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Date of Hearing:

ASSEMBLY COMMITTEE ON BANKING AND FINANCE
Matthew Dababneh, Chair
AB 1575 (Bonta) — As Amended April 13, 2016

SUBJECT: Medical cannabis

SUMMARY: Makes changes to the Medical Marijuana Reguliadiod Safety Act (MMRSA)
Specifically,this bill:

1) Renames MMRSA to the Medical Cannabis Regulati@hSafety Act (Act).

2) Requires the State Board of Equalization (BOEptonfan advisory group made up of
representatives from financial institutions, thedimal cannabis industry, law enforcement,
and state and federal banking regulators.

3) Mandates the BOE to submit a report to the Legistaby July 1, 2017 with proposed
changes to state law or regulations that will inweréinancial monitoring of medical
cannabis and improve compliance with federal law.

4) Requires The Department of Business Oversight (DiB@)eate an enhanced financial
monitoring certification for entities licensed puasit to the Act that further enables those
entities to comply with the federal banking reguas under the federal Bank Secrecy Act
(BSA). Further requires DBO to consider includieguirements to use electronic financial
monitoring that enables real-time sales inventoagking and other tools that allow a bank or
credit union to readily access information theyraauired to monitor under the federal
BSA.

5) Allows DBO to collect fees from applicants requegtthe enhanced financial monitoring
certification in an amount sufficient to fund thetweal reasonable costs of implementation.

6) Specifies that a financial institution that prodsdeancial services to a licensee under the
Act is exempt from any criminal law of this stgpeovided that the financial institution has
verified the licensee has a valid license in gdadding.

7) Makes numerous other changes to MMRSA.
EXISTING STATE LAW:

1) Prohibits the possession, possession with intesgltpcultivation, sale, transportation,
importation, or furnishing of marijuana, excepidserwise provided by law. (Health and
Safety Code (HSC) 88 11357, 11358, 11359, and 11360

2) Prohibits prosecution of a patient or a patientismpry caregiver for possessing or
cultivating marijuana for personal medical purposkthe patient upon the written or oral
recommendation or approval of a physician. (HS(1362.5)

3) Provides that qualified patients, persons withdralentification cards, and their designated
primary caregivers who associate in order to ctilety or cooperatively cultivate
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marijuana, are not subject to criminal liabilityedg on that basis, until one year after the
Bureau of Medical Marijuana Regulation (Bureau)ibgegssuing licenses under the ACT.
(HSC 8§ 11362.775)

4) Enacts the Act, which provides for the state liceasnd regulation of commercial cannabis
activities, including cultivation, possession, miawture, processing, storing, laboratory
testing, labeling, transporting, distribution, aade of medical cannabis or medical cannabis
products. (Business and Professions Code (BPOB80et seq)

5) Establishes the Bureau within the Department ofS0orer Affairs (DCA), and requires the
Bureau, the California Department of Public He&@PH), and the California Department
of Food and Agriculture (CDFA) to administer thetAnd promulgate regulations for
implementation of the act. (BPC § 1936tGseq)

6) Vests in the DCA the sole authority to create, @ssanew, discipline, suspend, or revoke
licenses for medical marijuana activities, inclugiitenses for dispensaries, distributors, and
transporters. Prohibits a licensee from holdingartban one license except as specified.
(BPC 88 19302.1, 19328)

7) Allows the Bureau to convene an advisory commitbegdvise the Bureau and licensing
authorities on the development of standards analadgns, including best practices and
guidelines to ensure qualified patients have adecaecess to medical marijuana and
medical marijuana products. (BPC § 19306)

8) Provides that the actions of a licensee permittedyant to both a state license and a license
or permit issued by the local jurisdiction followjithe requirements of the applicable local
ordinances, and conducted in accordance with therscnot unlawful under state law.

(BPC § 19317)

9) Prohibits a person from engaging in commercial eisactivity without possessing both a
state license and a local permit or other authtbazaipon the date of implementation of
regulations by the licensing authority. (BPC 82@3

10)Requires an applicant for a state license to, anodtimgy things, submit fingerprints to the
Department of Justice, and provide documentatgsudd by the local jurisdiction, certifying
that the applicant is in compliance with all looatlinances and regulations; evidence of the
legal right to occupy the proposed location; foplagants with 20 or more employees,
provide a statement that the applicant will eméo,ior already has entered into, a labor
peace agreement; a seller's permit number; and spleeified information. (BPC § 19322)

11)Requires applicants seeking licensure to cultiwdistribute, or manufacture medical
cannabis, to include a detailed description ofapplicant's operating procedures for all of
the following as required by the licensing authorit) cultivation; 2) extraction and infusion
methods; 3) transportation procedures; 4) invenpoogedures; and 5) quality control
procedures. (BPC § 19322)

EXISTING FEDERAL LAW

The Financial Recordkeeping and Reporting of Cyeand Foreign Transactions Act of 1970
(31 U.S.C. 5311 et seq.) is referred to as the B3w. purpose of the BSA is to require U.S.
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financial institutions to maintain appropriate reand file certain reports involving currency
transactions and a financial institution’s customsationships. Currency Transaction Reports
(CTRs) and Suspicious Activity Reports (SARS) & primary means used by banks to satisfy
the requirements of the BSA. The recordkeepingleggns also include the requirement that a
financial institution’s records be sufficient toadle transactions and activity in customer
accounts to be reconstructed if necessary. Ingdaina paper and audit trail is maintained.
These records and reports have a high degree faflnsgs in criminal, tax, or regulatory
investigations or proceedings.

The BSA consists of two parts: Title | Financiald@edkeeping and Title Il Reports of Currency
and Foreign Transactions. Title | authorizes3keretary of the Department of the Treasury
(Treasury) to issue regulations, which require ieddinancial institutions to maintain certain
records. Title Il directed the Treasury to prdseniegulations governing the reporting of certain
transactions by and through financial institutiomexcess of $10,000 into, out of, and within the
U.S.

The Treasury’s implementing regulations under t8&ARre included in the FDIC’s Rules and
Regulations and on the FDIC website. The implemgntegulations under the BSA were
originally intended to aid investigations into anag of criminal activities, from income tax
evasion to money laundering. In recent yearsreperts and records prescribed by the BSA
have also been utilized as tools for investigatiividuals suspected of engaging in illegal drug
and terrorist financing activities. Several actd eegulations expanding and strengthening the
scope and enforcement of the BSA, anti-money latumgléAML) measures, and counter-
terrorist financing measures have been signedamt@and issued, respectively, over the past
several decades. Several of these acts include:

1) Money Laundering Control Act of 1986
2) Annuzio-Wylie Anti-Money Laundering Act of 1992
3) Money Laundering Suppression Act of 1994

4) Money Laundering and Financial Crimes Strategy ¢¥ct998.

Most recently, the Uniting and Strengthening Ameetiy Providing Appropriate Tools Required
to Intercept and Obstruct Terrorism Act (more comipd&nown as the USA PATRIOT Act)
was enacted by Congress in October 2001, in resporthe September 11, 2001 terrorist
attacks. The USA PATRIOT Act established a hostef measures to prevent, detect, and
prosecute those involved in money laundering amdrist financing

The Controlled Substances Act (CSA) (21 U.S. Co8&3®)is the federal drug policy that
regulates the manufacture and distribution of adle substances such as hallucinogens,
narcotics, depressants, and stimulants. The CS#yeoares drugs into five “Schedules” or
classifications based on their potential for abgsastus in international treaties, and any medical
benefits they may provide. Drugs classified in $ithe 1 are considered the most harmful
substances with no medical benefits, and the esstethd from there. Marijuana is listed as a
Schedule 1 drug.
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FISCAL EFFECT: Unknown

COMMENTS: AB 1575 makes numerous changes to the currgaotatry scheme for medical
cannabis. The Assembly Business and Professionsri@itee recently heard this bill and
examined the various changes impacting areas uinegurisdiction of that committee. This
analysis will focus on those items in AB 1575 timapact banking and finance issues.

AB 1575 would do four key things around the isstibamking medical cannibas businesses
(MCBs)

1) Advisory Group: BOE would form an advisory groupae up of representatives from
financial institutions, the medical cannabis indystaw enforcement, and state and federal
banking regulators.

2) Reporting: BOE is required to submit a reporte Legislature by July 1, 2017 with
proposed changes to state law or regulations thlatvprove financial monitoring of
medical cannabis and improve compliance with fddava

3) Creation of special monitoring certification: Reggsi DBO to create an enhanced financial
monitoring certification for entities licensed puasit to the Act that further enables those
entities to comply with the federal banking regwlas under the federal BSA. Further
requires DBO to consider including requirementage electronic financial monitoring that
enables real-time sales inventory tracking andrdtiws that allow a bank or credit union to
readily access information they are required to itoominder the federal BSA.

4) Protection of criminal Liability: A financial ingution that provides financial services to a
licensee under the Act would be exempt from anyicral law of this state.

An obstacle faced by those operating MCBs in Calitois the lack of banking services.
Businesses ranging from dispensaries to growergpaliating within California's legal
framework have faced the closure of bank accountteoial of new accounts. This has led to
fees and taxes being paid at government offices arge bags of cash that only raise further
suspicion or create security concerns.

On February 14, 2014 the FInCEN issued guidande-@gal14-G001) to clarify BSA

expectations for financial institutions seekingtovide services to cannabis-related businesses.
Financial institutions and those in the legal cdmsausiness hoped that the guidance would
provide greater clarity and potentially open up enfimancial institutions for access.
Unfortunately, the guidance only added further asidn and did little to eliminate the risk faced
by financial institutions.

Banks are required to file SARs when they think theransaction might have an illegal
connection such as drug trafficking. Rather thanfy the existing SAR process for legal
cannabis businesses the new guidance outlinesttars®f SARs to use just for cannabis
businesses: “cannabis limited,” “cannabis priotignd “cannabis termination.” In spite of
expanding paperwork requirements FINCEN was quiotéte press as saying that these changes
would reduce the burden on banks. Almost two ya#ies the issuance of this guidance,
financial institutions are still hesitant to opestaunts for legal cannabis businesses whether
they are in California or other states that hagallenedical or recreational cannabis.
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The current federal enforcement policy concerntagesdegalized cannabis activity is contained
in the Cole memo. This memo provides guidancederal enforcement authorities giving the
status of cannabis as legal for medical or rearatiuse in several states. The Cole memo
illuminates how federal prosecutorial resources$ balfocused on the issue of cannabis by
providing the following enforcement priorities:

1) Preventing the distribution of cannabis to minors;

2) Preventing revenue from the sale of cannabis fromggto criminal enterprises, gangs, and
cartels;

3) Preventing the diversion of cannabis from statesre/lit is legal under state law in some
form to other states;

4) Preventing state-authorized cannabis activity flmimg used as a cover or pretext for the
trafficking of other illegal drugs or other illegattivity;

5) Preventing violence and the use of firearms inctiigvation and distribution of cannabis;

6) Preventing drugged driving and the exacerbatiootloér adverse public health consequences
associated with cannabis use;

7) Preventing the growing of cannabis on public lazdd the attendant public safety and
environmental dangers posed by cannabis produetigrublic lands; and

8) Preventing cannabis possession or use on fedenaéiy.

This list of priorities would seem to blunt any angents that the federal government is looking
to override the state laws that allow some useanhabis. Yet the Cole memo also includes the
following language left open to broad interpretatio

If state enforcement efforts are not sufficientligust to protect against the harms set forth
above, the federal government may seek to challgregeegulatory structure itself in
addition to continuing to bring individual enforcent actions, including criminal
prosecutions, focused on those harms.

The FINCEN guidance and the Cole memo do not peocaidafe harbor to financial institutions,
but rather outline a series of actions that ultghaare not a guarantee that an institution could
face sanction. Furthermore, financial institutifese the uncertainty that should federal
enforcement of drug laws increase, even with $éatel marijuana legalization, that they run the
risk of having assets seized or frozen, particylasisets that have been used as collateral for
loans and lines of credit with financial institutg Without a change to the status of cannabis as
a Schedule | drug at the federal level, busineleggd under state law will continue to operate in
a murky area where enforcement of federal law Ig ag consistent as federal policy, versus
statute, wants it to be.

Fourth Corner Credit Union was established to sdérgecannabis business in Colorado but was
unable to get access to the Federal Reserve Sgstemitimately filed legal action against the
Federal Reserve Bank of Kansas CRgurth Corner Credit Union v. Federal Reserve Bai
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Kansas City (D. Colo., 15-cv-01633n January of 2016 the case was dismissed. |oriher
dismissing the case, the presiding judge offereddlowing in relation to the Cole Memo and
FInCEN guidance:

Plaintiff contends that the FInCEN guidance andebmlemorandum already provide
federal authorization to financial institutions serve MRBs. Therefore, offering to serve
MRBs only if authorized by federal law is somettohg sleight of hand. The problem is,
the FInCEN guidance and Cole memorandum do notbiinige sort. On the contrary,

the Cole memorandum emphatically reiterates thattianufacture and distribution of
marijuana violates the Controlled Substances Aatl that the DOJ is committed to
enforcement of that Act. It directs federal pragecs to apply certain priorities in
making enforcement decisions, but it does not chdmg law. The FINCEN guidance
acknowledges that financial transactions involviMBBs generally involve funds derived
from illegal activity, and that banks must repanth transactions as “suspicious
activity.” It then, hypocritically in my view, siriifjes the reporting requirements. In
short, these guidance documents simply suggesptbaécutors and bank regulators
might “look the other way” if financial institutiadon’t mind violating the law. A
federal court cannot look the other way. | regahné situation as untenable and hope that
it will soon be addressed and resolved by Congress.

An initial analysis of the decision makes it cldzat the creation of a state licensed bank or
credit union created for the purpose of servicingB4 is not a legally viable option until federal
law is changed.

The difficulties of banking MSBs has become maguifas many other states have legalized
marijuana either by expanding medical marijuanayesa the full scale legalization such as in
Colorado. In response to this growth several cangsahave created banking alternatives
designed to provide electronic transactions for M@Bd assist with FInCEN a@ble Memo
requirements. These alternatives range from Kigsé interface systems that allow customer
payment and order without exchanging cash at th& MQnobile phone applications that
service as a digital wallet to allow customersag with their phone from an account that is
preloaded with funds. Many of these systems aislude inventory management, product
tracking and customer transaction tracking in &napt to comply with the requirements under
federal anti-money laundering laws. A recent &t{€ebruary 16, 2016) in The New York
Times,As Marijuana Sales Grow, Start-Ups Step In for WBayksstated:

Most of the start-ups trying to help with this pleri are focuses in one way or another,
on tracking every detail of every purchase in aeswphisticated way. Careful record-
keeping can answer the concerns of banks worrieditaliolating anti-money
laundering laws.

Careful record keeping can assuage concerns abtwrhaney laundering violations, but it
would be overly simplistic to state that finandratitutions are concerned only with this one
aspect given the various concerns already outiiméitis document.

Marijuana’s inclusion under the CSA leaves stai#is legalized marijuana, whether for medical
or recreational use, in a difficult position whargy potential safe harbor is only as good so long
as federal enforcement of the CSA ignores stattdslegalization. However, financial

institutions face this problem even more directhg do their regulatory nexus with the federal
government via the need for deposit insurance aoess to the Federal Reserve. These are not
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the only considerations, as previously banking la&gus have urged banks to avoid reputational
risk involved with banking certain "high risk" atibgh legal, industries.

The current difficulties will only increases expaotially. The implementation of California's
medical marijuana regulations and the prospeatlb&tale legalized recreational use will
expand the volume of business and state licensieg) Will need to be paid in addition to taxes
and potential local fees. The payment of licen$a®g and taxes will remain problematic until
the banking question is answered. MMRSA requiremgial and yearly licensing fee which is
likely to be paid in cash unless a solution is heglc Media reports suggested that cities and
counties throughout the state are considering iaddit marijuana fees and taxes, yet these
jurisdictions will have to deal with large amoupfscash to cover these payments. These are
obstacles for the current legal medical marijuanustry.

However, the essential deciding factor that wikomp access to banking would be either a
change of the CSA to remove marijuana from theoligtontrolled substances or the creation of a
safe harbor for financial institutions that offecaunts to state legalized MCBs.

Discussion:

The Assembly Banking & Finance Committee condueatedversight hearing on February"29
2015,Banking the Medical Cannabis Industrigased on witness testimony provided from a
wide range of stakeholders financial institutidé®se many obstacles in banking MCBs. A
limited number of financial institutions bank MCBsmetimes unknowingly. The hearing
confirmed what the research already suggestsstagg laws and regulations are not the obstacle,
nor necessarily the solution for banking MCBs. Heatfederal law creates heightened risk and
until federal law is changed that risk cannot d/fonitigated by changes to state law.

The banking related provisions of AB 1575 are peatatic from both an implementation
standpoint and their actual impact. The followarg issues requiring attention.

1) The requirement for DBO to create an enhanced ¢iahmonitoring certification so
licensees under the Act can comply with federakbapregulations creates a quasi-licensing
scheme without providing DBO with appropriate en@onent authority. Additionally, it
lacks detail on how the certification process woutttk and whether DBO could pass
regulations.

No other financial services licensing law providesertification. Furthermore, this provision
would place MCBs that are not financial servicatesst under partial authority of DBO.

This would set a precedent of allowing a financggjulator to have oversight over what are
effectively wholesale and retail operations of fimancial entities.

A certification may also inadvertently give MCBdsia security in that they could interpret
the certification as protecting them from liabilttyat could occur do to federal law. The
potential costs of such a program could limit d¢edtion, assuming certification provides
any value, to large MCBs that can afford an addéldevel of costs. Finally, it requires a
state regulator to certify activity that could hagct to federal enforcement action.

2) AB 1575 would exempt a financial institution thabpides financial services to a licensed
MCB from any criminal law of the state. As note@vously, the difficulty in banking
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MCBs is due to federal law. Staff is unaware of atate level banking enforcement actions
against MCBs or a financial services provider.

The state of Oregon recently passed a very sitillaio remove criminal liability for

financial institutions that serve MCBs. The Oredggislation for which this section mirrors
provides no real benefit from the underlying probl@nd that is federal law. Staff believes
that such an approach will only provide a falsessesf hope to MCBs and that ultimately it
will not do anything to change the current situatid\ state law is also unable to provide any
legal immunity from federal law. Finally, this $ien has a major drafting problem in that it
would exempt a financial institution "from any ciimal law" even if the law is unrelated to
MCBs activities.

3) The requirement that BOE form an advisory groupughoclude DBO as they are the chief
regulator of financial institutions and other fic#al service providers in the state.

Amendments:

Based on the issues outlined previously, staffmenends the following amendments to Section
8 of the bill.

Section 19310.5. of the B&P Code:

(a) Itis the intent of the Legislature to enastatute that improves the medical cannabis
industry’s ability to comply with federal law andgulations that would allow improved access
to banking services.

(b) (1) The State Board of Equalizationconjunction with the Department of Business
Oversight shall form an advisory group made up of represe@mfrom financial institutions,
non-bank financial service providers, the medical cannabis industry, law enforcemernd,state
and federal banking regulators. By July 1, 20&h&,koardn conjunction with department shall
submit a report to the Legislature with-prepeseaingfes-to-state-taw-orregulations

recommendations from the advisory group that will improve financial monitoring of medical

cannabis businesses—and-improve-compliance-watrdablaw.

(2) A report submitted pursuant to paragraph (&)ldle submitted in compliance with Section
9795 of the Government Code. The requirement fomstting a report imposed in paragraph (1)
is inoperative on July 1, 2021, pursuant to Sectio?31.5 of the Government Code.
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REGISTERED SUPPORT / OPPOSITION:
Support

Consortium Management Group
Opposition

1 individual

AnalysisPrepared by: Mark Farouk / B. & F. / (916) 319-3081



