligence to ensure the
client’s activities do not raise any Money Laundering or Terrorist Financing concerns. Enhanced due
diligence generally involves requesting and/or obtaining additional information or documentation. Please
see the Client Red Flag List for guidance on the types of additional enquiries which could be pursued. In
certain circumstances, the client’'s reaction to such requests for additional information and/or
documentation can be an indicator of risk.

The Art Business should document the enhanced due diligence it undertakes on its clients (for example
by printing sanction list information and the results of keyword internet searches etc.). Art Businesses
should keep all documents and data for a reasonable period in line with any legal time periods applying
in the jurisdiction where it is carrying out business.

If “red flags” (indicators of suspicious activity or AML concerns) remain following the Art Business
carrying out enhanced due diligence, the matter should be escalated within the Art Business to a
member of senior management and/or the Art Business’ appointed AML officer (if it has one) to decide
on next steps. See Guideline 8 “If grounded suspicions exist, know how to act” for further guidance.

Guideline 4 - Research the artwork, its ownership and provenance - Check
for artwork red flags

An undisputed and uninterrupted provenance history and proven authenticity of the artwork is clearly the aim in all
transactions. Depending on the nature and age of the artwork, realistically this may, or may not always be possible.

It is important to obtain and publish in any catalogue or sales document as much information as possible about the artwork,
including any known provenance.[1] In addition, and applying a risk based approach, the Art Business should check major
databases of stolen and looted art and obtain any relevant and available legal documents, witness declarations, expert
opinions as the case may be.

In applying a risk based approach to artwork due diligence as part of AML checks the Art Business will want to satisfy itself of
the following:

= Ownership - In the absence of valid objections it is reasonable to suppose that the possessor of an artwork enjoys
full ownership, but possession of itself is not a guarantee of ownership or rights of disposal. It is advisable for the Art
Business to ask the seller to confirm if they are the owner of the artwork and if not, to identify the actual owner of the
artwork. This will help the Art Business identify all its clients in a particular transaction, where, for example, an agent
or broker is consigning a work for sale on behalf of the actual owner (see Guideline 3 “Know Your Clients (KYC) and
establish their risk profiles - Check for client red flags).

= Provenance - The Art Business will want to be reasonably sure that the known history of previous owners of the
artwork has been established as far as it is reasonably possible to do so. For antiquities for example Art Businesses
will want to be sure the objects have not been recently dug out of the ground or looted from their source country.

Documents which can be helpful in establishing ownership and provenance include; invoices, receipts, dated photographs,
insurance records, valuations, official records, exhibition catalogues, invoices for restoration work, diaries, dated newspaper
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articles, original signed and dated letters.

In addition to assisting with AML checks, provenance and ownership information when combined with a physical examination
of the artwork and technical analysis and dating of materials used, plays an important role in helping to establish the
authenticity of artworks.

[1] Typically, such information comprises the name of the artist or maker, the title of the work, known provenance, the
number of parts/pieces, the presence of a signature, date and/or other inscription, the date of creation (if known), the
country of creation/origin (if known), dimensions, materials and technique (e.g. oil on canvas, watercolor on paper, bronze
sculpture, mixed media, video installation, etc.).

Certain types of artworks may require enhanced due diligence. See the Artwork Due Diligence Toolkit
Explanatory Notes for examples. The Artwork Red Flag List which forms part of these Guidelines also
contains examples of such Artwork “red flags” and suggestions of enhanced due diligence which could
be carried out if any artwork “red flags” are identified.

Guideline 5 - Know the background and purpose of transaction - Check
for transaction red flags

Understanding the background and purpose of the transaction can be helpful when combined with the client due diligence
and client’s risk profile to inform the applicability and level of ongoing monitoring of the transaction which the Art Business
should carry out.

Art Businesses should examine in particular:

= The purpose of the transaction;
= The form and structure of the transaction; and
= The source of funds.

The Art Business should examine the client’s background and purpose behind the contemplated
transaction. For example, are the artworks being sold by the client consistent with what is known about
the client’s collection? Is the level at which the client is selling or buying consistent with their past
transactions and what is known about their professional activities and personal wealth? If not, the Art
Business may want to ask the client for further information.

Art Businesses should also consider the form of the transaction, such as whether the transaction is
taking place through intermediaries, face to face, entirely via the Internet, over the phone, or by any
other similar non face to face means.

In some circumstances, depending on the nature, value and/or geographic location of the transaction,
enhanced due diligence may be appropriate.

Art Businesses should pay particular attention to the source of funds used in a transaction.

Cash payments

Art Businesses should generally discourage cash payments wherever possible. The source of cash
cannot be traced in the way that payments made through established banking systems can.
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Accordingly, there can be no guarantee that the cash source is legitimate and clean.

Where Art Businesses accept cash they should keep the amounts small. The European Union has
imposed a cash limit of EUR 10,000 per transaction or series of related transactions. Art Businesses
should check the limits (if any) applying in the jurisdictions where they operate. See the Country Guides
appended to these Guidelines for further details.

Art Businesses should not accept single or multiple cash payments for an artwork in excess of the legally
imposed threshold. If there is no legal threshold, Art Businesses are advised to conduct enhanced due
diligence on the buyer and the source of funds so that they are satisfied that no money laundering risk
exists.

Third party payments

Art Businesses are encouraged to decline payments from a third party who is not their client and buyer
of record. If there are legitimate reasons why it is justified for the Art Business to accept payment from a
third party, before doing so the Art Business should conduct enhanced due diligence on both their buyer
of record and the third party payer and only proceed with accepting the payment if satisfied that no
Money Laundering or Terrorist Financing risk exists.

Payments from bank accounts located in non AML regulated jurisdictions

The preference for all transactions should be for the Art Business only to accept payments from
reputable banks in jurisdictions subject to AML regulation and supervision. Such reputable banks and
financial institutions are generally subject to a high degree of AML regulation. That said Art Businesses
should remain vigilent and not rely entirely on the fact that banks and financial institutions will have
carried out the necessary checks and verification to be satisfied that the source of funds is clean.

Art Businesses should be wary about accepting payments from bank accounts located in high risk or
non-cooperative AML jurisdictions. To identify such jurisdictions Art Businesses are encouraged to
consult the list of “High Risk and Non-Cooperative Jurisdictions” published by the Financial Action Task
Force’s (FATF).

Digital currencies are currencies with no physical form that are not controlled by a central bank.
Examples of digital currencies include Bitcoins, Litecoins and Namecoins.

At the time of writing the use of digital currencies in art transactions is not common. Art Businesses are
advised to act cautiously before accepting payments in digital currencies which are not controlled or
regulated. It is an area which regulators continue to monitor.

Any activity relating to a contemplated transaction that is not consistent with what is known about the
client, and the client’s risk profile or which otherwise raises “red flags” should be the subject of
enhanced due diligence by the Art Business.

See the Transaction Red Flag List for examples of transaction red flags and the enhanced due diligence
which could be carried out in response. See also the Art Transaction Due Diligence Toolkit for example
due diligence checklists for art transactions.

Guideline 6 - Keep records

It is important that Art Businesses maintain records of the due diligence checks they carry out and have systems in place for
recording and storing the documentation and information they gather in the course of their due diligence and other
enquiries.

Having a full record of the information and documentation available to the Art Business on a given date in relation to its
clients, the artworks and transactions carried out, enables Art Businesses to:

= make informed and appropriate risk assessments of particular clients and transactions and determine if enhanced
due diligence and enquiries are required;
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= comply with any legal obligations to which they may be subject;
= identify “red flags” related to their clients, artworks and transactions and take appropriate action;

= determine if sufficient suspicions exist to justify declining the transaction and where appropriate report the situation
to relevant law enforcement bodies;

= review their AML measures and controls and improve them where appropriate;

= comply with legal obligations to respond to requests for information and assistance from relevant law enforcement
bodies.

Documenting “red flag” situations and the outcome of enhanced due diligence enquiries conducted as a result, assists Art
Businesses in making important judgment calls about whether to proceed with a proposed transaction and /or file an AML
report.

All documents issued by an Art Business in connection with a transaction (e.g. valuations, sale and purchase agreements,
invoices, shipping documents, import / export declarations etc.) should be true, accurate and contemporaneous and
represent the honestly held professional opinions of the Art Business. Art Businesses should refuse all requests from clients
to alter, back date, falsify or otherwise provide incomplete or misleading documentation or information relating to a
transaction. If there are legitimate reasons for altering a document (e.g. invoicing error etc.) the circumstances and
justification should be fully documented and retained on file for future reference and audit.

Art Businesses should keep their records for the legally required period or where no legal requirement exists, in accordance
with standard practice in the jurisdictions where they are operating. Depending on the jurisdiction, the period is typically
anything between 5 to 10 years from completion of the transaction or the end of the business relationship. See the Country
Guides appended to these Guidelines for further details.

Guideline 7 - Train staff and monitor processes and procedures

Staff should be trained on Money Laundering and Terrorist Financing risks regularly so they are clear about their roles and
responsibilities to prevent, detect and report suspicions. They should know to whom they should report internally. The
person(s) designated to receive such reports should know how to handle them and when to report them to the appropriate
authorities.

Training of new staff members should take place as soon as reasonably practical after they join and refresher training should
be conducted as appropriate to ensure staff remain aware of new risks or changes to the risk profile of the Art Business.

It is recommended that Art Businesses nominate someone within their organization to be responsible for managing and
implementing the AML controls and measures which they put in place and to be the person to whom suspicions are reported.
Art Businesses may set up an “AML reporting hotline” or encourage staff to use “whistleblowing hotlines” for AML reporting if
they exist within the organisation.

Guideline 8 - If grounded suspicions exist, know how to act

Where the circumstances of a transaction give rise to grounded suspicions of Money Laundering or Terrorist Financing and in
the absence of a plausible explanation or further documentation allaying those suspicions, Art Businesses should consider:
= refraining from entering into or completing the transaction; and/or

= reporting the suspicions to the appropriate authorities in the relevant jurisdiction, where an obligation to report
exists.

See the Country Guides section of these Guidelines for basic information on the reporting requirements which certain
countries have adopted to combat Money Laundering, incuding whether such reporting is mandatory.

= Country Guide Switzerland

= Country Guide Luxembourg
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Glossary of terms / definitions and acronyms

Anti-Money Laundering
(AML)

In these Guidelines, unless indicated otherwise, we use the term “Anti-Money Laundering”
to refer to measures designed to combat both money laundering and terrorist financing.

Art Business

As defined in the Introduction, Section 4 of these Guidelines.

Beneficial Owner

As defined in Guideline 3 - Know Your Clients (KYC) and establish their risk profiles - Check
for client red flags.

Client Due Diligence

See Know Your Client (KYC).

Financial Action Task
Force (FATF)

An intergovernmental body tasked with examining money laundering techniques and
trends, reviewing legislative and law enforcement actions relating to money laundering at
the national and international levels, and issuing recommendations to combat money
laundering and stem terrorist financing.

Know Your Client (KYC)

As explained in Guideline 3 - Know Your Clients (KYC) and establish their risk profiles -
Check for client red flags.

Money laundering

As defined in the Introduction to these Guidelines.

Politically Exposed
Persons (PEPs)

Foreign PEPs are individuals who are or have been entrusted with prominent public
functions by a foreign country, for example Heads of State or of government, senior
politicians, senior government, judicial or military officials, senior executives of state owned
corporations, important political party officials.

Domestic PEPs are individuals who are or have been entrusted domestically with
prominent public functions, for example Heads of State or of government, senior politicians,
senior government, judicial or military officials, senior executives of state owned
corporations, important political party officials.

International Organisation PEPs: Persons who are or have been entrusted with a
prominent function by an international organisation i.e. members of senior management,
including directors, deputy directors and members of the board or equivalent functions.
The definition of PEPs is not intended to cover middle ranking or more junior individuals in
the foregoing categories.

Persons closely connected with such individuals are also considered PEPs

Terrorist Financing

As defined in in the Introduction to these Guidelines.

Red flag

An indicator of suspicious activity.

Responsible Art Market
Group (“RAM”)

As explained in the “About Us” page of this website

Downloads
Guidelines

= Red Flag List
= Quick Reference Guide

= Full Guidelines (original English version)

= Full Guidelines (Portuguese translation)

Country Guides

= Argentina

= France

= Germany

= India

= Luxembourg

= Netherlands

= Russian Federation
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= Switzerland
= United Kingdom
= USA
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TRANSACTION RED FLAGS

Clients who knowingly wish to sell at
an artificially low or inflated price

Clients who ask detailed questions
about the Art Business’ procedures
for reporting suspicious activity and/
or financial matters to tax authorities

Seller / Consignor is unable or
unwilling to provide adequate proof
of ownership for items that they are
wishing to consign

Clients who suggest unusually
complicated structures for achieving
a purchase or sale

Buyers wishing to pay by a cheque drawn
on a bank located outside the FATF
jurisdictions http://www.fatf-gafi.org/

Buyers who arrange payments
from a third party

Sellers who request sale proceeds to
be paid to a third party

© Copyright 2017 Responsible Art Market. All right reserved

+ Exercise enhanced due diligence
over the transaction

+ Exercise enhanced due diligence
over the transaction; or

+ If insufficient information is
provided on the transaction,
consider declining the transaction

+ Ifthere is a legitimate reason to
consider accepting payment from
a third party, request sufficient
information and verified documentation
to establish a legitimate link between
the third party and the buyer. If not
satisfied with the information and
documentation provided, decline
payment from the third party

+ If there is a legitimate reason to
consider paying a third party, request
sufficient information and verified
documentation to establish a
legitimate link between the third party
and the seller. If not satisfied with
the information and documentation
provided, decline to pay the third party

The Responsible Art Market Initiative (RAM)

RAM's mission is: “To raise awareness amongst Art
Businesses of risks faced by the art industry and provide
practical guidance on establishing and implementing
responsible practices to address those risks”

www.responsibleartmarket.org

Responsible Art Market

Red Flags
Money laundering and
terrorist financing risks

This document highlights some red flag situations which may indicate increased money
laundering and terrorist financing risks and provides recommendations for dealing with them.
If suspicions of money laundering or terrorist financing are not alleviated through enhanced
due diligence, and in the absence of a plausible explanation or further documentation allaying
those suspicions, Art Businesses should consider declining the transaction and reporting

the suspicions to the appropriate authorities in the relevant jurisdiction where an obligation

to report exists. Please refer to the full guidelines published on the RAM website
www.respoonsibleartmarket.org for further details and practical guidance.



CLIENT RED FLAGS

Politically Exposed Persons (PEPSs)
including persons closely associated
with PEPs

Clients known to be (or associated
with) persons subject to criminal or
regulatory investigation, prosecution
or conviction

New clients who live, operate or
bank in higher risk jurisdictions e.g.:

where drug trafficking, terrorism
and/or corruption are prevalent
where money laundering
regulations are less stringent
with lower standards of financial
regulation (e.g. non FATF
jurisdictions)

Offshore companies, trusts,
foundations, institutions,
associations

Agents for undisclosed
buyers or sellers

© Copyright 2017 Responsible Art Market. All right reserved

Exercise enhanced due diligence
Obtain and record all Know Your
Client (KYC) information

Obtain additional assurances

if necessary before proceeding
with the transaction

Request additional paperwork to
identify the ultimate beneficial
owner of:

- the company

- the property being sold (if offshore
company selling); this may be
mandatory in certain jurisdictions.

Exercise enhanced due diligence
for complex structures (i.e. multiple
layers of offshore entities)

Obtain and record KYC information
for both the agent and the ultimate
buyer / seller they are acting for
Obtain additional assurances if
necessary before proceeding with
the transaction

Exercise enhanced due diligence

ARTWORK RED FLAGS

An artwork is presented with very

limited or no documentation /
provenance

The seller is reluctant to provide
written evidence of the provenance

The artwork is an antiquity or its
source country (i.e. the country
where it was created) is or has been
in recent conflict

+ Conduct independent research
including technical analyses if
appropriate

+ Inform potential buyers of the extent
of information available about the
artwork

+ Check databases of lost and stolen
art. Examples include: Interpol’s
“Works of Art” database, The Art
Loss Register, The International
Council of Museums “Red Lists”
database

+ Conduct enhanced due diligence

+ Check databases of lost and stolen
art. Examples include: Interpol’s
"Works of Art" database; The Art
Loss Register and The International
Council of Museums "Red Lists"
database

+ Conduct enhanced due diligence
including obtaining independent
verifiable third party documents
and evidence that the artwork has
been out of its country of origin for
a considerable time and has not
been recently looted or dug out of
the ground

- If insufficient information or
evidence is available to confirm
the artwork has not been recently
looted or dug out of the ground,
consider declining the transaction

TRANSACTION RED FLAGS

Client is evasive or reluctant to
provide adequate information
relating to their identity or property

Client provides information which

appears to be false

Buyers who insist on paying with an
anonymous credit card (e.g. China
Union Pay Card which does not include
the holder's name) or cash cards

Clients who without plausible reason,
operate through multiple private
investment companies or offshore
structures whose ownership, control
and/or beneficiary structure is opaque

Buyers who insist on paying large
amounts in cash

Buyers who insist on making multiple
low value cash payments for a single

or connected transactions

Request additional information /
verification documentation and
record client’s response

If not satisfied with the client’s
response, consider:

- not proceeding with the
transaction
- reporting obligations

Request additional information

/ verification documentation to
identify the “ultimate beneficial
owner(s)” (i.e. physical person(s))
behind these structures

Record the client’s response

Do not accept cash payments above

a certain limit

Check the “Country Guides” for the
legally imposed cash payment limits in
the jurisdictions where you are operating

Do not accept multiple cash
payments for the same or connected
transactions

Consider the aggregate amount of
cash payments made by the client
to determine if the relevant cash
payment limit is reached
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THE ART INDUSTRY AND
U.S. POLICIES THAT UNDERMINE SANCTIONS

EXECUTIVE SUMMARY

The United States government imposes economic sanctions on foreign
adversaries in attempt to change their behavior. In theory, sanctions are simple.
U.S. persons and companies are prohibited from doing business with sanctioned
persons and entities. This prohibition should bar access to the world’s largest
economy. The United States imposes sanctions for a wide range of reasons. For
example, the United States has imposed sanctions on Russia for election
interference, human rights abuses, providing support to Venezuela and Syria, but
mainly in response to Russia’s invasion of Ukraine.

This report focuses, in particular, on a case study documenting how certain
Russian oligarchs appear to have used transactions involving high-value art to
evade sanctions imposed on them by the United States on March 20, 2014 in
response to Russia’s invasion of Ukraine and annexation of Crimea.

Specifically, the Subcommittee traced
purchases of high-value art back to anonymous
shell companies linked to sanctioned individuals
Arkady and Boris Rotenberg, two Russian
oligarchs, and Arkady’s son, Igor. It appears the
Rotenbergs continued actively participating in
the U.S. art market by purchasing over $18
million in art in the months following the
1mposition of sanctions on March 20, 2014. Shell
companies linked to the Rotenbergs also
transferred over $120 million to Russia during a
four-day window between President Obama’s
March 16, 2014 executive order stating that the
U.S. would be sanctioning certain Russian Arkady Rotenberg and Viadimir Putin
individuals and the Treasury Department (Photo Credit: The New Yorker)
specifically naming the Rotenbergs as
sanctioned on March 20, 2014. In addition, certain Rotenberg-linked shell
companies continued transacting in the U.S. financial system long after Arkady and
Boris Rotenberg were sanctioned. The Subcommittee determined these Rotenberg-
linked shell companies engaged in over $91 million in transactions post-sanctions.

While Russia-related sanctions, including those against the Rotenbergs, were
set to expire in March 2020, President Trump extended them for another year. The
effectiveness of these sanctions, however, is in question. To date, Russia has not
withdrawn from Crimea and has even expanded its military operations in
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surrounding waters. The Subcommittee sought to understand why the sanctions
have not been more effective and, after reviewing a number of suspect transactions,
launched a narrow investigation into high-value art. If wealthy Russian oligarchs
can purchase millions in art for personal investment or enjoyment while under
sanction, 1t follows that their businesses or hidden resources could also continue
accessing the U.S. financial system.

* * * * * * * * * * *

The Subcommittee’s investigation uncovered a complex set of facts involving
shell companies with hidden owners, intermediaries who mask purchasers and
sellers, and lax money laundering safeguards in the U.S. art industry.

The art industry is largely unregulated. The art industry is considered the
largest, legal unregulated industry in the United States. Unlike financial
institutions, the art industry is not subject to Bank Secrecy Act’s (“‘BSA”)
requirements, which mandate detailed procedures to prevent money laundering and
to verify a customer’s identity. While the BSA does not apply to art transactions by
art dealers and auction houses, sanctions do. No U.S. person or entity is allowed to
do business with a sanctioned individual or entity.

The art industry has been enjoying a boom. According to the 2019 Art Basel
and UBS Global Art Market Report, world-wide art sales hit $64.1 billion in 2019.
That report found the United States was the world’s largest art market comprising
44 percent of global sales, or around $28.3 billion. The art industry is generally
divided into sales at public auctions and by private dealers. In 2019, sales at
auction houses made up 42 percent of total art sales, while the remaining 58
percent of sales were through private dealers. The four biggest auction houses by
sales—Sotheby’s, Christie’s, Phillips, and Bonhams—are selling art for sizeable
amounts. In November 2017, Leonardo da Vinci’s Salvator Mundi sold at auction at
Christie’s in New York for over $450 million. In May 2019, Christie’s New York
sold Jeff Koon’s Rabbit for over $91 million, the highest price ever paid for a piece
by a living artist. Even during the COVID-19 pandemic, an online auction at
Sotheby’s brought in $234.9 million in total sales, including $84.55 million for
Triptych Inspired by the Oresteia of Aeschylus by Francis Bacon. In turn, the
auction houses report large annual sale numbers. Sotheby’s reported $4.8 billion in
sales for 2019, while Christie’s reported $2.8 billion in sales for just the first six
months of 2019.

Investors have taken notice. Deloitte’s 2019 Art and Finance Report noted
that “artnet’s Index for Top 100 Artists produced an 8 percent Compound Annual
Growth Rate between 2000 and 2018, compared with 3 percent for the S&P 500.”
For example, Banksy’s Devolved Parliament sold at Sotheby’s in London on October
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3, 2019 for around $12.2 million; the artist’s previous record for a painting sold at
auction was $1.87 million for Keep It Spotless in 2008.

Secrecy is pervasive in the art industry. While the art market is not regulated
by the BSA, it is governed by unwritten rules. A large number of art sales happen
through intermediaries referred to as “art advisors” who can represent both
purchasers and sellers. In a typical transaction, a purchaser may not ask who owns
the piece of art they are purchasing; the seller may not ask for whom it is being
purchased or the origin of the money. And in general an art advisor would be
reluctant to reveal the identity of their client for fear of being cut out of the deal and
losing the business.

Auction houses have voluntary AML polices. Because the art industry is not
subject to BSA requirements, when a piece of art is sold, there is no legal
requirement for the selling party to confirm the identity of the buyer or that the
buyer is not laundering money through the purchase. While the four biggest
auction houses have voluntary anti-money laundering (“AML”) programs, the
employees who facilitated art purchases in the Subcommittee’s case study said they
never asked the art advisor the identity of his client. Instead, the auction houses
considered the art advisor the principal purchaser and performed any due diligence
on the art advisor, even when it was well-known that the ultimate owner was
someone else. With regard to the funds used to purchase art, the auction houses
told the Subcommittee they rely on financial institutions to ensure the integrity of
the funds, even though the auction houses interact directly with the buyer. But
these voluntary AML policies are just for sales through the auction houses. As
stated above, the majority of art sales are private transactions. A private dealer
interviewed by the Subcommittee stated she had no written AML policies, tries to
work with people she knows and trusts, looks for red flags, and relies on her gut.
She also explained that her practices have significantly changed over the years and
that she also relies on advice from AML lawyers.

Secrecy, anonymity, and a lack of regulation create an environment ripe for
laundering money and evading sanctions.

Tracing the ownership of anonymous shell companies, including those
involved in high-value art transactions, is difficult. That difficulty continues even
though corporate secrecy suffered a blow in the spring of 2016 when the
International Consortium of Investigative Journalists (“ICIJ”) shocked the world by
releasing information on 214,488 offshore entities from the Panamanian law firm
Mossack Fonseca (the “Panama Papers”). One email chain included among the
Panama Papers and made public described links between nine offshore companies
to the Rotenbergs. The email chain listed Boris Rotenberg as the ultimate
beneficial owner (“UBO”) of Highland Ventures Group Limited (“Highland
Ventures”) and Arkady Rotenberg’s son Igor as the UBO of Highland Business

Appendix F



Group Limited (“Highland Business”). The email copied London-based attorney
Mark Omelnitski, who used his firm the Markom Group to establish and maintain
shell companies for the Rotenberg family.

The true ownership of the listed shell companies was not, however, as
straightforward as the Panama Papers email chain suggested. For example, based
on financial information reviewed by the Subcommittee during its investigation,
Arkady Rotenberg appeared to be the UBO of Highland Ventures, not his brother
Boris. That information included non-public wire transfers showing multi-million
dollar transfers from a company owned by Arkady Rotenberg to Highland Ventures.
In 2012 and 2013, that company—Milasi Engineering—transferred over $124
million marked as annual dividends to Highland Ventures. The December 31, 2014
Financial Report for Milasi Engineering listed Arkady Rotenberg as its UBO,
making it clear that Highland Ventures received its funding from a company owned
by an individual the U.S. would later sanction. Milasi Engineering also held shares
in Stroygazmontazh, a gas pipeline company sanctioned in April 2014 by the United
States due to its ownership by Arkady Rotenberg.

Arkady Rotenberg transferred his business interests to his son, Igor. In July
2014, four months after the United States sanctioned Arkady, Mr. Omelnitski’s
firm, the Markom Group, executed paperwork that appeared to transfer Arkady’s
interest in Milasi Engineering to his son, Igor, who was not sanctioned at the time.
Milasi Engineering was owned by two other holding companies. The Markom
Group transferred the ownership of those two companies to Highland Ventures,
which it asserted had always been owned by Igor. Therefore, from July 2014 to
April 2018, when Igor was finally sanctioned by the United States, Milasi
Engineering was owned on paper by an unsanctioned individual. A report by a
bank investigator produced to the Subcommittee determined the transfer of Milasi
Engineering from Arkady to Igor was done solely to evade sanctions, and the
Markom Group “intentionally structured [the ownership of these shell companies]
to be opaque in order to hide the identities of true beneficiaries.” In response, the
bank closed all accounts associated with the Markom Group. This included closing
accounts held by art advisor Gregory Baltser.

Art advisor Gregory Baltser facilitated purchases for the Rotenbergs.
Intermediaries played a central role in the Rotenbergs’ art purchases in the United
States. As previously explained, Mr. Omelnitski and his company, the Markom
Group, established and maintained shell companies for the Rotenbergs to mask
their identities. The Rotenbergs also employed art advisor Gregory Baltser, who
facilitated the purchase and sale of high-value art both before and after sanctions
without disclosing the names of his clients.

Mr. Baltser is a U.S. citizen, who must comply with U.S. sanctions laws, but
his business is based in Moscow. Prior to sanctions, funds Mr. Baltser used to
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purchase art linked to the Rotenbergs followed a unique and recognizable financial
path: Mr. Baltser bid on specific artworks at auction, purchased the art, and then
assigned the title to the art to a Belize company named Steamort Limited
(“Steamort”). Steamort paid for the art using funds the Subcommittee traced back
to Highland Business.

Mr. Baltser, however, was not the owner of Steamort; he had a contract with
Steamort to serve as a consultant to purchase art on behalf of the company. A copy
of that contract was produced to the Subcommittee by Christie’s. Both the contract
and financial records showed that Steamort paid Mr. Baltser $9,500 a month for his
services. In total, between March 2010 and October 2018, financial records show
Mr. Baltser received $1,116,000 in fees for his consulting services under the
Steamort Agreement.

Company documents obtained by the Subcommittee listed Steamort’s only
director and shareholder as Jason Hughes. According to a report by ICIJ, Mr.
Hughes was associated with over 200 other companies as a nominee director—an
individual who masks the true UBO of a shell company.

The owner of Steamort remains unknown. In 2012, Christie’s questioned Mr.
Baltser about who owned Steamort, and asserted that Mr. Baltser could no longer
bid at auctions until he provided Steamort’s UBO. Initially, Mr. Baltser responded
that he did not know who owned Steamort. When pressed and threatened with
missing the opportunity to bid at an upcoming auction, Mr. Baltser verbally told
Christie’s that Steamort was owned by “Luisa Brown.” Christie’s accepted this
verbal assertion, conducted AML checks on Ms. Brown, found no derogatory
information, and cleared Mr. Baltser to continue bidding at auctions. Mr. Baltser
never provided any documentary evidence of Steamort’s ownership by Ms. Brown.
The Subcommittee was unable to confirm if an individual named Luisa Brown was
the UBO for Steamort, or if she even existed at all.

Mr. Baltser opened an
auction agency and club in
Moscow. In late 2012, Mr.
Baltser announced he was
planning to open BALTZER
Auction Agency and Club. The
agency would be located in
Moscow and its members would
be “the leading Moscow and
Russian collectors — the active
participants of auction biddings
at many world marketplaces.” Mr. Baltser proposed to partner with both Christie’s
and Sotheby’s. As part of the proposed agreement, Mr. Baltser stated that he would

BALTZER Auction Agency and Club (Photo Credit: BALTZER)
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bid at auctions on behalf of his clients under an account in the name of BALTZER.
This allowed Mr. Baltser to guarantee on his website that “we can give you
complete anonymity.” Under the proposed agreement, Mr. Baltser pledged to
conduct all AML and sanctions checks on his clients and provide an annual
certification to the auction houses that no member of BALTZER was engaged in
money laundering. Mr. Omelnitski served as BALTZER’s chief AML officer and
represented Mr. Baltser in contract negotiations with the two auction houses. To be
clear, Mr. Baltser put the same attorney who established and maintained shell
companies to mask the Rotenbergs’ ownership in charge of his new venture’s AML
compliance.

Christie’s partnered with BALTZER. Christie’s accepted Mr. Baltser’s
proposal and signed the agreement with BALTZER on February 4, 2014. At the end
of 2014, Mr. Omelnitski certified to Christie’s that “despite BALTZER having a
significant number of Russian clients there were no transactions, which fall under
recent sanctions against Russia.” Mr. Omelnitski failed to provide another such
certification for the next three years, despite repeated requests from Christie’s to
provide the annual certificate promised in the agreement. In 2018, Christie’s
renegotiated its agreement with BALTZER to require client due diligence
documents after each purchase.

A Sotheby’s employee identified Arkady and Boris Rotenberg as Mr. Baltser’s
clients. Sotheby’s also considered Mr. Baltser’s business proposal, but ultimately
declined. During negotiations, a Sotheby’s employee represented to Sotheby’s
management that Mr. Baltser had told her that his clients included Russian
oligarchs. In fact, she told Sotheby’s management that Mr. Baltser had identified
Arkady and Boris Rotenberg as two of his clients (five months prior to U.S.
sanctions). During her Subcommittee interview, however, the same Sotheby’s
employee said Mr. Baltser had never told her that Arkady and Boris Rotenberg
were his clients. Instead, she asserted she fabricated this information in an effort
to convince Sotheby’s to accept BALTZER’s proposal. Despite declining the
proposal, Sotheby’s continued to conduct business as usual with Mr. Baltser and his
new company, BALTZER, and never questioned whether Arkady and Boris
Rotenberg were his clients. The Subcommittee independently traced post-sanction
purchases by BALTZER to shell companies linked to the Rotenbergs, suggesting the
Sotheby’s employee was not truthful in her Subcommittee interview.

Mpr. Baltser continued to purchase art with funds linked to the Rotenbergs
even after March 2014 sanctions. Following the imposition of sanctions by the
United States on Arkady and Boris Rotenberg in March 2014, the funds Mr. Baltser
used to purchase works of art at auction houses continued to follow the same
general financial path as before sanctions. By this time, BALTZER provided
another layer of anonymity for the funds used to purchase art. After Mr. Baltser
successfully bid at auction, funds were wired from Highland Ventures to Steamort,
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just as they had arrived from Highland Business before sanctions. Steamort then
wired funds to BALTZER, which paid the auction house and took title of the
purchase. All four auction houses considered Mr. Baltser the principal purchaser,
rather than an agent for a buyer, and never asked for whom he was purchasing the
art. Any client due diligence was performed only on Mr. Baltser and not his
undisclosed clients, satisfying the voluntary AML policies at the auction houses.

Highland Ventures purchased a painting through a private art dealer. The
funds used to purchase René Magritte’s La Poitrine for $7.5 million in May 2014
through a private art dealer followed a different path. In this transaction, Highland
Ventures took title to the painting and was listed on the invoice as the buyer. Anna
Wilkes, an employee of Mr. Omelnitski’s Markom Group, signed on behalf of
Highland Ventures as its Director. The funds used to pay for the painting were
wired to the private dealer from a company named Advantage Alliance. The
Subcommittee traced those funds to a company called Senton Holdings. An
investigation by a financial institution—produced to the Subcommittee—determined
Senton Holdings was owned by Arkady Rotenberg, linking him through the chain of
wire transfers to the purchase of the painting.

Art was shipped to Germany for storage. La Poitrine, like much of the art
traced to companies linked to the Rotenbergs, was shipped to a storage facility in
Germany called Hasenkamp. The Subcommittee contacted Hasenkamp and was
told the art was originally stored there under the name Highland Business; no
individual was named. Later, a company named Taide Connoisseur Selection took
over the contract to store the art at Hasenkamp. The only individual named on
Taide Connoisseur Selection’s website was Mr. Omelnitski.

In August 2019, during the course of the Subcommittee’s investigation, the
Taide Connoisseur Selection account at Hasenkamp was closed and all art stored
under the account was shipped to Moscow.

Art purchases linked to the Rotenberg shell companies totaled millions of
dollars. In total, the Subcommittee traced funds for over $18 million in art
purchased in the United States from March 2014 to November 2014, both at auction
houses and through private sales back to shell companies that appeared to be
funded or owned by the Rotenbergs.

Sotheby’s agreed to sell Brucke II for Mr. Baltser during the Subcommittee’s
investigation. Mr. Baltser also sold paintings owned by his clients. In late 2018, he
attempted to sell Lyonel Feininger’s Brucke II. Brucke II was originally purchased
through Mr. Baltser on February 4, 2014 at an auction at Christie’s in London. The
painting later appeared on a list of 31 paintings sent to Christie’s by a BALTZER
employee, who stated that the list represented the collection of one of Mr. Baltser’s
clients. The Subcommittee traced 16 paintings on the list purchased in the United
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States back to suspected Rotenberg shell companies. This suggests that all 31
paintings were owned by the Rotenbergs.

When Mr. Baltser
attempted to sell Brucke II in late
2018, both Christie’s and
Sotheby’s expressed interest in
having the painting at their
auctions. Ultimately, Mr.
Baltser’s client chose Sotheby’s to
sell Brucke II at auction in
February 2019. At the time, the
Subcommittee was actively
investigating the auction house
and Mr. Baltser. Sotheby’s
requested Mr. Baltser provide the
name of the UBO of the painting,
induding whether that individual Lyonel Feininger's Brucke II (Photo Credit: Christie's)
was currently sanctioned. Mr.

Baltser said Brucke Il had been resold since it was purchased at Christie’s in
February 2014 and now belonged to a company incorporated in the Marshall
Islands and provided a Russian passport for the company’s UBO. The
Subcommittee asked Sotheby’s to request the name of the February 2014 purchaser
of the painting; Mr. Baltser declined to disclose the name of that purchaser due to a
non-disclosure agreement. Sotheby’s ultimately pulled the painting from the 2019
auction due to a lack of interest.

The Subcommittee asked to interview Mr. Baltser, but through his attorney,
he declined the request and stated he was in Moscow and had no plans to return to
the United States. Through his attorney, Mr. Baltser stated that: he has never
represented or transacted with Arkady or Boris Rotenberg; Highland Business and
Highland Ventures were not listed as sanctioned by the Treasury Department; and
he did not have access to the Panama Papers.

A delay between the 2014 announcement and imposition of sanctions created a
window to send U.S. dollars to Russia. On March 16, 2014, President Obama
signed an executive order authorizing the Treasury Department to impose sanctions
on individuals for Russia’s annexation of Crimea. But the Treasury Department did
not name the specific individuals sanctioned under the executive order until March
20, 2014. During this four-day window, Rotenberg-linked shell companies
transferred over $120 million through the United States to Russia. On March 18,
2014, Highland Ventures transferred over $39.5 million from its account at The
Pictet Group in Switzerland through the U.S. financial system to its account at
Gazprombank in Moscow. That same day, Culloden Properties transferred over $82
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million from its Pictet Group account in Switzerland through the U.S. financial
system to its account in Moscow at the Gazprombank. Both the Panama Papers
and documents produced to a financial institution by the Markom Group—and
subsequently provided to the Subcommittee—identify Boris Rotenberg as the owner
of Culloden Properties.

Rotenberg-linked shell companies transacted in U.S. dollars post-sanctions.
Shell companies linked to the Rotenbergs continued conducting transactions
through the U.S. financial system even after the imposition of sanctions in March
2014. For example, including its art purchases, Highland Ventures was involved in
transactions worth over $16 million. Advantage Alliance was involved in
transactions worth over $29 million. And while the UBO of Steamort remains
hidden, the company served as an intermediary between Rotenberg-linked shell
companies and BALTZER in the purchase of art. Following the imposition of
sanctions in March 2014, Steamort was a part of transactions totaling over $22
million. In total, the Subcommittee identified over $91 million in transactions by
Rotenberg-linked shell companies after sanctions were imposed on the Rotenbergs
in March 2014.

The Subcommittee’s Investigation

The Subcommittee initiated its investigation after reviewing a number of
suspicious transactions that appeared to involve art purchased through auction
houses and private dealers. Funds used in these transactions originated at entities
linked to the Rotenberg family through the Panama Papers and other public
information. As part of its investigation, the Subcommittee reviewed over one
million documents from the four major auction houses, a private art dealer, an
independent public gallery, and seven financial institutions. The Subcommittee
interviewed current and former employees of Sotheby’s, Christie’s, Phillips, and
Bonhams. The Subcommittee also interviewed a private dealer based in New York
and two art advisors located overseas who were all involved in the same multi-
million dollar transaction. All entities cooperated with the Subcommittee’s
requests, except for Mr. Baltser. Through his attorney, Mr. Baltser declined to be
interviewed by the Subcommittee and stated he was in Moscow with no plans to
return to the United States.
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FINDINGS OF FACT AND RECOMMENDATIONS

Findings of Fact

(1)

(2)

(3)

(4)

(5)

The art market is the largest legal, unregulated market in the United
States. The art industry is not subject to the BSA and is not required under
U.S. law to maintain AML and anti-terrorism financing controls for
transactions. However, all U.S. persons and entities are prohibited from
transacting with sanctioned individuals or entities as determined by the U.S.
Treasury Department Office of Foreign Asset Control (“OFAC”).

Sotheby’s, Christie’s, Phillips, and Bonhams all have voluntary AML
controls in place. Despite no legal requirement to do so, the four auction
houses reviewed by the Subcommittee had established voluntary AML policies.

Private art dealers are not subject to AML requirements. One private
dealer told the Subcommittee she had no written AML or sanctions policies and
instead relied on her gut and worked with people she knew. She also explained
that questioning the identity of the buyer and the source of funds in an art
transaction was not done in the art industry, nor would the dealer for the
purchaser want to provide that information. During an interview with the
Subcommittee, she explained that her practices have changed over the years and
that she relies on the advice of lawyers with expertise in AML and related areas
and looks for potential red flags in transactions.

The auction houses treated an art agent or dealer as the principal
purchaser of art, even if they had reason to believe they were working
with an undisclosed client. This practice enables the auction house to
perform due diligence on the art agent or dealer instead of identifying and
evaluating the undisclosed client, creating a significant AML vulnerability.

The United States sanctioned members of the Rotenberg family in
March 2014. On March 16, 2014, President Obama signed Executive Order
13661 imposing sanctions on Russia due to its annexation of Crimea. Arkady
and Boris Rotenberg were among the Russian citizens specifically sanctioned on
March 20, 2014 due to their close ties to Russian President Vladimir Putin,
which included awards of large government contracts to companies they owned.
The U.S. Treasury Department later sanctioned specific Rotenberg-owned
companies (on April 28, 2014), Boris Rotenberg’s son Roman (on June 30, 2016),
and Arkady Rotenberg’s son Igor (on April 6, 2018). Both Roman and Igor
Rotenberg were sanctioned due to their financial ties to their sanctioned fathers.

10

Appendix F



(6)

(7)

(8)

9)

Information released in 2016 from the law firm of Mossack Fonseca—
known as the “Panama Papers”—linked the Rotenbergs to certain shell
companies involved in high-value art purchases reviewed by the
Subcommittee. The Panama Papers included an email chain made public that
listed nine shell companies in the British Virgin Islands (“BVI”) linked to
Arkady, Boris, and Igor Rotenberg. That email copied attorney Mark Omelnitski
and identified Igor Rotenberg as the UBO for Highland Business Group Limited
(“Highland Business”) and Boris Rotenberg as the UBO for Highland Ventures
Group Limited (“Highland Ventures”).

Mark Omelnitski is a London-based attorney linked to the Rotenbergs
and art advisor Gregory Baltser. Mr. Omelnitski—through his company the
Markom Group—assisted the Rotenbergs in establishing and maintaining shell
companies. He also assisted art advisor Gregory Baltser in establishing his art
agency BALTZER in Moscow. In discussions Mr. Baltser had with Sotheby’s and
Christie’s about partnering with BALTZER, Mr. Omelnitski served as Mr.
Baltser’s attorney and also represented that he administered Mr. Baltser’s AML
and sanctions policies as his Money Laundering Reporting Officer.

Both Highland Business and Highland Ventures received funding from
companies linked to Arkady Rotenberg. Highland Business received
funding from Advantage Alliance Ltd (“Advantage Alliance”), which an internal
bank investigation linked to Arkady Rotenberg. Highland Ventures received
over $124 million in funding from Milasi Engineering Limited. The 2014 Milasi
Engineering Financial Statement listed Arkady Rotenberg as the ultimate
beneficial owner of the company.

Gregory Baltser is a Moscow-based art advisor who facilitated art
purchases linked to the Rotenbergs. Mr. Baltser purchased art in the
United States with funds that the Subcommittee traced back to Highland
Business and Highland Ventures. Prior to the implementation of sanctions on
Arkady and Boris Rotenberg in March 2014, the funds Mr. Baltser used to
purchase certain art followed a pattern: Highland Business wired the funds to
purchase the art to Steamort Ltd (“Steamort”). Steamort then wired the funds
from its bank account in Estonia to the auction house and took title to the art.

(10) Steamort’s UBO remains unknown. In 2012, Christie’s questioned Mr.

Baltser about the ownership of Steamort, a company formed in Belize. Mr.
Baltser told Christie’s that he did not know and could not provide the name of
the owner. After Christie’s threatened Mr. Baltser would be unable to bid at an
auction unless he identified the owner of Steamort, Mr. Baltser told Christie’s
the UBO for Steamort was “Luisa Brown.” Christie’s accepted this verbal
assertion and cleared Mr. Baltser to bid in the auction. Mr. Baltser never
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provided any documentation that Luisa Brown was the owner of Steamort. The
Subcommittee was unable to determine Steamort’s UBO or if Ms. Brown existed.

(11) Mr. Baltser established a private art agency and club called BALTZER
in Moscow in 2013. Mr. Baltser used BALTZER to take title and purchase art
for his clients. This change altered the payment pattern outlined above to
include BALTZER as the entity paying the auction houses for art Mr. Baltser
purchased. In addition, following the imposition of sanctions on the Rotenbergs
by the United States in March 2014, the Subcommittee traced funds to purchase
art to Highland Ventures. Highland Ventures would wire the funds to Steamort;
Steamort would wire the funds to BALTZER; and BALTZER would wire funds to
the auction house and take title for the art.

(12) Christie’s partnered with BALTZER, including allowing Mr. Omelnitski
to conduct AML and sanctions checks on BALTZER clients. In the
February 2014 agreement, Christie’s agreed to rely on BALTZER to conduct due
diligence on clients and provide an annual AML compliance certification. Mr.
Omelnitski provided the first AML compliance report in December 2014 and
confirmed that no BALTZER clients were sanctioned. Mr. Omelnitski did not
provide another report until October 2017 when he emailed the amounts
associated with BALTZER art purchases; he provided no certification regarding
AML or sanctions compliance. Christie’s renegotiated the agreement in March
2018 and required BALTZER to produce customer due diligence to the auction
house within 10 days of every purchase.

(13) Sotheby’s declined the BALTZER proposal, but continued business as
usual. While considering Mr. Baltser’s proposal, the Sotheby’s Baltser Account
Representative told Sotheby’s management that Mr. Baltser’s clients included
Russian oligarchs, specifically Arkady and Boris Rotenberg before they were
sanctioned by the United States. During her Subcommittee interview, the
Baltser Account Representative stated that Mr. Baltser never told her that
Arkady and Boris Rotenberg were his clients. Instead, she fabricated this
information to convince Sotheby’s to agree to the proposal with BALTZER.

(14) Despite having voluntary AML and sanctions policies, auction houses
failed to ask basic questions of Mr. Baltser, including for whom he
purchased art. This allowed Mr. Baltser to continue to purchase art despite
the imposition of sanctions by the United States on the Rotenbergs, completely
undermining any action taken by the auction houses to block transactions by
sanctioned individuals.
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(15) Mr. Baltser purchased over $18 million in art from May to November
2014 using funds traced to Rotenberg-linked shell companies. These
transactions included a $7.5 million private sale of René Magritte’s La Poitrine
in which Highland Ventures took title to the painting, and Advantage Alliance
wired the purchasing funds. The Subcommittee traced those funds from
Advantage Alliance to Senton Holdings Ltd, which one financial institution
determined was owned by Arkady Rotenberg. An employee of Mr. Omelnitski’s
signed the contract for sale on behalf of Highland Ventures.

(16) Mr. Baltser sought to sell art linked to the Rotenbergs. In August 2015,
an employee of BALTZER sent Christie’s a list of 31 artworks, including 16
works the Subcommittee linked to Rotenberg-related shell companies. The
BALTZER employee indicated the 31 pieces belonged to the same collection and
sought “any opportunities to promote these works or to make this collection more
valuable.” That list included René Magritte’s La Poitrine and Lyonel Feininger’s
Brucke I1.

(17) In February 2019, Sotheby’s and Christie’s competed to sell Lyonel
Feininger’s Brucke II; Sotheby’s was selected to sell the painting. Both
Sotheby’s and Christie’s provided enhanced deal terms to sell the painting at
auction. Sotheby’s planned to auction the painting at its February 26, 2019
Modern Art Evening Sale in London. The painting was estimated to sell for
between £4 million and £6 million. Prior to the auction, however, Sotheby’s
stated it pulled the painting due to a lack of interest.

(18) When questioned by Sotheby’s, Mr. Baltser declined to provide the
February 2014 purchaser of Brucke II. Brucke Il was purchased by Mr.
Baltser on behalf of an undisclosed client at a Christie’s auction in February
2014. In April 2019, Sotheby’s asked Mr. Baltser to reveal the name of the
February 2014 buyer. Mr. Baltser did not reveal the name, but asserted the
February 2014 buyer no longer owned Brucke II. Instead, he stated the painting
now belonged to a Marshall Islands company and provided a Russian passport
for the UBO of the company.

(19) During the course of the Subcommittee’s investigation, Sotheby’s,
Christie’s, and Phillips stopped transacting with Mr. Baltser and
BALTZER.

(20) Rotenberg-linked companies continued to move at least $91 million
through the U.S. financial system following the imposition of U.S.
sanctions in March 2014. The Subcommittee determined that companies
linked to the Rotenbergs continued to have access to the U.S. dollar and the U.S.
financial system despite the imposition of sanctions against Arkady and Boris
Rotenberg.
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RECOMMENDATIONS

(1)

(2)

(3)

(4)

(5)

Congress should amend the Bank Secrecy Act to add businesses
handling transactions involving high-value art. The art industry is
currently not subject to AML requirements under the BSA. The European
Union recently required businesses handling art transactions valued at €10,000
or more to comply with AML laws, including verification of the identity of the
seller, buyer, and UBO of the art.

Congress should require the Treasury Department to collect beneficial
ownership information for companies formed or registered to do
business in the United States. This information should be available to law
enforcement for investigatory purposes. Beneficial owner information
maintained by the Treasury Department should include appropriate privacy and
security protections.

When imposing sanctions on an individual, the Treasury Department
should consider routinely imposing sanctions on the individual’s
immediate family members. While the U.S. sanctioned Arkady and Boris
Rotenberg in March 2014, for example, it did not sanction the brothers’ children
until later dates. The Treasury Department stated it imposed sanctions on Igor
Rotenberg in 2018 because he “acquired significant assets from his father,
Arkady Rotenberg, after OFAC designated [Arkady] in March 2014.” This
allowed Arkady and Boris Rotenberg to evade U.S. sanctions by transferring
their interests in companies to their children while maintaining operational
control.

The Treasury Department should implement and announce sanctions
concurrently. While President Obama announced sanctions for Russia’s
annexation of Crimea on March 16, 2014, the Treasury Department did not
officially impose sanctions on specific individuals and entities until March 20,
2014. During this four-day window, millions of dollars were transferred through
the United States and back to Russia. The Treasury Department should take
necessary actions to both announce and implement sanctions to avoid creating a
window of opportunity for individuals to evade sanctions.

The Treasury Department should lower or remove the ownership
threshold for blocking companies owned by sanctioned individuals.
According to guidance by the Treasury Department, a company is blocked if it is
majority owned by a sanctioned individual. If the sanctioned individual has a
minority ownership in a company, that company is not blocked, even if the
sanctioned individual owns 49 percent of the company.
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(6)

(7)

(8)

The Treasury Department should maximize its use of suspicious
activity reports (“SARs”) filed by financial institutions. Under the BSA,
financial institutions are required to file SARs with the Treasury Department’s
Financial Crimes Enforcement Network. These reports document financial
transactions that appear to involve money laundering or terrorist financing,
among other illicit activities. The Treasury Department should more effectively
mine SARs for information related to Specially Designated Nationals and add
these entities to the Specially Designated Nationals and Blocked Persons List or
alert other financial institutions of the risks of transacting with the entities.
This would increase the effectiveness of imposing sanctions.

OFAC should issue comprehensive guidance on the steps auction
houses and art dealers should take to ensure they are not doing
business with sanctioned individuals or entities. That guidance should
clarify what steps auction houses and art dealers should take to determine
whether a person is the principal seller or purchaser of art or is acting on behalf
of an undisclosed client, and which person should be subject to a due diligence
review.

OFAC should issue guidance interpreting the informational exception
to the International Emergency Economic Powers Act related to
“artworks.” That guidance should interpret the artworks exception narrowly to
encompass matters with informational content, while excluding typical works of
art such as paintings, etchings, and sculpture.
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II1. BACKGROUND
A. U.S. Sanctions Enforcement

Sanctions are a critical tool for combatting national security threats and
advancing foreign policy objectives.! Sanctions as a U.S. foreign policy tool have
grown in recent years, with presidents using sanctions to target terrorist
organizations, punish foreign governments, and encourage adversaries to enter
negotiations with the United States without resorting to military action.? In fact,
during his first year in office, President Trump designated approximately 1,000
individuals and entities.3 This is triple the number listed by President Obama
during his first year, and 30 percent more than his last year in office.4

1. The U.S. Treasury Department

In 1789, Congress established the Treasury Department (“Treasury” or the
“Department”) to promote economic prosperity and ensure financial security.5
Treasury’s mission is to “maintain a strong economy and create economic and job
opportunities by promoting the conditions that enable economic growth and
stability at home and abroad, strengthen national security by combatting threats
and protecting the integrity of the financial system, and manage the U.S.
Government’s finances and resources effectively.”® This multi-faceted mandate
reflects its central role in the U.S. economic and financial system.”

A key part of the Department’s mission involves the implementation of
economic sanctions against foreign actors and entities.8 Established in 2004, the
Department’s Office of Terrorism and Financial Intelligence (“TFI”) is responsible

1 Jack Lew, Secretary, U.S. Dep’t of Treasury, Remarks on the Evolution of Sanctions and Lessons
for the Future at the Carnegie Endowment for International Peace (Mar. 30, 2016),
https://www.treasury.gov/press-center/press-releases/pages/jl0398.aspx.

2 Kathy Gilsinan, A Boom Time for U.S. Sanctions, ATLANTIC (May 3, 2019),
https://www.theatlantic.com/politics/archive/2019/05/why-united-states-uses-sanctions-so-
much/588625/.

3 Carol Morello, Trump administration’s use of sanctions draws concern, WASH. POST (Aug. 5, 2018),
https://[www.washingtonpost.com/world/national-security/trump-administrations-use-of-sanctions-
draws-concern/2018/08/05/36ec7dde-9402-11e8-a679-b09212fb69c2_story.html.

4 1d.

5 U.S. DEP'T OF TREASURY, Act of Congress Establishing the Treasury Department,
https://www.treasury.gov/about/history/Pages/act-congress.aspx; U.S. DEP'T OF TREASURY, Role of the
Treasury, https://home.treasury.gov/about/general-information/role-of-the-treasury.

6 U.S. DEP'T OF TREASURY, Role of the Treasury, https://home.treasury.gov/about/general-
information/role-of-the-treasury.

71d.

8 Id.
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for enforcing economic sanctions as well as developing policy, strategies, and
guidance to combat terrorist funding.?

The Office of Foreign Assets Control (“OFAC”), a division of TFI, reports
directly to the Undersecretary for Terrorism and Financial Crimes.10 OFAC’s
sanction authority stems from“[p]residential national emergency powers, as well as
authority granted by specific legislation, to impose controls on transactions and
freeze assets under U.S. jurisdiction.”!! Specific sanctions authorities include the
Trading with the Enemy Act (“TWEA”), the International Emergency Economic
Powers Act (“IEEPA”), and the Global Magnitsky Human Rights Accountability Act
(“Magnitsky Act”) as described below. OFAC is the office specifically tasked with
the administration and enforcement of economic and trade sanctions developed by
the President.12

The sanction authority tied to presidential emergency power dates back to
the TWEA, which prohibits transactions with enemy persons and powers.13 During
the Cold War, TWEA was used “to block international financial transactions, seize
U.S.-based assets held by foreign nationals, restrict exports, modify regulations to
deter the hoarding of gold, limit foreign direct investment in U.S. companies, and
1mpose tariffs on all imports into the United States.”14

Since its enactment in 1977, IEEPA has also served as an important sanction
authority that the president may exercise “to deal with an unusual and
extraordinary threat with respect to . . . a national emergency” that “has its source
in whole or substantial part outside the United States.”'> IEEPA has been
amended several times since its enactment, but the change most relevant to the art
market is the “Berman Amendment” passed in 1988.16 This amendment exempted

931 U.S.C. § 312.

10 Id.; U.S. DEP'T OF TREASURY, About: Terrorism and Financial Intelligence,
https://www.treasury.gov/about/organizational-structure/offices/Pages/Office-of-Terrorism-and-
Financial-Intelligence.aspx.

11 Id.

12 J.S. DEP'T OF TREASURY, Terrorism and Financial Intelligence: Office of Foreign Assets Control
(OFAC), https://lwww.treasury.gov/about/organizational-structure/offices/Pages/Office-of-Foreign-
Assets-Control.aspx.

13 Trading with the Enemy Act of 1917, Pub. L. No. 65-61, 40 Stat. 411, codified as amended at 50
U.S.C. § 4303 (2018).

14 CHRISTOPHER A. CASEY ET AL., CONG. RESEARCH SERV., R45618, THE INTERNATIONAL EMERGENCY
EcoNoMIC POWERS ACT: ORIGINS, EVOLUTION, AND USE SUMMARY (2019),
https://www.crs.gov/reports/pdf/R45618.

15 International Emergency Economic Powers Act of 1977, Pub. L. No. 95-459, 91 Stat. 1626, codified
as amended at 50 U.S.C. § 1701 (2018).

16 Omnibus Trade and Competitiveness Act of 1988, Pub. L. No. 100-418, 102 Stat. 1107, codified at
50 U.S.C. § 1702 (2001); See Bruce Craig, Sleeping with the Enemy? OFAC Rules and First
Amendment Freedoms, PERSPECTIVES ON HISTORY (May 1, 2004),
https://www.historians.org/publications-and-directories/perspectives-on-history/may-2004/sleeping-
with-the-enemy-ofac-rules-and-first-amendment-freedoms.
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information and informational materials from presidential sanction authority under
IEEPA and TWEA.17 The Berman amendment specifically exempted the authority
to regulate or prohibit “publications, films, posters, phonograph records,
photographs, microfilms, microfiche, tapes, compact disks, CD ROMs, artworks, and
new wire feeds.”18

Additional sanctions authority available to the President is found in the
Magnitsky Act.!® Passed in 2016, the law authorizes the President to impose
sanctions on any foreign person “who is responsible for extrajudicial killings,
torture, or other gross violations of internationally recognized human rights”
committed against individuals seeking to expose corruption or promote human
rights.20 President Trump has used this authority to designate individuals for
offenses including wrongful detention, the denial of medical treatment for
detainees, and the expropriation of businesses for personal gain.21

OFAC implements its sanction authorities in ways “expected to generate the
most impact in achieving [U.S.] national security and foreign policy goals.”?2 In a
2017 hearing before the House Subcommittee on Monetary Policy, then-OFAC
Director John Smith explained that “[w]hen deployed strategically and with
precision, sanctions are a highly effective way of pressuring regimes and malign
actors to change their behavior.”23 Director Smith further asserted:

[B]y freezing the assets of illicit actors, cutting them off from the U.S.
financial system, and restricting their ability to interface with the
international financial system, the choice to them becomes clear: either
modify your behavior or accept the isolation and negative economic
effects of remaining on our financial blacklist.24

In addition to sanctions, OFAC also designates individuals or entities as
Specially Designated Nationals (“SDN”).25 The SDN list contains the names of
“Individuals and companies owned or controlled by, or acting on behalf of, targeted

17 Omnibus Trade and Competitiveness Act of 1988, Pub. L. No. 100-418, 102 Stat. 1107, codified at
50 U.S.C. § 1702 (2001).

18 Id.

19 National Defense Authorization Act of 2017, Pub. L. No. 114-328, 130 Stat. 2000, codified at 22
U.S.C. § 2656.

20 Id.

21 DIANNE E. RENNACK, CONG. RESEARCH SERV., IF10576, THE GLOBAL MAGNITSKY HUMAN RIGHTS
ACCOUNTABILITY ACT (2018), https://www.crs.gov/reports/pdf/IF10576.

22 Press Release, U.S. Dep’t of Treasury, Testimony of John E. Smith, Director of the Office of
Foreign Assets Control, (Nov. 30, 2017), https://www.treasury.gov/press-center/press-
releases/Pages/sm0226.aspx.

23 [d.

24 [d.

25 James Kostiw, OFAC Launches New SDN Search Tool, U.S.DEP'T OF TREASURY, (Mar. 13, 2013),
https://www.treasury.gov/connect/blog/Pages/OFAC-Launches-New-SDN-Search-Tool.aspx.
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countries.”?6 The list is not limited to state actors and contains non-country specific
individuals, groups, and entities.2’ Currently, the list contains approximately 6,400
companies and individuals.28

Persons can be added to the SDN list in several ways. In some cases, the
President issues an executive order directing the Secretary of the Treasury, in
consultation with the Secretary of State, to identify individuals or entities that
should be added to the list.29 In other cases, the President directly identifies
individuals or entities to designate as SDNs.39 Once on the list, U.S. persons and
businesses are prohibited from obtaining goods, services, or technology from SDNs,
or otherwise transacting with them.3! This prohibition extends to business
conducted through third-party intermediaries.3? Indeed, “[i]nclusion on the SDN
List generally prohibits U.S. banks from maintaining accounts for those listed and
U.S persons could face civil or criminal penalties for engaging in business dealing
with them.”33

Under Treasury Department guidance, a sanctioned individual may own a
minority interest in a company and still access the U.S. financial system. OFAC’s
“50 percent rule,” states that “any entity owned in the aggregate, directly or
indirectly, 50 percent or more by one or more blocked persons is itself considered to
be a blocked person.”34 This is significant because an entity meeting this standard
incurs SDN restrictions even if the entity itself is not named on the SDN list.35

26 U.S. DEP'T OF TREASURY, Specially Designated Nationals and Blocked Persons List (SDN) Human
Readable Lists, (Jan. 21, 2020), https://www.treasury.gov/resource-center/sanctions/SDN-
List/Pages/default.aspx.

27 [d.

28 U.S. DEP'T OF TREASURY, Basic Information on OFAC and Sanctions,
https://www.treasury.gov/resource-center/fags/Sanctions/Documents/faq_all.html.

29 Exec. Order No. 13,685, 79 Fed. Reg. 77,357 (Dec. 19, 2014); See also Exec. Order No. 13,662 31
C.F.R. § 589 (2014).

30 Exec. Order No. 13,661 31 C.F.R. § 589 (2014).

31 U.S. person means “any United States citizen or alien admitted for permanent residence in the
United States, and any corporation, partnership, or other organization organized under the law of
the United States.” 22 U.S.C. § 6010; U.S. DEP'T OF TREASURY, REVISED GUIDANCE ON ENTITIES
OWNED BY PERSONS WHOSE PROPERTY AND INTERESTS IN PROPERTY ARE BLOCKED (2014),
https://www.treasury.gov/resource-center/sanctions/Documents/licensing_guidance.pdf.

32 U.S. DEP'T OF TREASURY, REVISED GUIDANCE ON ENTITIES OWNED BY PERSONS WHOSE PROPERTY
AND INTERESTS IN PROPERTY ARE BLOCKED (2014), https://www.treasury.gov/resource-
center/sanctions/Documents/licensing_guidance.pdf.

33 James Kostiw, OFAC Launches New SDN Search Tool, U.S. DEP'T OF TREASURY, (Mar. 13, 2013),
https://www.treasury.gov/connect/blog/Pages/OFAC-Launches-New-SDN-Search-Tool.aspx.

34 U.S. DEP'T OF TREASURY, REVISED GUIDANCE ON ENTITIES OWNED BY PERSONS WHOSE PROPERTY
AND INTERESTS IN PROPERTY ARE BLOCKED (2014), https://www.treasury.gov/resource-
center/sanctions/Documents/licensing_guidance.pdf.

35 Id.

19

Appendix F



2. Sanctions Following the Russian Federation’s Invasion of Crimea

In 2014, President Obama issued a series of Executive Orders (“EO”) that
authorized Treasury to sanction individuals, assets, and companies in the Russian
Federation (“Russia”) following Russia’s annexation of Crimea. On March 6, 2014,
President Obama issued EO 13660 instructing Treasury to sanction any individual
who “[undermined] democratic processes and institutions in Ukraine.”3¢ On March
16, 2014, President Obama authorized additional sanctions on “persons
contributing to the situation in Ukraine” through EO 13661.37 Under the authority
of EO 13661, on March 20, 2014, Treasury designated 16 Russian government
officials and four members of President Putin’s inner circle, which included Arkady
and Boris Rotenberg.38 The European Union imposed similar restrictions in
response to what it perceived as Russia’s “deliberate destabilization of Ukraine.”39

a. The Russian Invasion of Crimea

In early 2014, Russia invaded Crimea following a period of political turmoil
in Ukraine.40 This turmoil stemmed from Ukrainian President Viktor
Yanukovych’s November 2013 refusal to sign a “political association and free trade
agreement with the European Union.”4l By February 22, 2014, the Ukrainian
parliament voted unanimously to remove President Yanukovych.42

After his removal, Yanukovych fled to Russia.43 Shortly thereafter, Moscow
deployed forces to Crimea and declared the region as part of the Russian
Federation.44 This invasion was significant not only because of Crimea’s

36 Exec. Order No. 13,660 31 C.F.R. § 589 (2014).

37 Exec. Order No. 13,661 31 C.F.R. § 589 (2014).

38 Press Release, U.S. Dep’t of Treasury, Treasury Sanctions Russian Officials, Members Of The
Russian Leadership’s Inner Circle, And An Entity For Involvement In The Situation In Ukraine,
Mar. 20, 2014), https://www.treasury.gov/press-center/press-releases/Pages/j123331.aspx.

38 Id.

39 EU restrictive measures in response to the crisis in Ukraine, COUNCIL OF THE EUROPEAN UNION
(Dec. 19, 2019), https://www.consilium.europa.eu/en/policies/sanctions/ukraine-crisis/.

40 Steven Lee Myers & Ellen Barry, Putin Reclaims Crimea for Russia and Bitterly Denounces the
West, N.Y. TIMES (Mar. 18, 2014), https://www.nytimes.com/2014/03/19/world/europe/ukraine.html.
41 Vladimir Isachenkov and Maria Danilova, Roots and Consequences of Ukraine’s Violence,
ASSOCIATED PRESS (Feb. 20, 2013),
https://web.archive.org/web/20140221000303/http://hosted.ap.org/dynamic/stories/ E/EU_UKRAINE_
NEWS_GUIDE?SITE=AP&SECTION=HOME&TEMPLATE=DEFAULT.

42 William Booth, Ukraine’s parliament votes to oust president,; former prime minister is freed from
prison, WASH. POST (Feb. 22, 2014), https://www.washingtonpost.com/world/europe/ukraines-
yanukovych-missing-as-protesters-take-control-of-presidential-residence-in-
kiev/2014/02/22/802f7c6¢c-9bd2-11e3-ad71-e03637a299¢0_story.html?utm_term=.af74a8230f13.

43 Andrew E. Kramer, Ukraine’s Ex-President Is Convicted of Treason, N.Y. TIMES (Jan. 24, 2019),
https://www.nytimes.com/2019/01/24/world/europe/viktor-yanukovych-russia-ukraine-treason.html.
44 CORY WELT, CONG. RESEARCH SERV., R45008, UKRAINE: BACKGROUND, CONFLICT WITH RUSSIA, AND
U.S. PoLICY, 9 (2019), https://www.crs.gov/reports/pdf/R45008.
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strategically important geographic location, but also because it “violated the terms
of a diplomatic agreement to respect Ukraine’s borders, and placed Russia on a war
footing with one of the few states in the post-Soviet world that has managed to hold
free elections.”#® The Crimean parliament then voted to secede from Ukraine and
join Russia, scheduling a referendum for ten days later.#6 When the referendum
was held, 97 percent voted in favor of secession.#” Two days later, Russian
President Vladimir Putin signed a treaty of accession with the new leaders of
Crimea.*® Putin delivered an address in conjunction with the signing, asserting
that Crimea was a part of Russia and confirming his disregard for an international
border that was recognized for 23 years.4® The United States, European Union, and
Ukraine refused to recognize the annexation.’ While maintaining that the
annexation was illegal, the Ukrainian government withdrew military personnel and
their families from Crimea.5!

Since that time, Russia “has significantly increased its military presence in
Crimea and suppressed local dissent.”>> Ukrainian officials now estimate 30,000
Russian troops are stationed in the region.53 During the Russian occupation, the
Office of the United Nations High Commissioner for Human Rights “documented
‘multiple and grave’ human rights violations in Crimea and said that minority
Crimean Tatars, who are generally opposed to Russia’s occupation, have been
‘particularly targeted.”54

45 Catherine Boyle, Crimea referendum: Why it’s so important, CNBC (Mar. 14, 2014),
https://www.cnbe.com/2014/03/14/crimea-referendum-why-its-so-important.html; Charles King,
Crimea, the Tinderbox, N.Y. TIMES (Mar. 1, 2014),
https://www.nytimes.com/2014/03/03/opinion/crimea-the-tinderbox.html?searchResultPosition=4.

46 Alissa de Carbonnel & Luke Baker, Crimea votes to join Russia, Obama orders sanctions, REUTERS
(Mar. 5, 2014), https://www.reuters.com/article/us-ukraine-crisis/crimea-votes-to-join-russia-obama-
orders-sanctions-idUSBREA1Q1E820140306.

47 Steven Lee Myers & Ellen Barry, Putin Reclaims Crimea for Russia and Bitterly Denounces the
West, N.Y. TIMES (Mar. 18, 2014),
https://www.nytimes.com/2014/03/19/world/europe/ukraine.html?module=inline.

48 Id.

49 Id.

50 Id.

51 David Herszenhorn & Andrew Kramer, Ukraine Plans to Withdraw Troops From Russia-Occupied
Crimea, N.Y. TIMES (Mar. 19, 2014), https://www.nytimes.com/2014/03/20/world/europe/crimea.html.
52 CORY WELT, CONG. RESEARCH SERV., R45008, UKRAINE: BACKGROUND, CONFLICT WITH RUSSIA, AND
U.S. PoLicy, 9 (2019), https://www.crs.gov/reports/pdf/R45008.

53 Id.

54 Id. at 9—-10.
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b. U.S. and E.U. Sanctions Following the Invasion of Crimea

In response to Russia’s invasion of Crimea, both the United States and the
European Union imposed sanctions against several key Russian individuals.5?
Since these Crimea-related sanctions, the United States has imposed additional
sanctions on Russia for a range of offenses, including human rights abuses, election
interference, cyberattacks, weapons proliferation, trade with North Korea, support
for the Syrian government, and use of a chemical weapon.?¢ As of July 2020, the list
of individuals and entities sanctioned by the U.S. government related to Russia’s
annexation of Crimea stood at 701.57

On March 6, 2014, the United States imposed sanctions on Russia, when
President Obama issued an executive order under IEEPA and announced
coordinated sanctions with the United Kingdom in response to Russia’s “violation of
Ukraine’s sovereignty and territorial integrity.”?® That EO 13660 did not
specifically reference Russia by name, but it did target those whose “actions or
policies...undermine democratic processes or institutions in Ukraine.”?® President
Obama further noted that the planned referendum would violate the Ukrainian
constitution, as well as international law, and noted that the Ukrainian government
must be included in any discussion of Crimea’s future.¢°

Following Crimea’s referendum, the White House issued a statement saying,
“the international community will not recognize the results of a poll administered
under threats of violence and intimidation from a Russian military intervention
that violates international law.”¢1 President Obama then signed EO 13661 on
March 16, 2014, finding that Russia’s deployment of military forces to Crimea
undermined the “democratic processes and institutions in Ukraine; threaten its
peace, security, stability, sovereignty, and territorial integrity; and contribute to the

55 Aleksandar Vasovic & Adrian Croft, U.S., EU set sanctions as Putin recognizes Crimea
“sovereignty”, Reuters (Mar. 16, 2014), https://www.reuters.com/article/us-ukraine-crisis/u-s-eu-set-
sanctions-as-putin-recognizes-crimea-sovereignty-idUSBREA1Q1E820140317.

56 CORY WELT ET. AL, CONG. RESEARCH SERV., R45415, U.S. SANCTIONS ON RUSSIA, 7 (2020),
https://www.crs.gov/reports/pdf/R45415.

57 U.S. DEP'T OF TREASURY, Sanctions List Search, https://sanctionssearch.ofac.treas.gov/.

58 Dan Roberts & Ian Traynor, US and EU impose sanctions and warn Russia to relent in Ukraine
standoff, THE GUARDIAN (Mar. 6, 2014), https://www.theguardian.com/world/2014/mar/06/us-eu-
sanctions-obama-russia-ukraine-crimea; See also U.S. DEP'T OF TREASURY, Ukraine/Russia-Related
Sanctions Program 3 (2016), https://www.treasury.gov/resource-
center/sanctions/Programs/Documents/ukraine.pdf.

59 Exec. Order No. 13,660 31 C.F.R. § 589 (2014).

60 Alissa de Carbonnel and Luke Baker, Crimea votes to join Russia, Obama orders sanctions,
REUTERS (Mar. 5, 2014), https://www.reuters.com/article/us-ukraine-crisis/crimea-votes-to-join-
russia-obama-orders-sanctions-idUSBREA1Q1E820140306.

61 Press Release, The White House, Statement by the Press Secretary on Ukraine, (March 16, 2014),
https://obamawhitehouse.archives.gov/the-press-office/2014/03/16/statement-press-secretary-ukraine.
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misappropriation of its assets, and thereby constitute an unusual and extraordinary
threat to the national security and foreign policy of the United States.”62

EO 13661 authorized sanctions against several specifically listed Russian
government officials and instructed OFAC to identify additional individuals who
“have materially assisted, sponsored, or provided financial, material, or
technological support for, or goods or services to or in support of a senior official of
the Government of the Russian Federation.”¢3 Pursuant to the order, on March 20,
2014, OFAC designated 16 Russian government officials and 4 members of
President Putin’s inner circle, including Arkady and Boris Rotenberg.6¢ President
Obama later issued additional executive orders on March 20, 2014 and December
19, 2014, expanding the scope of the sanctions.65

In addition to executive branch actions, Congress passed two laws
sanctioning Russian individuals and entities in 2014: (1) Support for the
Sovereignty, Integrity, Democracy, and Economic Stability of Ukraine Act and (2)
Ukraine Freedom Support Act.6 These laws permitted sanctions against any
person “the President determines has perpetrated, or is responsible for ordering,
controlling, or otherwise directing, significant acts of violence or gross human rights
abuses in Ukraine.”®” They also included “potentially wide-reaching secondary
sanctions against foreign individuals and entities that facilitate significant
transactions for Russia sanctions designees, help them to evade sanctions, or make
significant investments in certain oil projects in Russia.”68

Like the United States, the European Union also issued economic sanctions
against Russia for its invasion of Ukraine.®® These restrictions included bans on
“goods originating in Crimea . . . unless they have Ukrainian certificates,” and
export prohibitions on “[g]oods and technology for the transport,

62 Exec. Order No. 13,661 31 C.F.R. § 589 (2014).

63 Id.

64 Press Release, U.S. Dep’t of Treasury, Treasury Sanctions Russian Officials, Members Of The
Russian Leadership’s Inner Circle, And An Entity For Involvement In The Situation In Ukraine,
(Mar. 20, 2014), https://www.treasury.gov/press-center/press-releases/Pages/j123331.aspx.

65 Exec. Order No. 13,662, 31 C.F.R. § 589 (2014); Exec. Order No. 13,685, 79 Fed. Reg. 77,357 (Dec.
19, 2014).

66 Support for the Sovereignty, Integrity, Democracy, and Economic Stability of Ukraine Act of 2014,
Pub. L. No. 113-95, 22 U.S.C. §8901; Ukraine Freedom Support Act of 2014, Pub. L. No. 113-272, 22
U.S.C. § 8921.

67 Support for the Sovereignty, Integrity, Democracy, and Economic Stability of Ukraine Act of 2014,
Pub. L. No. 113-95, 22 U.S.C. §8901; CORY WELT ET. AL, CONG. RESEARCH SERV., R45415, U.S.
SANCTIONS ON RUSSIA, 13 (2020), https://www.crs.gov/reports/pdf/R45415.

68 CORY WELT ET. AL, CONG. RESEARCH SERV., R45415, U.S. SANCTIONS ON RUSSIA, 13 (2020),
https://www.crs.gov/reports/pdf/R45415.

69 EU restrictive measures in response to the crisis in Ukraine, COUNCIL OF THE EUROPEAN UNION
(Dec. 19, 2019), https://www.consilium.europa.eu/en/policies/sanctions/ukraine-crisis/.
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telecommunications and energy sectors.”’® The European Union’s sanctions also
froze the assets and imposed travel restrictions against persons who “undermined
Ukraine’s territorial integrity, sovereignty, and independence.”71

c. U.S. Sanctions Targeting Russian Oligarchs

The U.S. and E.U. sanction regimes did not target the entire Russian
economy.’? Instead, the sanctions designated key individuals, including several
Russian oligarchs, and entities associated with important Russian policymakers.s

The term “oligarch” was popularized during the privatization of the Russian
economy following the collapse of the Soviet Union.”™ Oligarchs are individuals who
used political power to obtain control over former state assets in industries like oil,
gas, timber, aluminum, and other natural resources.”> Oligarchs formally assumed
control over former state-owned companies through government auctions and “loans
for shares” schemes.” Russians reportedly began referring to privatization as
“prikhvatizatsiya” or “grabification,” to describe a process whereby state authorities
handed well-connected businesspersons and bankers control of previously
government-controlled assets.??

70 The EU non-recognition policy for Crimea and Sevastopol: Fact Sheet, EUROPEAN UNION EXTERNAL
ACTION (Dec. 12, 2017), https://eeas.europa.eu/headquarters/headquarters-Homepage/37464/eu-non-
recognition-policy-crimea-and-sevastopol-fact-sheet_en.

7 EU restrictive measures in response to the crisis in Ukraine, COUNCIL OF THE EUROPEAN UNION
(Dec. 19, 2019), https://www.consilium.europa.eu/en/policies/sanctions/ukraine-crisis/.

72 CORY WELT, CONG. RESEARCH SERV., R45008, UKRAINE: BACKGROUND, CONFLICT WITH RUSSIA, AND
U.S. PoLICY, 36 (2019), https://www.crs.gov/reports/pdf/R45008.

73 Id.; Andrew Higgins, Oleg Matsnev, & Ivan Nechepurenko, Meet the 7 Russian Oligarchs Hit by
the New U.S. Sanctions, N.Y. TIMES (Apr. 6, 2018),
https://www.nytimes.com/2018/04/06/world/europe/russian-oligarchs-sanctions.html.

74 7. Byron Wolf, Russia’s oligarchs are different from other billionaires, CNN (Apr. 6, 2018),
https://www.cnn.com/2018/04/06/politics/oligarch-russia-billionaires-government-putin-
sanctions/index.html.

7 Id.

76 Adam Taylor, How the 2003 Arrest of the Richest Man in Russia Changed Everything—And What
Happens Next, BUSINESS INSIDER (Oct. 24, 2013), https://www.businessinsider.com/ten-years-after-
mikhail-khodorkovskys-arrest-2013-10. Under the “loans for shares” plan, Kremlin-favored banks
would lend the government money in exchange for the opportunity to buy cheap shares in
government assets. The banks would hold the shares in trust, giving the government the opportunity
to repay the loan. In most cases, the banks would sell the shares within two years on the open
market, creating windfall profits. Alessandra Stanley, Russian Banking Scandal Poses Threat to
Future of Privatization, N.Y. TIMES (Jan. 28, 1996),
https://www.nytimes.com/1996/01/28/world/russian-banking-scandal-poses-threat-to-future-of-
privatization.html?pagewanted=all&src=pm.

77 Alessandra Stanley, Russian Banking Scandal Poses Threat to Future of Privatization, N.Y TIMES
(Jan. 28, 1996), https://www.nytimes.com/1996/01/28/world/russian-banking-scandal-poses-threat-to-
future-of-privatization.html?pagewanted=all&src=pm.
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Following Vladimir Putin’s election to the Russian presidency in 2000,
existing power structures began to shift, facilitating the rise of a new generation of
oligarchs.”™ Prior to becoming president, Putin promised to dismantle the existing
class of oligarchs who prospered under his predecessor Boris Yeltsin.”™ In 2003,
under Putin’s direction, the government began to acquire some of Russia’s
wealthiest companies.80 True to his word, Putin replaced the older generation of
oligarchs with men from his inner circle and offered them valuable government
contracts.8! Loopholes in Russian law used to limit competition enabled these
oligarchs to “build themselves into the state system,” as they continued to gain
access to state contracts.82

d. Arkady and Boris Rotenberg are Sanctioned by the United
States

Brothers Arkady and Boris Rotenberg are among the oligarchs who have
received billions of dollars from Putin-enabled government contracts.83 Four days
after President Obama’s March 16, 2014 EO 13661 sanctioning “any individual or
entity that is owned or controlled by, that has acted for or on behalf of, or that has
provided material or other support to, a senior Russian government official,” OFAC
officially designated Arkady and Boris Rotenberg.8¢ OFAC described Arkady and
Boris Rotenberg as “members of the Russian leadership’s inner circle.”®> This
position made them both beneficiaries of a Russian economy that frequently
enriched Putin loyalists.8¢ That designation highlighted their close personal ties to
President Putin. The Treasury announcement specifically stated:

78 Andrew Meier, Who Fears a Free Mikhail Khodorkovsky?, N.Y. TIMES (Nov. 18, 2009),
https://www.nytimes.com/2009/11/22/magazine/22khodorkovsky-t.html.

79 Steven Meyers, Jo Becker & Jim Yardley, Private Bank Fuels Fortunes of Putin’s Inner Circle, N.
Y. TIMES (Sept. 27, 2014), https://www.nytimes.com/2014/09/28/world/europe/it-pays-to-be-putins-
friend-.html?module=inline.

80 Andrew Meier, Who Fears a Free Mikhail Khodorkovsky?, N.Y. Times (Nov. 18, 2009),
https://www.nytimes.com/2009/11/22/magazine/22khodorkovsky-t.html.
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Y. TIMES (Sept. 27, 2014), https://www.nytimes.com/2014/09/28/world/europe/it-pays-to-be-putins-
friend-.html?module=inline.

82 Joshua Yaffa, Putin’s Shadow Cabinet and The Bridge to Crimea, NEW YORKER (May 22, 2017),
https://www.newyorker.com/magazine/2017/05/29/putins-shadow-cabinet-and-the-bridge-to-crimea.
83 Id.

84 Id.; See also Exec. Order No. 13,661 31 C.F.R. § 589 (2014).

85 Press Release, U.S. Dep’t of Treasury, Treasury Sanctions Russian Officials, Members Of The
Russian Leadership’s Inner Circle, And An Entity For Involvement In The Situation In Ukraine,
(Mar. 20, 2014), https://www.treasury.gov/press-center/press-releases/pages/jl23331.aspx.
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Arkady Rotenberg and Boris Rotenberg have provided support to
Putin’s pet projects by receiving and executing high price contracts for
the Sochi Olympic Games and state-controlled Gazprom. They have
made billions of dollars in contracts for Gazprom and the Sochi
Olympic Winter Olympics awarded to them by Putin. Both brothers
have amassed enormous amounts of wealth during the years of Putin’s
rule in Russia. The Rotenberg brothers received approximately $7
billion in contracts for the Sochi Olympic Games and their personal
wealth has increased by $2.5 billion the last two years alone.87

Arkady Rotenberg directly benefited from the annexation of Crimea, including
through his companies receiving multi-million dollar contracts to build the Kerch
Bridge and a railway linking Russia to the annexed region of Ukraine.88 The
Treasury Department imposed additional sanctions on Rotenberg-related entities
under EO 13661 on April 28, 2014.8° These sanctions included the following
entities:

InvestCapitalBank and SMP Bank [which] are controlled by Arkady
and Boris Rotenberg who were designated on March 20, 2014 pursuant
to E.O. 13661 for acting for or on behalf of or materially assisting,
sponsoring, or providing financial, material or technological support
for, or goods and services to or in support of, a senior official of the
Government of the Russian Federation.

Stroygazmontazh (SGM Group) [which] is a gas pipeline construction
company owned or controlled by Arkady Rotenberg. Rotenberg created
SGM Group in 2008 after acquiring multiple Gazprom contractors.9

On July 30, 2014, the European Union added Arkady Rotenberg to the E.U.
sanctions list.9! In September 2014, Italy’s financial law enforcement agency seized

87 Press Release, U.S. Dep’t of Treasury, Treasury Sanctions Russian Officials, Members Of The
Russian Leadership’s Inner Circle, And An Entity For Involvement In The Situation In Ukraine,
(Mar. 20, 2014), https://www.treasury.gov/press-center/press-releases/pages/j123331.aspx.

88 Id.; see also Christopher Harress, Moscow to Build Bridge From Russian Mainland to Crimea
Across Kerch Strait, INT'L BUS. TIMES (Jun. 30, 2015), https://www.ibtimes.com/moscow-build-bridge-
russian-mainland-crimea-across-kerch-strait-1990907.

89 Press Release, U.S. Dep’t of the Treasury, Announcement of Additional Treasury Sanctions on
Russian Government Officials and Entities (Apr. 28, 2014), https://www.treasury.gov/press-
center/press-releases/Pages/.

90 [d.

912014 O.d. (L 226) 17, https://eur-lex.europa.eu/legal-

content/EN/TXT/PDF/?uri=0dJ:1.:2014:226: FULL&from=EN#page25. As a Finnish citizen, Boris
Rotenberg avoided inclusion on the European list. Anne Kauranen & Jussi Rosendahl, Russian
oligarch under U.S. sanctions files suit against Nordic banks, REUTERS (Oct. 22, 2018),
https://www.reuters.com/article/us-finland-russia-sanctions/russian-oligarch-under-u-s-sanctions-
files-suit-against-nordic-banks-idUSKCN1MW1Ad.
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almost $40 million of Arkady Rotenberg’s assets, “including a luxury hotel in Rome
and two villas in Sardinia.”®? Following the seizure, the Russian government
endorsed legislation that would reimburse those whose overseas assets were seized
by foreign authorities.?2 However, that legislation, known as “the Rotenberg law,”
never became law.%

i. Arkady Rotenberg

Arkady Rotenberg first met Vladimir Putin at the age of twelve, when they
joined the same judo club.% After Arkady Rotenberg finished college, he worked as
a judo trainer and continued to practice judo with Putin and others from the class.%
Arkady Rotenberg then started a cooperative that organized sporting competitions
and later became the general director of a professional judo club in St. Petersburg,
where Putin served as vice-mayor of the city.?” After Putin became President of
Russia, Arkady and Boris Rotenberg invested in companies that serviced Gazprom,
the major Russian gas company which is majority-owned by the Russian
government.?® The Rotenberg brothers also founded SMP Bank, which they used
“to acquire stakes in construction, gas, and pipe companies.”®

In 2008, Gazprom sold Arkady Rotenberg five construction and maintenance
companies, which he merged into one company he named Stroigazmontazh (“SGM”).
SGM became the chief contractor for Gazprom.1® The company earned more than
$2 billion in revenue during its first year of operations.1°! It handled construction
work for the oil and gas industry, including onshore and offshore pipeline
construction.102

Three years later, in March 2011, Gazprom sold Gazprom Burenie to Milasi
Engineering Limited (“Milasi Engineering”), a Cypriot company owned by Arkady

92 James Politi & Courtney Weaver, Italy seizes Putin ally Arkady Rotenberg’s property assets, FIN.
TIMES (Sept. 23, 2014), https://www.ft.com/content/f1293172-4340-11e4-be3f-00144feabdcO; See also
Italy Freezes Assets of Sanctioned Russian Billionaire Arkady Rotenberg, MOSCOW TIMES (Sept. 23,
2014), https://themoscowtimes.com/articles/italy-freezes-assets-of-sanctioned-russian-billionaire-
arkady-rotenberg-39683.

93 Italy Freezes Assets of Sanctioned Russian Billionaire Arkady Rotenberg, MOSCOW TIMES (Sept. 23,
2014), https://themoscowtimes.com/articles/cabinet-wants-to-compensate-russian-victims-of-illegal-
asset-seizures-abroad-40020.
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Rotenberg.103 Gazprom Burenie subsequently became Gazprom’s main drilling
contractor and is currently one of the largest drilling contractors in Russia. 104
Gazprom Burenie’s operations focus on oil and gas wells construction, including
drilling, geological exploration, well construction, well overhaul, and inactive well
recovery services.105

The Russian government awarded Gazprom Burenie and SGM several high-
profile projects in Russia. For example, it contracted with SGM to build portions of
the $12 billion Nord Stream undersea gas pipeline; the Russian government paid
the Arkady Rotenberg-controlled company a profit margin of 30 percent for its work
on the project.1%6 The Russian government also awarded SGM a contract to build a
110-mile gas pipeline around the Russian city of Sochi, as part of the Russian
government’s 2014 Winter Olympics construction program.1°? The gas pipeline cost
five times its original budget.1%® One estimate stated that 15 percent of the total
Olympics budget went to Rotenberg-led projects.’?® In defending his personal
relationship with President Putin, Arkady Rotenberg has argued “unlike a lot of
other people, I don’t have the right to make a mistake.”'10 He has also asserted, “I
have great respect for Putin and I consider him sent to our country from God.”111

Gazprom Burenie has also played an important role in the Russian energy
industry. Between 1997 and 2013, Gazprom Burenie completed the construction of
3,669 wells, drilling through more than 7 million meters of rock.12

In January 2015, the Russian government announced that Arkady
Rotenberg, through SGM, would build the bridge connecting the Russian-annexed

103 GAZPROM, FINANCIAL REPORT 2011: REACHING NEW HORIZONS 58 (2011),
https://www.gazprom.com/f/posts/43/588793/financial-report-2011-eng.pdf.

104 Company Profile: Gazprom Bureniye, Russian Drilling Company, GAZPROM BURENIYE,
https://www.burgaz.ru/landing/.

105 Jd.

106 GGleb Bryanski, Putin’s judo partner jumps in Russia’s rich list, REUTERS (Feb. 13, 2011),
https://www.reuters.com/article/russia-rich/putins-judo-partner-jumps-in-russias-rich-list-
1dUSLDE71C02X20110214; Aviezer Tucker, The New Power Map, FOREIGN AFFAIRS (Dec. 19, 2012),
https://www.foreignaffairs.com/articles/north-america/2012-12-19/new-power-map.

107 Thomas Grove, Special Report: Russia’s $50 billion Olympic gamble, REUTERS (Feb. 21, 2013),
https://www.reuters.com/article/us-russia-sochi/special-report-russias-50-billion-olympic-gamble-
1dUSBRE91K04M20130221; Dzhubga—Lazarevskoe—Sochi gas pipeline, STROYGAZMONTAZH,
http://www.ooosgm.com/projects/construction/gazoprovod-dzhubga-lazarevskoe-sochi/.

108 Anna Pukas, Sochi: Is it Russia’s disaster Winter Olympics?, EXPRESS (Feb. 3, 2014),
https://www.express.co.uk/mews/world/457632/Sochi-Is-it-Russia-s-disaster-Winter-Olympics.
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Than Traffic, N.Y. TIMES (Nov. 11, 2017),
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Crimean Peninsula to the Russian mainland.’ In May 2018, the 12-mile bridge
opened for traffic at a final cost of $3.7 billion.!4 According to news reports, the
bridge opened six months ahead of schedule. The bridge reportedly can “carry up to
40,000 cars per day [and] its span is greater than that of Vasco da Gama in
Portugal, previously the longest in Europe.”15 President Putin was on site to open
the bridge to traffic.116

In September 2019, a news article stated that Gazprom had purchased 100
percent of SGM for 70 billion to 95 billion rubles, the equivalent of $1.1 billion to
$1.5 billion.117

Forbes has estimated that Arkady Rotenberg is worth $2.8 billion.118
ii. Boris Rotenberg

Boris Rotenberg is also a childhood friend of Vladimir Putin.11® Along with
his brother Arkady, Boris Rotenberg and Putin have “sparred and trained in the
same gym since they were teenagers in the 1960s.”120 Their former judo coach,
Anatoly Rakhin, commented on the friendship between the brothers and Putin
saying, “[Putin] didn’t take the Petersburg boys to work with him because of their
pretty eyes, but because he trusts people who are tried and true.”121

In 2001, Boris and Arkady Rotenberg founded SMP Bank. 122 The brothers
then used the bank to acquire interests in important industries such as
construction, gas, and gas pipelines.123 By the mid-2000s, these acquisitions
allowed them to become one of Russia’s “main suppliers of large-diameter gas
pipes.’124

113 Joshua Yaffa, Putin’s Shadow Cabinet and the Bridge to Crimea, NEW YORKER (May 22, 2017),
https://www.newyorker.com/magazine/2017/05/29/putins-shadow-cabinet-and-the-bridge-to-crimea.
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15, 2018), https://www.theguardian.com/world/2018/may/15/putin-opens-bridge-between-crimea-and-
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When Boris Rotenberg’s ex-wife, Irene Lamber, was asked to comment on the
business impact of Putin’s friendship with the Rotenberg brothers, she remarked,
“[t]hey were friendly in childhood, and those relationships were never broken, so
logically you can presume some sort of advice was given, at a minimum, and
perhaps help here and there.”125

Boris Rotenberg holds a Finnish passport and therefore “is not subject to
European sanctions over Russia’s role in Ukraine.”126 Boris Rotenberg secured
Finnish citizenship after moving to the country with his ex-wife Irene in the late
1990s.127 Although he is not directly subjected to the E.U’s sanctions, several
Nordic banks refused to process his payments because “European banks must
comply with . .. U.S. sanctions in order to do business with American banks.”28 In
response, Boris Rotenberg filed a discrimination suit against Nordea, Danske Bank,
Handelsbanken, and OP Bank for violation of “his right to equal treatment as an
EU citizen.”129 A Finnish court rejected the suit on January 13, 2020.130

Forbes estimates that Boris Rotenberg’s net worth is $1.2 billion.13?

e. Roman and Igor Rotenberg are Sanctioned by the United
States

On February 12, 2015, the Wall Street Journal reported that Arkady and
Boris Rotenberg sold lucrative assets to their children in an apparent effort to avoid
sanctions by the United States.!32 The sales included Arkady selling his 79 percent
stake in Gazprom Drilling LLC to his son Igor, and Boris’s sale of the Finnish

125 Id.
126 Anne Kauranen & Jussi Rosendahl, Russian oligarch under U.S. sanctions files suit against
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Langvik Congress Wellness Hotel to his son Roman.133 The Rotenbergs described
the sales as nothing more than a long-planned “generational change.”134

i. Roman Rotenberg

In response to the transfers described above, on July 30, 2015, under EO
13661, OFAC added Roman Rotenberg to the list of sanctioned individuals.35 A
Treasury press release noted Roman Rotenberg was “linked to the provision of
material support” to Boris Rotenberg.136

ii. Igor Rotenberg

On April 6, 2018, three years after sanctioning Arkady and Boris Rotenberg,
OFAC also sanctioned Arkady’s son Igor.137 This round of sanctions targeted
Russia’s so-called “golden youth” and also included sanctions against Putin’s son-in-
law Kirill Shamalov.138 Just prior to OFAC’s imposition of sanctions, Forbes
included Igor Rotenberg on its list of 259 new billionaires.13® OFAC’s
announcement of the new sanctions credited Igor’s designation to his activities in
the Russian energy sector, noting that Igor had acquired significant assets from his
father post-sanctions.140

From 2002 to 2003, Igor Rotenberg served as the deputy head “of the
Property Department of the fuel and energy complex of the Ministry of Property and

133 Id.; see also Bill Chappel, U.S. Hits Russian Oligarchs And Officials With Sanctions Over Election
Interference, NPR (Apr. 6, 2018), https://www.npr.org/sections/thetwo-way/2018/04/06/600083466/u-s-
hits-russian-oligarchs-and-officials-with-sanctions-over-election-interferen.
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Land Relations” in Russia.l4l In 2003, Igor Rotenberg was named head of property
management and transportation at the Russian Ministry of State Property.142 In
2004, Igor Rotenberg was named vice-president of JSC Russian Railways, Russia’s
state-owned railroad company.143

Since 2006, Igor Rotenberg has served as Chairman of the Board of Directors
for NPV Engineering.144¢ NPV Engineering provides management and consulting
services in Russia.45 In 2010, Igor Rotenberg was named Chairman of Mosenergo,
“the largest regional power generating company in the Russian Federation.”46 He
was also named chairman of Gazprom Burenie, the key construction company
beneficially owned by his father.147

After his placement on the U.S. sanctions list in 2014, Arkady Rotenberg
reportedly transferred certain assets to his son Igor.148 According to reports, Igor
Rotenberg now owns “79 percent of drilling company Gazprom Burenie; 28 percent

of road construction company Mostotrest; and 33 percent of TPS Real Estate
Holding.”149

Forbes estimates that Igor Rotenberg’s net worth is $1.1 billion.150

As explained below, despite the imposition of U.S. sanctions on Arkady and
Boris Rotenberg in March 2014, Roman Rotenberg in July 2015, and Igor Rotenberg
in April 2018, evidence suggests that the Rotenbergs continued to do business with
some U.S. parties.
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B. The Art Market

This section describes the global and U.S. art industry; the U.S. art
industry’s current exemption from legal safeguards aimed at stopping money
laundering and corruption; and the role of shell companies in purchasing high-value
art.

The modern global art market—and its U.S. component—has been enjoying a
boom. However, critics assert the secrecy found in the art market attracts illicit
activity and suspect funds.?! In 2019, global art sales reached $64.1 billion.152 In
addition, the art market has become a source of reliable return on investment.!53
One report found that since 2000, art has delivered average annual returns of 8.9
percent.154 In 2019, 86 percent of surveyed wealth managers asserted that “they
thought there was a convincing argument for including art in their wealth
management service offering.”155 Investors also purchase art to diversify portfolios,
and some view individual pieces as financial instruments to be traded like stock.1%6
Over the last several years, growth was most pronounced at the top end of the
market, with works priced above $10 million outperforming other parts of the
market.157

The art market 1s also now more accessible due to globalization and the
internet.15% These two factors have transformed the art market into an
Iinternational industry with a customer base located around the world.15® The
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United States continued to lead the market in 2019 with 44 percent of all sales by
value, with the United Kingdom in second place with 20 percent.169 International
art fairs gather dealers, artists, and collectors to display art from different regions
around the world.16! For those unable to travel, the internet enables collectors from
Europe, the Middle East, and Asia to easily bid on the same pieces of art.162

The art market has attracted criticism because of its lack of transparency.
Current rules allow sellers to remain anonymous, and purchasers can use offshore
shell companies to conceal ownership and sources of funds.163 Sellers of artwork at
auction are often not required to disclose their identity to the buyer; in some cases,
the auction house does not know the name of the original owner or buyer.164
Anonymity in the market can make it difficult to track sales transactions, art
ownership, and determinations regarding authenticity.'6> Concealment of buyer
and seller identity also makes art “an attractive instrument to hide illicit assets . . .
because the transactions are often private, prices are speculative and an item can
easily be smuggled to evade authorities.”166

Deloitte and ArTactic’s Art & Finance Report 2019 found that 77 percent of
wealth managers and 75 percent of collectors cite the art market’s lack of
transparency as one of the industry’s key challenges.1¢”7 Moreover, 75 percent of art
professionals identified the market’s lack of transparency as a major concern,
marking a six percent increase from 2016.168

160 Jd. at 37.

161 Y.Jean Mun-Delsalle, The Art Fair Boom Is Forever Changing the Way the Art Market Does
Business, FORBES (Apr. 7, 2016), https://www.forbes.com/sites/yjeanmundelsalle/2016/04/07/the-art-
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1. Money Laundering in the Art Market

A large part of the art market operates in secrecy, allowing participants to
conduct transactions anonymously.1¢9 According to an article quoting Thomas
Christ, a board member of the Basel Institute of Governance, “[t]he art market is an
1deal playing ground for money laundering.”170 Michael Martin, head of the forensic
and anti-money laundering services at Deloitte Luxembourg acknowledged this,
saying, “art is one of the asset classes that obviously lends itself to money
laundering.”'7? Smugglers, drug traffickers, arms dealers, and others have turned
to the art market as a means to obscure profits and transfer assets outside the
reach of financial regulators.172

In recent years, critics note that “[p]art of the reason art has become an
attractive vehicle for money laundering is that other channels have been narrowed
by tighter regulation,” particularly in the financial sector.17® For example,
mortgage brokers, stockbrokers, casinos, banks, and Western Union are subject to
federal money laundering statutes requiring them to report suspicious financial
activity and perform due diligence to deter money laundering activities and “combat
the financing of terrorism.”174 The same requirements do not apply to buyers and
sellers of art.17>

To provide greater transparency and prevent money laundering activities,
the European Union adopted its fifth Anti-Money Laundering directive on April 19,
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business/economists-urge-tighter-regulations-to-curb-money-laundering-in-art-
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launderers.html.
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2018.176 This directive compels businesses selling art to verify the identity of
customers before completing transactions of €10,000 or more.177 Under the
directive, European Union member states were required to implement this new
requirement by January 10, 2020.17® The United Kingdom adopted similar rules in
the weeks before its exit from the European Union on January 31, 2020.179 The
United States has yet to follow suit.180

2. The Art Industry is the Largest Legal, Unregulated Market in the
United States

Today, the art industry is considered the largest legal, unregulated industry
in the United States, permitting purchasers to buy pieces without any record of the
transactions, even when large amounts of cash are involved.!8! In effect, buyers and
sellers can remain anonymous raising the concern that corporate veils are being
used “to manipulate markets, evade taxes, [and] launder money.”182

Illegal activity, including money laundering, in the art market is made
possible, in part, because the art market is generally not subject to the
transparency requirements of the Bank Secrecy Act (“BSA”).183 The BSA was
enacted by Congress in the 1970s to protect the United States from money
laundering and corruption by imposing transparency requirements on many types
of cash transactions.!8¢ It includes “requirements for reporting, customer
1dentification and due diligence, recordkeeping, and the establishment and
maintenance of BSA/AML compliance programs.”185 The BSA’s reporting
requirements mandate, for example, that financial institutions file suspicious
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179 Scott Reyburn, Britain Moves to Regulate Its Art Trade. Bring Your ID., N.Y. TIMES (Jan. 10,
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activity reports (“SARs”) regarding “any suspicious transaction relevant to a
possible violation of law or regulation.”'8¢ In addition to SARs, Currency
Transaction Reports (“CTRs”) must be submitted for “individuals transporting large
amounts of cash internationally, persons with large foreign financial interests, and
nonfinancial entities conducting large cash transactions.”187

The art industry in the United States is not required to comply with the
requirements of the BSA.18% Art dealers in the United States continue to operate
without any regulated or structured mechanisms for transparently buying or selling
art, including mandatory systems for the declaration or transfer of ownership.!89
Moreover, insider-trading rules applicable to the commodities market do not apply
to art, allowing collectors to buy works of art based on privileged information.190 In
addition, “there is currently no regulation that specifically targets money
laundering in the art market, nor does the art market itself subject professional art
intermediaries to any standards of professionalism that directly address money
laundering.”91 The lack of regulatory requirements or voluntary industry-wide
standards in the United States means “art dealers have little incentive other than
good faith to flag possible money laundering schemes involving artwork for law
enforcement.”192

Despite the weaknesses in U.S. AML safeguards for the art market,
participants in the art industry may be subject to other restrictions including:
1mport and export regulations; cultural property regulations; data protection and
privacy laws; state anti-money laundering laws; tax regulations; and local auction
regulations.193 If they buy or sell art outside of the United States, they may also be
subject to non-U.S. anti-money laundering controls.194
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While members of Congress have introduced legislation to add art and
antiquities to the list of industries that must comply with the BSA,19 Congress has
not required comprehensive transparency in the art market.196

3. The Applicability of the Berman Amendment to High-value Art

Questions have arisen about whether U.S. sanctions policy could help
address at least some aspects of the art industry’s problems by requiring artists and
dealers to ensure they are not engaging in transactions with sanctioned individuals
or entities.197 To gauge the feasibility of that approach, the Subcommittee inquired
whether the U.S. sanctions regime applies to high-value art.

As described above, IEEPA allows the President to issue sanctions against
specific categories of individuals and entities during a national emergency.198
IEEPA authority does not, however, allow the President “to regulate or prohibit,
directly or indirectly” “the importation from any country, or the exportation to any
country ... of any information or informational materials, including but not limited
to, publications, films, posters, phonograph records, photographs, microfilms,
microfiche, tapes, compact disks, CD ROMs, artworks, and news wire feeds.”199

The Subcommittee asked the Treasury Department how high-value art is
treated under IEEPA, including whether it is exempt from IEEPA controls under
the informational materials exception in the Berman Amendment. In response, on
October 3, 2019, the Treasury Department stated:

Earlier [in 2019], Treasury undertook a review of the issues related to
your inquiry. That review is ongoing and may result in the issuance of
new or further pertinent guidance. Accordingly, it would be premature
to provide the Subcommittee a formal position on how the Berman
Amendment to the International Emergency Economic Powers Act may
apply in the context of the matters you raise, particularly since any
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passes-an-anti-money-laundering-bill-that-could-affect-art-and-antiquities-dealers.

196 Barden Prisant, The FBI Thinks You're a Money Launderer, And Other Perils of Art Collecting,
FORBES (Jan. 10, 2020), https://www.forbes.com/sites/bardenprisant/2020/01/10/the-fbi-thinks-youre-
a-money-launderer-and-other-perils-of-art-collecting/#589067023957.

197 Alice McCool, Could Trump put an end to the Iranian art boom?, CNN (Sept. 25, 2018),
https://www.cnn.com/style/article/is-the-iran-art-boom-under-threat/index.html.

198 50 U.S.C. § 1703(b)(2).

199 50 U.S.C. § 1702(b)(3).

38

Appendix F



new or further guidance could have broader implications.
Nevertheless, we are taking the concerns you have expressed seriously
in the context of that review. We will update you as soon as we are in
a position to do s0.200

On July 22, 2020, the Treasury Department provided the update and stated:

Our review confirmed that Treasury does not believe the Berman
Amendment is a categorical bar to the application of IEEPA-based
sanctions to transactions involving artwork. Evaluation of a specific
license application relating to designated persons—including one that
1mplicates Berman Amendment materials—must depend on the
particular facts and circumstances presented. OFAC intends to issue
additional public guidance on this issue in the near term.201

The Subcommittee has continued to examine money laundering
vulnerabilities in the U.S. art market in order to gauge the extent of the problem,
how sanctioned individuals may be exploiting the market’s vulnerabilities to
launder suspect funds, and what action should be taken to detect, stop, and prevent
ongoing misuse of the U.S. art market.

4. Shell Companies

Shell companies play a significant role in contributing to anti-money
laundering vulnerabilities in the U.S. art industry. Treasury’s Financial Crimes
Enforcement Network (“FinCEN”) defines shell companies as “typically non-publicly
traded corporations or limited liability companies (“LLCs”) that have no physical
presence beyond a mailing address and generate little-to-no independent economic
value.”202

Shell companies are generally straightforward and inexpensive to create in
all 50 states and offshore jurisdictions.203 This process involves completing online
forms and making an online payment, functions that can be executed by

200 Letter from Brian T. McGuire, U.S. Dep’t of Treasury, Assistant Secretary Office of Legislative
Affairs to Chairman Rob Portman (Oct. 3, 2019).

201 Letter from Frederick W. Vaughan, U.S. Dep’t of Treasury, Principal Deputy Assistant Secretary
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202 U.S. Dep’t of Treasury, Advisory on the Iranian Regime’s Illicit and Malign Activities and
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https://www.fincen.gov/sites/default/files/advisory/2018-10-
11/Tran%20Advisory%20FINAL%20508.pdf.
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(Apr. 8, 2016), https://www.theatlantic.com/business/archive/2016/04/how-rich-do-you-have-to-be-for-
a-shell-company-to-be-useful/477384/.
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individuals, lawyers, or third parties.20¢ Despite a shell company’s lack of
employees and office space, “formation agents” or “company service providers” can
provide packages and operational services including mail forwarding, business
licenses, local street addresses, telephone listings, and assistance with opening local
and foreign bank accounts.205

Individuals and companies can use shell companies for legitimate purposes,
such as holding assets, making pooled investments, executing reverse mergers or
facilitating transfers.206 They can also be misused to hide the identities of
criminals, move illicit proceeds of crime, and commit a wide range of misconduct,
including money laundering, human or drug trafficking, fraud, tax evasion, and
corruption.207

In the art world, shell companies are frequently used when buying or selling
valuable pieces of art.208 For example, shell companies can serve as an
intermediary allowing buyers and sellers to shift funds from one jurisdiction to
another.209 But shell companies can also be used to conceal the identity of the
buyers and sellers, the source and control of assets, and move suspect funds. In this
way, shell companies can be used as financial conduits for the transfer of funds and
assets, at times without alerting financial institutions or law enforcement to the
parties behind the transactions.210

Shell companies can provide this anonymity because there is no requirement
that beneficial owners be identified during the entity’s formation, opening of
financial accounts, or transfer of funds.21! Tom Cardamone, managing director of
the nonprofit research group Global Financial Integrity, illustrated the efforts some
parties make to conceal the individuals behind a shell company stating, “you can

204 Malia Wollan, How to Set Up a Shell Company, N.Y. TIMES (Nov. 7, 2019),
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create an anonymous shell in one jurisdiction that controls an anonymous trust in a
completely different country that also controls a bank account in a third country.”212

C. The Four Major Auction Houses

High-value art sales generally occur through a private sale or a public
auction.?13 Sotheby’s, Christie’s, Phillips, and Bonhams are among the most well-
known auction houses in the world, each dating back to the 1700s.214 In addition to
the largest auction houses, there are over 500 second-tier auction houses that play a
significant role in national and international markets, and numerous small auction
houses that provide services to domestic markets.215> Since the highest value
transactions are generally processed by the most well-known auction houses, this
report concentrates on their role within the U.S. art market.

1. Sotheby’s

In 1744, Samuel Baker established Sotheby’s in London.216 At the outset, the
company became successful by auctioning books, and later expanded its business to
prints, coins, medals, and antiquities.217 After World War I, Sotheby’s began to
focus on “the sale of pictures and decorative works of art.”218 In 1964, Sotheby’s
started a period of global expansion after its purchase of Parke-Bernet, the largest
fine art auction house in the United States at the time.21® Headquartered in New
York, Sotheby’s currently has ten salesrooms around the world, including in
London, Hong Kong, and Paris.220 Beyond those salesrooms, Sotheby’s BidNow
program permits remote clients to participate in online auctions around the
world.22l Notable Sotheby’s auctions include the 2012 sale of Edvard Munch’s The

212 A]l Things Considered: Want To Set Up a Shell Corporation To Hide Your Millions? No Problem,
NPR (Apr. 13, 2016), https://www.npr.org/2016/04/13/474101127/want-to-set-up-a-shell-corporation-
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J. (Feb. 27, 2017), https://blogs.wsj.com/riskandcompliance/2017/02/27/art-worlds-response-to-money-
laundering-concerns-draws-critics/.

214 Charlotte Zajicek, The history of auctions: from ancient Greece to online houses, THE TELEGRAPH
(Oct. 7, 2016), https://www.telegraph.co.uk/art/online-auctions/history-of-auctions/; Top 5 Auction
Houses Around World, AC. COOPER (Jun. 26, 2019), http://www.ac-cooper.com/top-5-auction-houses-
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Scream, as well as the collections of Jacqueline Kennedy Onassis and Andy
Warhol.222 As of 2018, Sotheby’s employed 1,713 people.223 In 2019, Sotheby’s
produced total revenues of $991,660,000.224

Sotheby’s business is divided into two parts—an agency segment and a
finance segment.225> The agency segment operates Sotheby’s auction and private
sale business.?26 The finance segment “earns interest income and associated fees
through art-related financing activities by making loans that are secured by works
of art.”227 In January 2016, Sotheby’s acquired Art Agency Partners which provides
art advisory services and strategic guidance to art collectors, artists, and artists’
estates.228

In June 2019, Sotheby’s announced a $3.7 billion merger agreement with
BidFair USA, a company owned by the French telecom mogul and art collector
Patrick Drahi.229 Prior to the merger, Sotheby’s was the oldest publicly traded
company on the New York Stock Exchange (“NYSE”), “predating the [exchange]
itself by 48 years.”230 After the deal with BidFair closed, however, Sotheby’s
returned “to private ownership after 31 years of trading publicly on the NYSE.”231
Sotheby’s CEO, Tad Smith, stated the acquisition “will provide Sotheby’s with the
opportunity to accelerate the successful program of growth initiatives of the past
several years in a more flexible private environment.”232

After Sotheby’s announced the merger, two Sotheby’s shareholders filed suit
against the auction house alleging failure to disclose in Sotheby’s proxy statement

222 About Us: The History of Sotheby’s Auction House, SOTHEBY’S
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complete and accurate information regarding the company’s valuation and
background of the company’s proposed sale to affiliates of Mr. Drahi.233 In that suit,
the shareholders claimed Sotheby’s filed materially misleading disclosures with the
SEC.23¢ Sotheby’s stated in response that, “the vast majority of all public company
mergers over $100 million are the subject of shareholder litigation [and] the
lawsuits filed were expected and routine.”?35 These cases were subsequently
dismissed or settled around 2019.

2. Christie’s

Christie’s was founded by James Christie in London in 1766.236 Early in the
company’s history, Christie’s benefited from the instability caused by the French
Revolution as many French pieces of art made their way to the British market.237
In 1824, Christie’s gained additional notoriety with the opening of the National
Gallery in London, which featured numerous pieces purchased from Christie’s.238
In 1977, Christie’s entered the U.S. market, opening a salesroom in New York.239
Today, Christie’s has salerooms in London, New York, Paris, Geneva, Milan,
Amsterdam, Dubai, Zurich, Hong Kong, and Shanghai.240 Each year, the company
holds roughly 350 auctions in over 80 categories, including jewelry, fine arts,
photographs, and wine.24! Notable Christie’s auctions include Elizabeth Taylor’s
jewelry collection, George Washington’s personal copy of the U.S. Constitution and
Bill of Rights, and the $450 million sale of Leonardo da Vinci’s Salvator Mundi.242

In addition to public auctions, Christie’s represents clients in private sales.243
In 2005, Christie’s entered the digital market allowing potential buyers to bid
online through Christie’s Live.244
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BLOOMBERG (Jul. 19, 2019), https://www.bloomberg.com/news/articles/2019-07-19/sotheby-s-holders-
sue-over-2-7-billion-bidfair-acquisition.

234 [,

235 [

236 About Christie’s, CHRISTIE’S, https://www.christies.com/about-us/welcome-to-christies.

237 The History of Christie’s Auction House, CHRISTIE’S, https://www.christies.com/auctions/the-
history-of-christies-auction-house.

238 [
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240 About Us: The History of Sotheby’s Auction House, SOTHEBY’S
https://www.sothebys.com/en/about/our-history?locale=en.
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242 The History of Christie’s Auction House, CHRISTIE’S, https://www.christies.com/auctions/the-
history-of-christies-auction-house.

243 About Christie’s, CHRISTIE’S, https://www.christies.com/about-us/welcome-to-christies.

244 The History of Christie’s Auction House, CHRISTIE’S, https://www.christies.com/auctions/the-
history-of-christies-auction-house.
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The company is now owned by French billionaire Frangois Pinault through
his holding company Groupe Artémis.245 In 2018, Christie’s led the global art
market, generating $7 billion in total sales, “the highest ever in the history of the
auction house.”246 In 2019, the company generated $5 billion in auction sales
alone.247

In recent years, Christie’s started its own art storage business through its
subsidiary Christie’s Fine Art Storage Services with facilities in Singapore and
Brooklyn.248 The company also recalibrated its business model to better
accommodate Asian buyers’ increased participation in the art market.249 In 2017,
Christie’s sales in Asia increased 39 percent, which ultimately represented 31
percent of the global market.250 In part due to these increases and the expansion of
its online activities, Christie’s closed its South Kensington branch in London and
scaled back activities in Amsterdam.251

Beyond its substantial presence in Asia, Christie’s has a longstanding
relationship with the Russian market that dates back to the 1770s. In 1778, for
example, James Christie sold Sir Robert Walpole’s art collection to Empress
Catherine the Great, and this collection remains in the Hermitage to this day.252
The strength of this relationship has endured and in 2016, Christie’s had a 62
percent share “of the global market for Russian works of art.”253 The company also
holds the record for “the highest price ever paid for a Russian painting at public
auction — Kazimir Malevich’s Suprematist Composition, which sold for $85,812,500
in 2018.7254

245 Ted Loos, Auction Houses Find New Ways to Survive, N.Y. TIMES (Oct. 12, 2017),
https://www.nytimes.com/2017/10/12/arts/christies-sothebys-auctions.html.

246 Christie’s continues to lead the global art market, CHRISTIE’S (Feb. 7, 2019),
https://www.christies.com/features/Christies-continues-to-lead-the-global-art-market-9681-1.aspx.
247 Nicky Eaton, Christie’s Global Auction Channel Sales Total £3.9 Billion/US $5.0 Billion in 2019,
Assoc. PREss (Dec. 20, 2019),
https://apnews.com/Business%20Wire/afa3d55c49974af6ac2a34f377da8¢c6a.

248 Kelly Crow, The Ultimate Walk-In Closet, WALL ST. J. (Apr. 26, 2010),
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251 Scott Reyburn, Christie’s to Close a London Salesroom and Scale Back in Amsterdam, N.Y. TIMES
(Mar. 8, 2017), https://www.nytimes.com/2017/03/08/arts/design/christies-to-close-a-london-
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3. Phillips

Harry Phillips founded Phillips Auction House (“Phillips”) in 1796.255
Phillips first achieved “international recognition by selling paintings from the estate
of Queen Marie Antoinette and household items from Napoleon Bonaparte.”256 The
company was eventually passed to Harry’s son and remained with the family
through the 1880s and into the early 1900s.257 By the 1970s, Phillips expanded its
catalogue to include “fine art, furniture, and estate collections.”258

In 1999, Phillips was purchased by Bernard Arnualt, chairman of Louis
Vuitton Moet Hennessey, who subsequently merged the company with the auction
house of private art dealers Simon de Pury and Daniela Luxembourg.25 In 2001,
Phillips and Bonhams & Brooks confirmed they would merge all operations in Great
Britain to trade under the name Bonhams.260 This restructuring allowed Phillips,
de Pury & Luxembourg to concentrate on the high end market and transfer their
lower-end art sales to Bonhams.261 In 2002, Simon de Pury took majority control of
the company.262 Six years later, Mercury Group, a luxury retail company, acquired
a majority share in the company, and later obtained full control in 2013.263

Phillips is headquartered in London, where it conducts sales in a limited
number of categories—contemporary art, photographs, furniture, watches, and
jewelry—and advertises itself as “the most dynamic and forward-thinking auction
house.”264 The company’s business also includes special exhibitions, private sales,
and advisory and consulting services for private estates, corporate clients, and
museums.265 Phillips has ten locations around the globe, including New York, Hong
Kong, Geneva, Moscow, Paris, and Seoul.266 In 2019, Phillips had total sales
revenue of $908 million, “with private sales ending the year at $171.8 million and
marking a 34 percent gain from the previous year.”267

255 About Us, PHILLIPS, https://www.phillips.com/about.

256 [

257 I

258 [

259 I

260 Julia Finch, Bonhams and Phillips confirm merger, THE GUARDIAN (Jul. 13, 2001),
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Background Information on Phillips, de Pury & Luxembourg, REFERENCE FOR BUSINESS,
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4. Bonhams

Thomas Dodd established Bonhams in London in 1793.268 In the 1850s,
George Bonham formed a partnership with Dodd’s successor George Jones, calling
the company Jones & Bonham.269 In 2000, after five generations, the company was
re-named Bonhams & Brooks following its acquisition by Brooks auction house.270
Shortly thereafter in 2001, Brooks acquired the British operations of its rival
company Phillips.271 A year later, Bonhams acquired the American auction house
Butterfields, further expanding its global reach.272 In September 2018, the private
equity firm Epiris purchased Bonhams for an undisclosed amount.273

Bonhams “sells more jewelry lots per year than any other international
house,” making up more than 40 percent of the company’s sales.2’4 Outside of
jewelry, Bonhams specializes in low to mid-range art and antiquities as well as
classic cars.2’® The company holds more than 250 sales each year at auction venues
around the world including Edinburgh, Hong Kong, London, New York, and
Sydney.276

5. Online Auctions during the COVID-19 Pandemic

In March 2020, the United States took steps to respond to the COVID-19
pandemic with a number of jurisdictions issuing stay-at-home orders to prevent the
spread of the virus. Sotheby’s, Christie’s, and Phillips shifted to online auction
formats as in-person events were cancelled.277 To simulate an in-person auction
experience, Sotheby’s filmed their auctioneer “facing a fleet of television screens so

268 About Us, BONHAMS, https://www.bonhams.com/about_us/.

269 I
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https://www.director.co.uk/bonhams-auction-house-company-profile-1-april-2014/.
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276 Javier Espinoza & James Pickford, Bonhams snapped up by private equity group Epiris, FIN.
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10, 2020), https://www.nytimes.com/2020/07/10/arts/design/christies-auction.html.

46

Appendix F



viewers could watch as he [fielded] collectors’ phone bids placed via colleagues.”278
The auctioneer also considered real-time bids placed on the Sotheby’s website.279

These online auctions were profitable for all three houses.280 Some 80,000
people joined Christie’s July 10, 2020 auction, which sold 79 paintings and brought
in $421 million in overall sales.281 This includes Roy Lichtenstein’s Nude with
Joyous Painting that sold for $46.2 million to an anonymous bidder, roughly $16
million more than its expected sale price.282 Sotheby’s auction on June 29, 2020
brought in $234.9 million in total sales, including $85 million for a trio of Francis
Bacon works, Triptych Inspired by the Oresteia of Aeschylus.283 The three Bacon
paintings also sold to an anonymous telephone bidder.284

Phillips held their own hybrid in-person and online auction on July 2, 2020
bringing $41 million.285 Phillips CEO Ed Dolman remarked that the “sale was a
resounding statement about the strength of our market, . . . as there’s a certain
amount of huge pent-up demand if you think about the amount of money that would
have been spent in the global art market.”?86 Dolman added further, “it’s quite
obvious to us there’s a significant amount of money on the sidelines waiting to get a
chance to get back in the art market.”287

D. Art Dealers, Art Galleries, and Art Fairs

Auction houses are not the exclusive means by which collectors purchase
high-value works of art. Buyers also rely on art dealers to build their collections

278 Kelly Crow, Sotheby’s to Offer $60 Million Painting Online in New Format, WALL ST. J. (May 29,
2020), https://www.ws]j.com/articles/sotheby-s-to-offer-60-million-painting-online-in-new-format-
11590769933
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280 Kelly Crow, Roy Lichtenstein’s Nude Buoys Christie’s $421 Million Live-Stream Sale, WALL ST. dJ.
(Jul. 10, 2020), https://www.wsj.com/articles/roy-lichtensteins-nude-buoys-christie-s-421-million-live-
stream-sale-11594419000; Contemporary Art Evening Auction, SOTHEBY'S (Jun. 29, 2020),
https://www.sothebys.com/en/buy/auction/2020/contemporary-art-evening-auction?locale=en; Nate
Freeman, Phillips Scored $41 Million in a White-Glove Contemporary Evening Sale as the Auction
House Got Hip to New Online Landscape, ARTNET NEWS (Jul. 2, 2020),
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through private sales.288 In 2019, aggregate dealer sales accounted for 58 percent of
the art market by value, in contrast with auction sales, which claimed only 42
percent.289 In private sales, art dealers serve as a liaison between artists or current
owners and potential purchasers.2%0 In this role, and in exchange for a percentage
of each artwork sold, dealers often “manage an artist’s sales, network with
collectors and curators, and seek to ensure the longevity of an artist’s career by
mounting exhibitions” on behalf of their artists.291

Traditionally, art dealers conduct private sales through art galleries.292 In
2019 for example, 50 percent of dealer sales were made in galleries; the remaining
50 percent were divided between art fairs (45 percent) and online purchases (5
percent).293 Galleries represent artists through promotional activities, hosting
exhibitions, and ultimately selling their work.29¢ Primary market dealers sell works
by living artists while secondary-market dealers re-sell works “on behalf of
collectors, institutions, and estates.”2% Because auction houses tend to focus on the
secondary market, galleries execute many first-time sales and as a result play an
influential role in determining the value of individual pieces.29

Nevertheless, the historical dominance of art galleries has declined with the
increasing popularity of art fairs. Unlike the traditional gallery, which operates
from a fixed location, art fairs allow for collaboration between dealers and gallery
owners who come together for a limited time to show a wide range of pieces at
different price points.297 Art fairs provide valuable networking opportunities,
increased exposure for artists, and a bolstered image for host cities, which benefit

288 ART BASEL & UBS, The Art Market 2018 30 (2018), https://www.artbasel.com/about/initiatives/the-
art-market.

289 ART BASEL & UBS, The Art Market 2020 32 (2020),
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from increased tourism.2% Fairs also expose current collectors to many different
galleries and artists in one location, therefore avoiding the inconvenience of
traveling between different locations.299 The 2019 Art Basel Miami Beach art fair,
for example, hosted 269 galleries from 33 countries in the Miami Beach Convention
Center.300

E. Voluntary Anti-Money Laundering and Sanctions Programs in the
Art Industry

As explained earlier, under current U.S. law, the art industry is not legally
required to comply with the same anti-money laundering requirements as certain
financial institutions listed in the BSA.301 The BSA authorizes the Treasury
Secretary to require those financial institutions to file “certain reports or records
where they have a high degree of usefulness in criminal, tax, or regulatory
investigations or proceedings, or in the conduct of intelligence or counterintelligence
activities, including analysis, to protect against international terrorism.”302 In
addition, the BSA states that “in order to guard against money laundering through
financial institutions, each financial institution shall establish anti-money
laundering programs, including, at a minimum —

(A)the development of internal policies procedures, and controls;
(B) the designation of a compliance officer;

(C)an ongoing employee training program; and

(D)an independent audit function to test programs.”303

Although the provisions of the BSA do not apply to the art industry, all U.S.
citizens and companies must comply with U.S. sanctions programs.30¢ Under
IEEPA for example, any U.S. citizen or entity that conducts business with a person
on the SDN list is subject to criminal and civil liability.305

298 Y-Jean Mun-Delsalle, The Art Fair Boom Is Forever Changing the Way the Art Market Does
Business, FORBES (Apr. 7, 2016), https://www.forbes.com/sites/yjeanmundelsalle/2016/04/07/the-art-
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301 For the complete list of entities that fall under the definition of a “financial institution” and
therefore must comply with the Bank Secrecy Act, see 31 U.S.C. § 5312 (a)(2).
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305 50 U.S.C. § 1705(b)—(c).
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Despite not having a legal obligation to implement AML programs under the
BSA, the Subcommittee found that the four biggest art auction houses described
above all have voluntary AML programs in place. In addition, all four have
sanctions compliance programs. This section details the voluntary AML and
sanctions programs in place at: (1) Sotheby’s; (2) Christie’s; (3) Phillips; and (4)
Bonhams. The Subcommittee also interviewed one private art dealer who admitted
they operated with no AML or sanctions compliance programs in effect.

1. Sotheby’s

Sotheby’s informed the Subcommittee that it has a compliance department
that oversees all issues relating to money laundering, terrorist financing, tax
evasion, sanctions policies, and related litigation.306

Worldwide Policy on Money Laundering, Terrorist Financing and Tax
Evasion. Sotheby’s has a detailed, written set of rules to combat money laundering,
terrorist financing, and tax evasion. The current policy document (the “2018 AML
Policy”) “applies to all members of the Board of Directors, employees, consultants,
independent contractors, and others providing services to Sotheby’s.”307 The
document also states that “Sotheby’s 1s committed to strict compliance with all
applicable laws regarding anti-money laundering, combatting terrorist financing,
and tax evasion.”308 It further states that “if you have any concerns about the
activity of a client or legality of a transaction in which Sotheby’s is involved you
must raise those concerns with the Compliance Department immediately.”309

The 2018 AML Policy explains that “the single most effective tool in
combatting money laundering or terrorist financing is to have adequate knowledge
about our clients. We must know who our clients are regardless of whether they are
new or existing clients, occasional or regular purchasers or consignors and the
volume or value of the transaction activity.”310 The 2018 AML Policy explains that
“for all clients, new or existing, we must: (a) know the true identity of the person
or entity who owns the property or funds in question; and (b) understand the
source of the client’s funds.”3!!

The 2018 AML Policy also outlines how to deal with an agent acting on behalf
of an undisclosed principal. The document states, in pertinent part:

306 Subcommittee Briefing with Sotheby’s Employees (Oct. 25, 2018).
307 SOT-000054—78.
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310 Jd.

311 Jd. (emphasis in original).
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In the context of ordinary auction and private sale transactions with
an agent who you know or believe is acting on behalf of a principal
whose 1dentity is not disclosed, we must treat the agent as our client
for the purposes of customer due diligence and verification of
1dentification. Before you engage in transactions with agents for
undisclosed owners, (e.g., dealers who wish to keep the names of their
clients confidential from us), you must ensure that we know and trust
the agent concerned . . . In addition, you should confirm that the agent
knows personally and/or has conducted appropriate due diligence on its
clients’ identities and activities.312

The 2018 AML Policy also notes “certain clients and transactions by their
nature pose a higher risk of money laundering/terrorist financing or tax evasion.
You must consider the below risk factors in connection with every transaction, and
if you believe that your client falls within any of the following categories you must
notify the Compliance Department immediately.”313 The “higher risk indicators”
include: “clients residing in or with property/funds sourced from high-risk
jurisdictions, which are those jurisdictions listed in Annex B.”314 Annex B lists 38
countries, including Russia.315> Sotheby’s added Russia to the list of high-risk
jurisdictions in 2018; Russia was not included as a high-risk jurisdiction in its prior
AML policy.316

The 2018 AML Policy also requires enhanced due diligence for transactions
involving a politically exposed person or “PEP.”317 A PEP is defined in the 2018
AML Policy as “an individual that is, or has, at any time in the preceding year been
entrusted with a prominent public function by any state, a European Community
institution (such as the European Commission) or an international body....”318 The
definition of PEP also includes immediate family members and any “person known
to be a close associate of the PEP (such as a person who is in a close business
relationship with a PEP or a trust or company formed for the benefit of a PEP).”319
The 2018 AML Policy explains that for PEPs “the risk of money laundering is
legally presumed to be higher based on his/her position and the greater likelihood
that he/she will be exposed to corruption.”320

312 Jd.
313 Id.
314 .
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The Sotheby’s 2018 AML Policy also lists various types of “activity which may
cause concern,” which it refers to as “red-flags.”32! The 2018 AML Policy states that
“Sotheby’s may not establish or maintain a business relationship or conclude a
transaction with a client if at the time we are suspicious about money laundering,
terrorist funding, the client, the source of funds or the property or that the
transaction is part of tax evasion.”322 The 2018 AML Policy lists a number of
different types of “red-flags,” including, but not limited to the following:

e C(Client is unwilling to present requested identification documents, even after
we have given the client reasonable explanations as to why we have asked for
this information.

e C(Client refuses to provide complete and accurate contact information or
business affiliations.

e C(lient gives evasive or incomplete answers to basic, routine questions.323

The 2018 AML Policy states that “all employees are required to report any
suspicious transactions or suspected fraud to the Compliance Department.”324

Worldwide Policy on Compliance with Economic Sanctions Programs.
Sotheby’s 2016 Worldwide Policy Regarding Compliance with Economic Sanctions
Programs (the “2016 Sanctions Policy”) establishes that “no Sotheby’s employee,
wherever located, may transact with any blocked party.”325> The 2016 Sanctions
Policy explains that OFAC:

administers and enforces U.S. economic and trade sanctions against
targeted foreign countries, terrorists and terrorism-sponsoring
organizations, international narcotics traffickers, and others. The
regulations and executive orders administered and enforced by OFAC
prohibit, among other things, the engagement by U.S. persons in
transactions with, or the provision by U.S. persons of services to,
certain entities and individuals on the Specifically Designated
Nationals and other Blocked Persons List and other OFAC lists
(collectively, the “OFAC Lists”).326

The 2016 Sanctions Policy also states, “Sotheby’s must ensure that no actual
or potential client, no agent or intermediary, no beneficiary or principal whose name
it acquires in the ordinary course of business . . . are named on the OFAC Lists, are
owned 50 percent or more by one or more persons on the OFAC Lists, or any other

321 I
322 I
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326 Id.
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relevant Blocked Parties list.”327 The document instructs Sotheby’s employees to
contact the Compliance Department if they “believe that an active Sotheby’s client
1s listed on any relevant Blocked Parties lists.”328

Sotheby’s also “conducts regular screening through an automated tool to
ensure that no counterparty is on any relevant Blocked parties list. Sotheby’s also
reruns the filter against its counterparties following the release of updates to the
OFAC Lists and other relevant lists.”329 This process is monitored by the
Compliance Department.330 Sotheby’s Compliance Department also conducts due
diligence on individual transactions and requires contractual clauses and
representations from consignors and purchasers to ensure that such purchases are
consistent with Sotheby’s compliance requirements and that the real party in
Iinterest is not subject to U.S. prohibitions.

Sotheby’s Briefing. On October 25, 2018, senior employees from the Sotheby’s
Compliance Department briefed Subcommittee staff on the company’s policies and
practices. The briefing was led by Sotheby’s former Chief Global Compliance
Counsel, Head of Regulatory Affairs (“Chief Compliance Counsel”).331 She
explained to the Subcommittee that while the art industry is not technically
regulated, many regulatory environments apply to the art business.332 She
continued that Sotheby’s has a “mature and well-developed” AML and sanctions
compliance program, in which employees use a risk-based approach.333 She said the
higher the value of the art transaction, the more Sotheby’s needs to understand
about the background of the client or the ability of the client to purchase the
1tem.334

The Chief Compliance Counsel explained that, in some cases, dealers will
purchase a work of art and may subsequently sell it to another person.335 In those
instances, she stated that Sotheby’s “doesn’t have a way to get that information”
about the person to whom the dealer may subsequently sell the artwork.33¢ She
stated that, at times, Sotheby’s has asked dealers on whose behalf they are
purchasing an item, but there is an economic disincentive for dealers to provide that
information to Sotheby’s.337 The dealers believe that if Sotheby’s knew the identity
of their clients, Sotheby’s would go straight to their client and cut out the dealer.338

327 I,
328 I
329 Id.
330 Jd.
331 Subcommittee Briefing with Sotheby’s Employees (Oct. 25, 2018).
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The art dealer’s livelihood depends on protecting client information.33° Should
Sotheby’s ask a dealer to whom they may intend to resell the artwork following the
dealer’s transaction with Sotheby’s, according to the Chief Compliance Counsel, the
dealer would respond, “Are you kidding me? I'm not telling you.”340

Ultimately, according to the Chief Compliance Counsel, whether to continue
and execute a transaction with a dealer who may sell to a subsequent buyer was a
judgment call.341 If the dealer is someone Sotheby’s knows; established in the art
world; someone Sotheby’s has transacted with many times in the past; and is not
under investigation, she said Sotheby’s is likely to complete the transaction.342 If
the dealer does not meet those criteria, she said Sotheby’s would refuse to move
forward: “we’ll say there’s too much smoke here, and we’ve done that.”343

The Chief Compliance Counsel stated that in some instances, the Compliance
Department offers its counterparties the option of telling Sotheby’s Compliance
personnel who their principal is, which enhances Sotheby’s ability to perform its
due diligence and allows counterparties to protect their commercially proprietary
information. Sotheby’s has been successful in this way in encouraging
intermediaries to divulge their clients’ identities without risk of losing their
business portfolio.344 She said that Sotheby’s “has a lot of success with that,” yet
some intermediaries still refuse to disclose their principal due to a lack of trust.345
Sometimes intermediaries request before disclosing the identity of their principal a
non-disclosure agreement (“NDA”) to provide comfort that Sotheby’s would not
share the information outside of its Compliance Department.346

The Chief Compliance Counsel also discussed Sotheby’s sanctions compliance
policies.?47 She explained that Sotheby’s runs its client list through World-Check on
a daily basis to 1dentify possible sanctions violations.348 This check includes “all the
major sanctions from around the world.”349 Any hits on sanctioned entities get
flagged to the Compliance Department.350 For private sales, Sotheby’s runs the
names for both the buyer and the seller through World-Check to determine if either
are sanctioned.3*! World-Check is a database used by financial institutions to
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identify PEPs, SDNs, and other high-risk individuals and organizations.352 She told
the Subcommittee that Sotheby’s “has never transacted with an SDN or blocked
person.”353 She asserted the company has “never had a hit and never inadvertently
transacted with one.”354

The Chief Compliance Counsel also explained that Sotheby’s due diligence at
the time associated with the Subcommittee’s review into a new client or transaction
involved a risk-based analysis, which factored in the value of the transaction, the
profile on the person, and the legitimacy of why the person has the artwork or the
funds to purchase the artwork.355 At the time, Sotheby’s was aware of the risk that
the buyer may not be the UBO and dealt with that risk by reviewing the
information to which it had access and kept an eye out for red flags.356 She noted
there is a significant competitive advantage in the art world to having information
about who owns what art, and intermediaries in the art world frequently do not
want to disclose who their clients are because they do not want to be cut out of the
deal.?>” At the relevant time, Sotheby’s trusted some clients to do their own KYC of
their transactions parties. And Sotheby’s will walk away from a deal if it was not
comfortable with the responses it received.358

2. Christie’s

Global Anti-Money Laundering and Anti-Terrorist Financing Policy.
Christie’s first established an AML policy in December 2008,359 and updated it in
2014 and 2015.360 The current AML policy was updated and finalized in March
2018 (the “2018 AML Policy”).361 Christie’s former Global Head of Compliance in
London explained that the AML policy matured over the years.362

The 2018 AML Policy established know your client (or “KYC”) procedures as
a “key component of Christie’s AML Policy. This involves collecting, verifying and
keeping records of the identity of all clients.”363 The document states that
“Christie’s will request sufficient identification documentation from clients to verify
their identity using a risk-based approach. Where there is a greater perceived risk

352 See Refinitiv World-Check Risk Intelligence, REFINITIV,
https://www.refinitiv.com/en/products/world-check-kyc-screening.

353 Subcommittee Briefing with Sotheby’s Employees (Oct. 25, 2018).
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360 Christies-PSI-00000294—99 (2014); Christies-PSI-00000300—05 (2015).
361 Christies-PSI-00000001-006.

362 Subcommittee interview of Christie’s former Global Head of Compliance (Jul. 15, 2019) (also
referred to below as Christie’s “Compliance Counsel”).

363 Christies-PSI-00000001-006.
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of money laundering or terrorist financing, enhanced due diligence, client risk
reviews and KYC checks may be required.”364 The 2018 AML Policy poses two
questions for Christie’s employees to consider regarding KYC procedures:

e Am I satisfied that the person/entity I am dealing with is the
person/entity they claim to be?

e Do the circumstances of the proposed transaction give rise to a
suspicion that the property being sold or funds used for payment are
derived from criminal activity or may be used to fund terrorism?365

The 2018 AML Policy also states “for clients who are legal entities, Christie’s must
also identify the natural persons in control (e.g., directors and beneficial owners).”366
Christie’s requires certain forms of identification for individuals making purchases
or the beneficial owner of a private company, including offshore entities.367

Christie’s also notes circumstances that are considered “red flags.”368 The
document explains that red flags “are indicators of circumstances where [Christie’s]
may require further information from or about the client” and provides specific
examples.369

Sanctions Policy. The current Christie’s sanctions policy was issued on May
1, 2018.370 It states that “Christie’s is committed to complying with all Sanctions
that may apply to its business at any given time.”371 As such, employees and
representatives must not “enter into or facilitate any business, dealings, or other
activities, directly or indirectly, involving or for the benefit of Sanctioned Parties,
except where expressly approved in writing by Compliance.”372

The Christie’s Sanctions Policy delineates certain countries as high risk
countries and requires “all potential business and relationships with clients,
suppliers and other third parties in High Risk Countries [to] be referred to
Compliance prior to any business being conducted or any business relationship
being established.”3”3 The policy also states that “Christie’s will ensure that
employees in specific regions and departments exposed to dealings with High Risk
Countries received appropriate training on Christie’s Sanctions obligations.”374
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Christie’s Briefing. Employees from Christie’s U.S.-based legal department
in New York briefed Subcommittee staff on Christie’s anti-money laundering
policies and sanctions compliance, led by Christie’s General Counsel for Dispute
Resolution and Legal Public Affairs (“Christie’s General Counsel”).37> According to
her, the Legal Department acts as a “helicopter parent,” serving as an independent
check on Christie’s business activities.37¢ She noted that the AML policy applies to
all employees, including client-facing employees, because Christie’s “wants [all
employees] to know they are responsible for [compliance] issues.”377 The Legal
function serves as “an independent check away from the business to look at all
decision being made” to ensure appropriate compliance.3’8 The Compliance
Manager for the Americas added that there are “conversations between [client-
facing] front line staff to alert [Legal] to red flags.”3™ He continued that “if a client
gives [client-facing staff] pushback it would be an immediate escalation to Legal.”380
Regarding Christie’s AML policies, Christie’s General Counsel noted that they are
applicable to all Christie’s employees globally.38! Additionally, all Christie’s
employees receive training on the policies.382

Christie’s General Counsel noted that the Legal Department has the ability
to “restrict” clients — such as sanctioned individuals.383 Restricting a client “blocks”
them globally from transacting with Christie’s.384¢ Only the Legal Department is
able to place or remove these restrictions.38> The decision to restrict someone with
derogatory information is simple; the Legal Department can simply say “no” and
restrict that individual from transacting with Christie’s.38¢ If information is less
clear, the decision is escalated to the head of the compliance department through a
report.387 If necessary, the issue can subsequently be escalated to the General
Counsel in London or further to the Deputy CEO for a decision.388

37 Subcommittee Briefing with Christie’s Employees (Feb. 8, 2019).
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3. Phillips

Worldwide Anti-Money Laundering Policy. Phillips provided the
Subcommittee with its AML policy (the “Phillips Policy”), which stated that Phillips
employees “must report any knowledge or suspicion to the appropriate Phillips
Anti-Money Laundering Officer, who then decides whether to make a report to the
relevant authority.”389 The Phillips Policy first asks employees to require new
clients to submit certain forms of government-issued identification.?% The Phillips
Policy also notes that “key questions to ask include:

e Is the consignor or buyer reluctant to provide personal information?

e Isthere any suggestion that the client is evading, has evaded or will evade
taxes?

e Who is the beneficial owner of the property if it is consigned by an off-shore
company?”391

The Phillips Policy also includes a section entitled “Red Flags,” which explains “if
any of the following ‘Red Flags’ appear and there is no reasonable explanation for
the particular Red Flag such that the employee is concerned about the client or
transaction, the matter MUST be referred immediately in writing and by telephone
to the appropriate Anti-Money Laundering Officer.”392 The Phillips Policy continues
with a list of “what to look for,” such as:

e C(Client provides unusual, inconsistent, or suspicious identification; and

e C(Clients from certain high risk jurisdictions, particularly if wanting to pay
from a local bank (e.g., Iran, North Korea, Algeria, Myanmar, Syria,
Indonesia, Yemen).393

While the Phillips Policy did not include instructions regarding compliance with
sanctions, Counsel for Phillips explained that sanctions compliance was considered
a component of Phillips anti-money laundering compliance program, noting Phillips’
compliance training from as early as 2011 covered risks and compliance protocols
related to sanctions.394

Phillips Briefing. Subcommittee staff received a briefing from Phillips
General Counsel based in London.3% He explained that the company’s policies have
developed over time.396 He stated that Phillips generally followed what the rest of
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396 I

58

Appendix F



the art industry was doing with regard to AML policy.397 Looking forward, he noted
that Phillips was working on incremental steps towards a better policy—based on
some of the same obligations imposed on banks regarding enhanced customer due
diligence.398 He said he believes this will lead to increased transparency from
clients.399 As such, Phillips’ General Counsel stated he believed clients will not be
surprised when Phillips begins asking for additional due diligence information,
including ultimate beneficial owner information.400

Anti-Money Laundering, Sanctions & Counter-terrorism Financing Policy.
Phillips’ General Counsel also explained to the Subcommittee that in late 2018,
Phillips was preparing to update its AML policy.401 The current policy was issued
on November 6, 2018 and included instructions on: Money Laundering; Sanctions;
Due Diligence Process; Frequently Asked Questions; and Client Identification
Checklist and Screening Requirements.402 Counsel for Phillips stated “the issuance
of the policy was then followed by mandatory training in all sale sites in 2018 for all
staff.”403 Phillips’ counsel continued:

Phillips currently screens all sellers and buyers—whether existing or
new—against sanctions databases. In addition, [art] agents are
required to identify their principal and provide Phillips with KYC
documentation in relation to themselves and their principal. Phillips
insists upon ultimate beneficial ownership (UBO) information for all
companies and does not rely upon third parties to carry out KYC—it is
all handled in house. Phillips does not pay out to sellers and does not
issue invoices to buyers without having full KYC documentation.404

4. Bonhams

Summary Controls & Procedures Manual. In April 2018, Bonhams U.S.
issued its Bonhams U.S. Group Summary Controls & Procedures Manual (the “2018
Bonhams Manual”) to ensure “that Bonhams and our stakeholders reduce the risk
of fraudulent transactions and are compliant with all appropriate regulatory and
taxation requirements.”405 The 2018 Bonhams Manual explained that the company
would employ “a risk-based approach to AML [that] involves assigning different
categories of risk (e.g. low, medium, high) to various types of client[s]. We have
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to the Subcommaittee; Email from Counsel for Phillips to Subcommittee staff (Mar. 19, 2020).
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adopted such an approach, giving particular regard to our circumstances, such as
our commercial activity, our range of clients and the registration process.”40¢ The
2018 Bonhams Manual identifies the following risk areas:

Type of client — Is the client a private individual or corporate entity?
Is the client acting as a principal or agent? Are they an existing or
new client? Are you visiting the client in their home or are you seeing
them for the first time when they have walked in off the street?

Type of customer — Is the customer present at the sale? Does the
customer mix business and private transactions?

Geographical — Where is the client situated?

Transaction/Payment type — How does the buyer settle his/her
mvoices? How is the vendor paid?

Ongoing monitoring (Behavior) & other risk factors

e Is the transaction consistent with the client’s payment history?

e Is there any unusual or erratic behavior displayed by the client?

e Are there any indicators that raise concerns that the transaction is
suspicious?

e A combination of the various criteria should help determine the
client’s risk category?407

The 2018 Bonhams Manual continues:

However, it is ultimately the member of staff’s professional judgment
that will determine whether a client or particular transaction requires
further examination.

The higher the risk level of the client, the more scrutiny should be
applied before entering into business relations with a client. If it
doesn’t “Smell” right, tell us!408

The 2018 Bonhams Manual also requires that a vendor provide identification.
Further, an “agent as consignor...should disclose to [Bonhams] who their ‘principal’
1s (especially if that person is not signing the contract) in...the Master Consignment
Agreement (MCA) before the agent signs.”409 The document continues: “Bonhams
should request or seek confirmation of agency or representation relationship (as
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between the agent and principal) either by confirming with the principal or
requesting documentary support thereof from the agent.”410

Bonhams Briefing. In a briefing with Subcommittee staff, Bonhams U.S.
Counsel, along with outside counsel, explained that prior to the 2018 Bonhams
Manual, Bonhams U.S. counsel communicated AML policies to staff during
briefings and trainings.4! Bonhams U.S. Counsel noted that until 2016, most of the
Bonhams U.S. staff was based in San Francisco, which made communication much
easier.42 She said there was not a need for PowerPoint presentations on AML
compliance because “everyone was sitting around the same desk.413”

Bonhams U.S. Counsel told the Subcommittee that, historically, Bonhams
U.S. did not check its clients against OFAC’s SDN list or any other sanctions
lists.414 Rather, Bonhams U.S. relied on AML and sanctions checks that its
financial institutions perform.4> According to Bonhams U.S. Counsel, the company
would not knowingly engage in transactions with family members of sanctioned
individuals.41¢ Additionally, she represented that Bonhams U.S. would not conduct
business with art agents or advisors who were known to represent sanctioned
individuals.417

5. Private Art Dealer

The Subcommittee also investigated private art sales, as further explained
below. In reviewing those transactions, the Subcommittee interviewed a private art
dealer based in New York (the “Private Dealer”).418 The Private Dealer has thirty
years of experience in the art market, having studied at major universities and
worked at many art galleries and major art auction houses

The Private Dealer explained that, at the time the transaction described
below took place, she had no written AML or sanctions policies.4!® The Private
Dealer explained that she had not received any AML or sanctions-related training
at any of the galleries or art auction houses at which she previously worked.420
When asked whether she had a legal obligation to question the origin of the funds
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used to purchase a piece of art, the Private Dealer responded that she did not.421
She explained that in the art industry, questioning the source of funds would be
considered contrary to industry standards and norms at the time—although she has
done it on occasion—and that art agents and intermediaries would not want to
provide that information because of confidentiality and privacy concerns of both the
art agents and intermediaries and their clients.422 She noted, however, that most of
her clients are American and that she knows the identity of the ultimate buyer in
the “majority” of her transactions.423

The Private Dealer explained that over the years, her practices regarding
AML have significantly changed, but since the art industry is not regulated in the
United States, she has had to self-regulate, rely on the advice of lawyers with
expertise in AML and other related areas, and look for potential red flags in
transactions, including with respect to the provenance of art pieces, in addition to
relying on her gut.424 To that end, she said that if something does not feel right, or
she does not know someone personally or through their reputation, she will not do
business with them.425
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III. ROTENBERG CASE STUDY: USING OFFSHORE COMPANIES,
LAWYERS, AND ART ADVISORS TO MASK OWNERSHIP

Evidence examined by the Subcommittee suggests that the Rotenbergs used
shell companies to mask their identities in transactions for high-value art both
before and after being sanctioned by the United States. To form and manage those
shell companies, the Rotenbergs appear to have used the services of attorney Mark
Omelnitski and his company, the Markom Group. In addition, they also appear to
have relied on art advisor and dealer Gregory Baltser, a U.S. citizen, to act as their
representative in the art world to conceal their identities and involvement in
particular art transactions, especially after becoming subject to U.S. sanctions.

Due to the lack of transparency in the art industry and in the formation and
operation of shell companies, the evidence demonstrating the links between the
Rotenbergs, their shell companies, Mr. Omelnitski, the Markom Group, and Mr.
Baltser is not completely certain. Throughout the Subcommittee’s investigation,
witnesses interviewed by the Subcommittee claimed uncertainty and ignorance.
One Sotheby’s employee even told the Subcommittee she was untruthful to her
employer when she previously stated that Mr. Baltser told her he represented
Arkady and Boris Rotenberg. Regardless, the transactions outlined below represent
the movement of millions of suspect U.S. dollars across international borders to
purchase art, the investment of funds in U.S. assets with substantial rates of
return, and a successful weakening of the impact of U.S. sanctions.

A. Attorney Mark Omelnitski and the Markom Group

Evidence suggests that the Rotenbergs were assisted in their efforts to evade
U.S. sanctions by Mark Omelnitski, one of the founders of the Markom Group.
Mark Omelnitski is a British citizen who was born in Moscow, Russia.426 The
Rotenbergs reportedly used Mr. Omelnitski’s services to set up a number of offshore
shell companies.427

In 2019, a Markom Group website identified Mr. Omelnitski as the Head of
Compliance and Client Relations and a member of the Management Committee of
the Markom Group.42® That website is no longer active and is only available
through internet archives. On the archived website, Mr. Omelnitski was described
as “a co-founder of Markom Group, Mark is Managing Director of Markom
Management Limited, a founding company of the group. Mark is a member of a
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427 Sean O’Neil & Tom Parfitt, How Putin’s cronies moved millions around the world, LONDON TIMES
(Apr. 5, 2016), https://www.thetimes.co.uk/article/how-putins-cronies-moved-millions-around-the-
world-jbegjh9vr.
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number of professional bodies and has over 20 years’ experience in fiduciary
services, corporate management, project administration, real estate, investment,
and finance.”429

The archived Markom Group website also stated that the organization was “a
group of companies established in 2004, which provides global fiduciary, trust,
corporate business management, project administration and real estate investment
services.”430 According to the archived website, the Markom Group included
Markom Management Limited, described as:

[TThe founding company of Markom Group. It provides fiduciary,
management, administration, bookkeeping, and accounting services
relating to the UK, Malta, Hong Kong, Luxembourg, the Isle of Man,
British Virgin Islands, and St. Lucia registered companies,
partnerships and private equity funds. Markom Management Limited
is authorized by [Her Majesty’s Revenue and Customs] of the United
Kingdom to provide trust and corporate administration services under
AML Regulations Act.43!

In addition to reviewing the archived Markom Group website, during the
course of its investigation, the Subcommittee also obtained a copy of the Markom
Group of Companies Staff Handbook (5th Edition). That document stated:

Markom Group is a group of six companies registered in different
jurisdictions providing fiduciary, trust, corporate business
management, corporate business administration, and real estate
services. With headquarters based in Tortola on the British Virgin
Islands, we also have offices in the United Kingdom, Cyprus, Spain,
and New Zealand, and provide extensive services in more than 30
countries around the world. At Markom Group, we provide a variety of
services that go beyond the common concept of corporate and fiduciary
services. We bring business services together with the latest financial,
corporate, and investment expertise.432

The Markom Group handbook includes a Company Price List for the creation
of companies in the following jurisdictions: United Kingdom; British Virgin Islands;
Marshall Islands; Seychelles; Republic of Panama, and Cyprus.433 The specific

429 [l
430 Markom Group, (Jul. 26, 2019),
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prices for services provided in the United Kingdom and British Virgin Islands are as
follows:434

Description Cost
(in Euros)

United Kingdom
Incorporation of a company in the United Kingdom with standard 1000
Memorandum and Articles of Incorporation and standard Share
Capital

Annual Management of Company in the United Kingdom and 2200

provision of Registered Address

Annual Management of Company in the United Kingdom and 3500

provision of Registered Address and Company Officers

Annual Management of Company in the United Kingdom and From
provision of Registered Address and Company Officers with full 31,200
admin, invoicing, cash management, and annual filing

Incorporation of a Limited Liability Partnership in the United 1200

Kingdom with standard Limited Liability Partnership Agreement

Annual management of Limited Liability Partnership in the United 2500

Kingdom and provision of Registered Address

Annual management of Limited Liability Partnership in the United 3750

Kingdom and provision of Registered Address and Nominee Members

Annual management of Limited Liability Partnership in the United From

Kingdom and provision of Registered Address and Nominee Members 31,200
including full admin, invoicing, cash management, and annual filing

Description Cost
(in Euros)
British Virgin Islands
Incorporation of a Company in the British Virgin Islands with 1000

standard Memorandum and Articles of Incorporation and standard
Share Capital

Annual Management of the Company in the British Virgin Islands 1200
and provisio