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ACH Compliance
Survival Guide: Part 2

Navigating KYC/AML Requirements, Return Codes, and
Third-Party Sender Compliance

ACH payments are a vital part of business operations, but ensuring compliance
goes beyond the basics of NACHA rules. In Part 2 of this survival guide, we tackle
the important topics of Know Your Customer (KYC) and Anti-Money Laundering
(AML) regulations, the intricacies of ACH returns and reversals, and the often-
overlooked area of third-party sender compliance.
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Chapter 1: Know Your Customer (KYC) and Anti-
Money Laundering (AML) Compliance

When processing ACH payments, compliance with KYC and AML regulations is critical to
preventing fraud, money laundering, and other financial crimes. Ignoring these regulations
can lead to hefty fines and damage your reputation.

1.1 The Importance of KYC and AML Compliance

KYC regulations are designed to ensure that businesses verify the identity of their customers before
processing payments. AML laws work to detect and prevent money laundering and other illicit activities.
ACH payments are not exempt from these compliance requirements, and failure to comply can result in
significant legal penalties.

W Regularly update your KYC processes to meet current regulatory standards.

This includes performing customer due diligence (CDD) and enhanced due
diligence (EDD) for higher-risk customers.

1.2 Customer Identification Program (CIP)

Every business processing ACH payments should implement a Customer Identification Program (CIP) as
part of its KYC efforts. This program outlines the procedures for identifying and verifying customers, which
typically involves:

» Obtaining Identifying Information: This includes gathering basic information such as name,
address, date of birth, and tax identification number for businesses.

 Verifying Identity: Use third-party verification services to cross-check customer details against
official records or databases.

» Ongoing Monitoring: Regularly monitor transactions for unusual activity or patterns that could
indicate fraud.

W Automate KYC processes where possible to streamline verification and

ensure that no customer is overlooked. Use digital identity verification tools
to reduce manual errors and speed up the onboarding process.

1.3 AML Screening and Suspicious Activity Reports (SARs)

Anti-Money Laundering (AML) compliance requires businesses to screen ACH transactions for
suspicious activity. This includes flagging large or unusual transactions and investigating potential fraud.
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» Transaction Monitoring: Businesses must actively monitor ACH transactions for signs of money
laundering, including:

* Unusually high-value payments.
+ Frequent small payments that don't match the customer’s profile.

« Transactions to or from high-risk countries or entities.

« Suspicious Activity Reports (SARs): If suspicious activity is detected, a SAR must be filed with
the Financial Crimes Enforcement Network (FInCEN). This helps authorities investigate
potential money laundering or fraud.

W Implement real-time monitoring and automated alerts for suspicious

activities. This ensures prompt filing of SARs and helps mitigate risks.

1.4 OFAC Compliance

The Office of Foreign Assets Control (OFAC) maintains a list of individuals, entities, and countries with
which U.S. businesses are prohibited from conducting transactions. ACH payments must be screened
against this list to avoid sanctions violations.

W Use automated OFAC screening tools to check each ACH transaction for

any potential sanctions violations. This can help avoid costly fines and
protect your business from legal repercussions.
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Chapter 2: ACH Returns and Reversals—Handling
Issues the Right Way

Mistakes, errors, or unauthorized transactions happen from time to time in ACH payments,
and understanding how to handle returns and reversals is essential for staying compliant.
There are strict timelines and specific reasons for returns and reversals, and following these
rules will protect your business from further penalties.

2.1 Understanding ACH Returns

ACH returns occur when a transaction cannot be processed or is rejected by the receiving bank.
Common reasons include insufficient funds, closed accounts, and incorrect account numbers. Each
return type is accompanied by a specific return code, which must be accurately recorded to ensure
compliance.

Return Code Examples:

RO1: Insufficient funds.

RO2: Account closed.

RO3: No account/unable to locate account.

RO5: Unauthorized debit to a consumer account.

Return Timeframes:

» Consumer Accounts: Unauthorized transactions can be returned within 60 days of settlement.

» Business Accounts: Most returns must be initiated within two banking days of the transaction.

W Set up automated systems to monitor return deadlines and categorize

transactions using the correct return codes. This ensures that returns are
processed on time, preventing costly errors.

2.2 ACH Reversals

ACH reversals are initiated by the originator to correct a mistake, such as a duplicate transaction or an
iIncorrect amount. However, reversals can only be initiated under specific circumstances, such as:

» Duplicate Transaction: The same transaction was processed more than once.
* Incorrect Amount: The transaction was for the wrong amount.

* Wrong Account: The transaction was sent to the wrong account.
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Reversal Timeframe: Reversals must be initiated within five business days of the original transaction.

W Ensure that your team knows the specific conditions under which a reversal

can be requested. Always initiate reversals promptly to avoid legal
complications.

2.3 Avoiding Return and Reversal Pitfalls

To minimize returns and reversals:

 Verify Account Information: Use pre-notes or third-party verification services to confirm
account details before processing payments.

» Monitor Payment Timelines: Keep track of deadlines for returns and reversals to ensure timely
processing.

« Use Intelligent Representment: If a transaction is returned due to insufficient funds (RO1),
PlatformNext can intelligently determine the optimal time to attempt a representment,
improving the chances of a successful transaction.

W Automate your return and reversal processes where possible. This reduces

the chances of human error and ensures compliance with NACHA's strict
timelines.
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‘ Chapter 3: Third-Party Sender Compliance

If your business processes ACH transactions on behalf of other entities, you are classified as a
third-party sender under NACHA's rules. As a third-party sender, additional compliance
obligations apply, particularly around oversight, risk management, and record-keeping.

3.1 What is a Third-Party Sender?

A third-party sender is an intermediary that processes ACH transactions on behalf of another business.
If your business processes ACH payments for clients (such as payroll providers or payment processors),
you're considered a third-party sender and must comply with specific NACHA rules.

W Identify if you are classified as a third-party sender by reviewing your role in

the ACH process. If you process payments for others, take note of the
compliance responsibilities that apply to you.

3.2 Third-Party Sender Agreements

As a third-party sender, you must establish formal agreements with your clients outlining their compliance
responsibilities and your role in processing transactions. These agreements should:

+ Detail each party's obligations under NACHA rules.
* Include indemnification clauses to protect your business in case of a violation.

+ Specify security protocols for protecting transaction data.

W Work with legal counsel to ensure your third-party sender agreements are

comprehensive and protect you from liability. Include clear provisions for
data security, record-keeping, and return handling.

3.3 Risk Management and Oversight

Third-party senders bear the responsibility for monitoring and managing the risks associated with ACH
transactions. This includes:

 Client Due Diligence: Perform thorough due diligence on your clients to ensure they are
legitimate and that their payment activities comply with NACHA rules.

 Transaction Monitoring: Continuously monitor ACH transactions for unusual activity that could
indicate fraud or errors.

Profituity 6



« Audits and Reporting: If a transaction is returned due to insufficient funds (ROT1), PlatformNext
can intelligently determine the optimal time to attempt a representment, improving the chances
of a successful transaction.

W Implement a robust risk management framework that includes automated

transaction monitoring and regular audits. This will help you stay on top of
compliance and quickly identify potential issues.

3.4 Data Security Obligations

As a third-party sender, you are responsible for ensuring the security of your clients’ sensitive transaction
data. This includes:

» Encryption of Data: Ensure all ACH transaction data is encrypted, both in transit and at rest.

» Access Controls: Limit access to sensitive financial information to authorized personnel only.

m— Use advanced encryption technologies and strict access controls to protect

your clients’ data. This will help you stay compliant and reduce the risk of
data breaches.
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Conclusion:;

Stay Compliant and
Minimize Risk

KYC/AML requirements, ACH returns, reversals, and third-party sender
obligations are critical areas of compliance for any business processing ACH
payments. By staying vigilant, automating compliance processes, and
Implementing strong data security measures, you can protect your business
and ensure smooth, uninterrupted ACH operations.

U N Stay tuned for Part 3 of the ACH Compliance Survival Guide, where we will
p Next: . I We
explore same-day ACH compliance, breach of warranty considerations,
and fines and penalties. This final section will guide you through the more
advanced compliance considerations, helping you avoid costly mistakes and
keep your ACH operations running smoothly.
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