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AML/CFT REGULATION:
IMPLICATIONS FOR FINANCIAL SERVICE PROVIDERS
THAT SERVE LOW-INCOME PEOPLE

Executive Summary

Across the world, new measures are being introduced to combat money laundering
and the financing of terrorism. All financial service providers, including those work-
ing with low-income communities, are—or will—be affected by these measures. This
paper summarizes the implications of the international framework for anti-money
laundering (AML) and combating the financing of terrorism (CFT) for financial serv-
ice providers working with low-income people.

While each country may adapt the international AML/CFT standards developed
by the Financial Action Task Force (FATF), in general financial service providers are
required to:

m enhance their internal controls to cater specifically for AML/CFT risks;
m undertake customer due diligence procedures on all new and existing clients;

m introduce heightened surveillance of suspicious transactions and keep transaction
records for future verification; and

m report suspicious transactions to national authorities.

These measures could bring additional costs of compliance to financial service
providers; and customer due diligence rules may restrict formal financial services
from reaching lower-income people. Although the framework applies to all financial
institutions, the risk of money laundering or financing of terrorism varies with the
country context, the institution’s legal form, and the type of financial service. The
introduction of new or tightened AML/CFT regulations may have the unintended
and undesirable consequence of reducing the access of low-income people to formal
financial services. As a means to avoid this outcome, this paper argues in favor of (1)
gradual implementation of new measures; (2) the adoption of a risk-based approach
to regulation; and (3) the use of exemptions for low-risk categories of transactions.

South Africa provides one example of how a country’s AML /CFT regulations can
be modified to take into account better the needs of low-income clients. Customer
due diligence regulations which require an income tax number and proof of residen-
tial address for clients proved too stringent to allow many low-income people to open
bank accounts. Often low-income clients have no tax number and are unable
to produce third-party verification of address. The South African authorities have
now adopted a more flexible approach to client identification and verification
and introduced a compliance exemption that relaxes requirements for a category
of clients known as “mass banking clients”: those clients with small balances and small
size transactions.
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This area of regulation is a young and rapidly
developing field, and there is scope for further
work to explore the particular challenges facing
institutions serving low-income clients in complying
with the new regulations.

Introduction

Since September 11, 2001, the introduction of
measures to combat money laundering and
the financing of terrorism has taken on new
urgency for international agencies, governments,
and financial service providers. Implementing
these new regulations can present particular
challenges for financial institutions serving
low-income clients.

As recent fines and sanctions levied on banks in
the United States have shown, the economic and
financial impact on institutions that fail to comply
with the requirements of the law can be devastat-
ing. Even the perception of having inadequate
controls to prevent money laundering can damage
an institution’s reputation. Hence, it is important
for financial institutions to develop internal con-
trols to protect themselves from exposure to
money laundering and the financing of terrorism
and to comply with regulations. The Financial
Action Task Force on money laundering (see box
1) has developed international standards on
AML/CFT.! Within this comprehensive, general
framework, individual countries are responsible for
introducing local legislative and regulatory regimes.

AML/CFT regulations can have serious impli-
cations for financial institutions that serve low-
income clients, especially in developing countries.
The additional costs of compliance and tighter
restrictions may have the unintended consequence
of driving low-income clients from the formal
financial sector. The challenge is to strike a balance
that promotes prudential practices at a reasonable
cost for financial service providers that want to
offer services to less well-off clients. AML/CFT
regulations should be implemented in a flexible
way to ensure that they do not restrict access to
formal financial services for low-income people.

All financial service providers dealing with
financial transactions, including those working
with low-income clients are required to comply
with AML/CFT regulations. The universe of finan-
cial service providers that serve low-income clients
includes specialized microfinance institutions,

commercial banks, financial cooperatives and
credit unions, low-capital rural and /or local banks,
state development and agricultural banks, and
postal savings banks and other postal financial serv-
ice providers (see annex 1).? These institutions can
be classified as more or less risky based on the
financial services they ofter.

AML/CFT—Why Is It Important?

Money laundering and the financing of terrorism
can damage national financial systems. Illegitimate
financial holdings, assets, and enterprises are unre-
liable sources of investment capital for sustainable
economic development. Among other effects,
money laundering destabilizes national economies
by increasing the demand for cash, increasing the
volatility of interest and exchange rates, and even
contributing to higher inflation.?

Developing and transition economies strive to
become reputable members of the global payments
network to increase their ability to access capital
flows, and consequently work to conform to inter-
national codes to combat abuse of this system.
Countries with weak enforcement of AML/CFT
controls could damage their reputations in interna-
tional financial markets, and thus may not attract
international flows such as foreign direct invest-
ment and/or donor funding.

Countries therefore have a public policy interest
in making sure that their AML/CFT regime is
comprehensive and appropriately includes financial
service providers working with low-income clients.
Likewise, these institutions have an interest in
protecting themselves from the adverse effects of
being involved, or even the perception of being
involved, in money laundering and the financing
of terrorism.

L Currently, there are 40 FATF recommendations on anti-money laun-
dering and 9 special recommendations on combating the financing
of terrorism.

2 Today, financial service providers that serve poor clients go well be-
yond the traditional non-profit organization model that dominated the
carly days of modern microcredit or microfinance. In some countries,
some of the original non-profit institutions have expanded their serv-
ices to become regulated financial institutions, such as banks. Likewise,
some conventional banks provide microfinance services to poor clients.

3 See the web site of the United Nations Office on Drugs and Crime
(UNODC), www.odccp.org.



Box 1 Financial Action Task Force and FATF-Style Regional Bodies

Financial Action Task Force (FATF) is an international grouping of nations that fights money laundering and terrorist financ-
ing. FATF currently has 33 country members, more than 15 international organization members, and some 20 observers,
among them the International Monetary Fund and the World Bank. FATF has a secretariat headquartered in Paris, and
numerous documents are available on their web site (www.fatf-gafi.org), including the Forty Recommendations on Money
Laundering and the Special Recommendations on Financing of Terrorism. (See annex 3 for a detailed list of FATF and

FSRB-member countries.)

FATF-Style Regional Bodies (FSRBs) have also been established. These FATF-Style Regional Bodies are crucial to the
promotion and implementation of AML/CFT standards within their respective regions. As part of this process, the countries
undertake peer reviews of their AML/CFT regimes, known as “mutual evaluations,” and develop technical assistance pro-
grams to facilitate implementation in coordination with international donors. The following organizations have been formed to

date:

* GAFISUD: Financial Action Task Force on Money Laundering in South America

* APG: Asia/Pacific Group on Money Laundering

* ESAAMLG: Eastern and Southern Africa Anti-Money Laundering Group

e CFATF: Caribbean Financial Action Task Force

o MENAFATF: Middle East and North Africa Financial Action Task Force

e EAG: Eurasian Group

¢ GIABA*: Intergovernmental Group of Action against Money Laundering in West Africa
¢ MONEYVAL: Council of Europe Select Committee of Experts on the Evaluation of Anti-Money Laundering Measures

* GIABA is in the process of becoming an FSRB.
Source: FATF, www.fatf-gafi.org

What Is the Difference between Money
Laundering and Financing of Terrorism?
Money laundering is the process of disguising the
illegal origin of criminal proceeds without disclos-
ing their source.* Illicit proceeds are derived from
diverse criminal activities, including illegal arms
sales, smuggling, organized crime, corruption,
embezzlement, drug trafficking, and human traf-
ficking. Financing of terrorism is fundraising for,
or financial support of, organizations or persons
involved in terrorism.®
As figure 1 shows, money laundering legit-
imizes illicit proceeds through various methods,
while financing of terrorism uses legitimate or
illegitimate funds to facilitate an act of terror.
Both activities employ similar techniques:
m Placement: the initial posting of funds or
assets into the financial system
m Layering:  the relocation or alteration
of funds or assets in order to disguise the illicit
source or intent
u Integration: the conversion of illicit funds,
or legitimate funds intended for illicit activity,
to seemingly legitimate assets®

What Institutions Are Covered by AML/CFT
Regulations?

FATEF covers any institution involved in financial
transactions, including financial service providers
working with low-income clients. In many countries,
financial institutions that serve low-income clients

4 Financial Action Task Force (FATF), www.fatf-gafi.org/document/
29,/0,2340,en_32250379_32235720_33659613_1_1_1_1,00.html,
also known as GAFI, Groupe d’action financi¢re sur le blanchement
de capitaux.

5 The UN International Convention for the Suppression of the Financ-
ing of Terrorism (December 1999), Article 2 in its provisions, describes
acts of terrorism as “any act intended to cause death or serious injury
to a civilian, or to any other person not taking an active part in the hos-
tilities in a situation of armed conflict, when the purpose of such act,
by its nature or context, is to intimidate a population, or to compel a
government or an international organization to do or to abstain from
doing an act.” Signatories to the UN convention continue to disagree
on what actions constitute terrorism, since acts of terrorism in one na-
tion can be perceived as acts of civil liberation in another.

6 It is important to note that placement, layering, and integration are
not always sequential steps to launder money. Funds from criminal ac-
tivity can be used immediately for other criminal activity or invested,

depending on financial system, without placement or layering.
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Box 2 FATF Definition of Financial Institutions and Their Activities

Financial institutionsO refers to any person or entity conducting as a business one or more of the following activities or
operations for or on behalf of a customer:

1. Acceptance of deposits and other repayable funds from the public, including private banking

2. LendingNincludes, inter alia, consumer credit; mortgage credit; factoring, with or without recourse; and finance of
commercial transactions (including forfeiting)

Financial leasingNdoes not extend to financial leasing arrangements in relation to consumer products

4. The transfer of money or valueNapplies to financial activity in both the formal or informal sector, e.g., alternative remit-
tance activity. See the Interpretative Note to Special Recommendation VI. It does not apply to any natural or legal per-
son that provides financial institutions solely with message or other support systems for transmitting funds. See the
Interpretative Note to Special Recommendation VII.

5. Issuing and managing means of payment (e.g., credit and debit cards, checks, travelerOs checks, money orders and
bankersO drafts, electronic money)

6. Financial guarantees and commitments
7. Trading in:
a. money market instruments (checks, bills, certificates of deposit, derivatives, etc.)
b. foreign exchange
c. exchange, interest rate, and index instruments
d. transferable securities
e. commodity futures trading
8. Participation in securities issues and the provision of financial services related to such issues
9. Individual and collective portfolio management
10. Safekeeping and administration of cash or liquid securities on behalf of other persons
11. Otherwise investing, administering, or managing funds or money on behalf of other persons

12. Underwriting and placement of life insurance and other investment related insuranceNapplies both to insurance
undertakings and to insurance intermediaries, i.e., agents and brokers

13. Money and currency changing

When a financial activity is carried out by a person or entity on an occasional or very limited basis (having regard to quanti-
tative and absolute criteria), such that there is little risk of money laundering activity occurring, a country may decide that
the application of anti-money laundering measures is not necessary, either fully or partially.

Source: FATF, The Forty Recommendations, OGlossary,0 which includes both information and interpretative notes on the rec-
ommendations; www.fatfgafi.org/glossary/0,2586,en_32250379_32236930_34276935_1_1 1_1,00.html#34276864

in reference to customer due diligence, some official identity card. More work is needed to
countries have included verification of client ensure a high level of security in customer due dili-
addresses in their national AML/CFT frame-  gence that does not threaten poor peopleOs access
works. FATF says that Othere are circumstances in to services. Financial service providers, working
which it would be reasonableO for a country to closely with their industry associations and
allow its financial institutions to apply customer national authorities, are well placed to develop
due diligence measures Oon a risk-sensitive basis.Ceffective methods of verifying the identity of
A few countries have shown flexibility in imple-  their clients.

menting customer due diligence requirements In addition, institutions are encouraged to
that accommodate the situation of low-income  monitor transactions and keep detailed transaction
people. Uganda, Tanzania, and Kenya all accept records. For financial services providers working
letters from the local authority in rural villages as  with low-income clients, surveillance and record
identification for their clients who do not have an  keeping could involve new information systems.


















