Pakistan's EU Delisting and the Evolution of AML Risk Management

Executive Summary

In March 2023, the European Union removed Pakistan from its list of high-risk third countries,
following a similar move by the Financial Action Task Force (FATF) in October 2022. This
delisting represents a significant regulatory milestone, acknowledging Pakistan’s completion of
34 reform items across two comprehensive action plans. While the decision removes the
mandatory legal trigger for Enhanced Customer Due Diligence (EDD) for EU-regulated entities,
it does not signify the elimination of financial crime risk.The central challenge for financial
institutions (FIs) is a shift from blanket, list-based restrictions to a "recalibration” of risk. This
requires replacing automatic de-risking with evidence-led, risk-sensitive controls. Despite
technical progress, Pakistan remains exposed to material risks, including corruption,
trade-based money laundering (TBML), and informal value transfer systems (hawala/hundi).
Compliance leaders must now distinguish between regulatory listing status and actual internal
risk appetite to maintain a resilient anti-money laundering (AML) and countering the financing of
terrorism (CFT) framework.

The Regulatory Milestone: Delisting and Its Implications

The removal of Pakistan from the EU high-risk list is the culmination of a long-running effort to
strengthen the nation's AML/CFT framework. This process involved two distinct but related
international bodies.

FATF vs. EU Listing Functions

It is critical for compliance teams to distinguish between these two frameworks, as they carry
different operational consequences:| Feature | FATF "Increased Monitoring" (Grey List) | EU
High-Risk Third-Country List || | | || Status of Pakistan | Removed October 2022
| Removed March 2023 || Primary Focus | Strategic deficiencies and commitment to reform |
Threats to the integrity of the EU financial system || Legal Trigger | Encourages a risk-based
approach; cautions against blanket de-risking | Automatic mandatory trigger for Enhanced
Due Diligence (EDD) || Operational Impact | Affects international reputation and monitoring |
Impacts onboarding, payment processing, and correspondent banking |

Immediate Operational Changes

The EU delisting ended the automatic requirement for obliged entities to apply specific
enhanced measures to all business relationships involving Pakistan. These measures
previously included:

Obtaining additional information on customers and beneficial owners.
Establishing the source of funds and wealth.

Understanding the specific purpose of transactions.

Securing mandatory senior-management approval for all relationships.



Pakistan’s Path to Reform (2018-2023)

Pakistan’s exit from "increased monitoring" was driven by the completion of 34 reform items.
The reform program was divided into two primary action plans:

1. 2018 Action Plan (TF Focus): This plan focused heavily on counter-terrorist financing,
requiring a stronger understanding of TF risks, enforcement against illegal money
transfer services, and the credible prosecution of UN-designated persons and their
support networks.

2. 2021 Action Plan (AML Focus): This addressed broader technical weaknesses,
including supervision of non-financial sectors and improved coordination.

Technical vs. Effective Compliance

By February 2022, the Asia/Pacific Group assessed Pakistan as compliant or largely compliant
with 38 of the FATF’s 40 Recommendations. However, technical compliance (the existence of
laws and regulations) is distinct from effectiveness (the consistent detection and prosecution of
crime). FATF’s 2022 on-site visit confirmed that implementation had begun and was sustainable,
specifically noting that TF investigations were reaching senior leaders of designated groups.

The Persistent Risk Landscape

Delisting is not a "clean bill of health." Pakistan’s 2023 National Risk Assessment and
international intelligence identify several high-level threats that continue to necessitate vigilance.

Primary Money Laundering Threats

Corruption and Bribery: Remains a top-tier threat to financial integrity.
Informal Value Transfer (Hawala/Hundi): While used for legitimate remittances, these
unlicensed systems are high-risk due to their lack of record-keeping and customer due
diligence.

e Trade-Based Money Laundering (TBML): Moving value via over- or under-invoicing,
phantom shipments, and manipulation of trade finance.

e Smuggling: Including cash, narcotics, and human trafficking.

Terrorist Financing (TF)

TF remains a distinct analytical challenge. Unlike money laundering, TF funds may originate
from lawful income (donations, commercial activity) before being diverted. Risk persists through:
e Abuse of non-profit structures and front organizations.
e Small-value transfers that bypass standard monitoring thresholds.
e Activity in high-risk border areas.

Strategic Framework for Financial Institutions

To navigate the post-delisting environment, financial institutions should adopt a "resilient control
stack" that moves beyond country labels.



Five Layers of Control

1.  Country-List Governance: Systems must accurately distinguish between FATF, EU,
and national lists, recording specific adoption and effective dates.

2. Beneficial Ownership Transparency: ldentifying who ultimately controls the
relationship, especially when layered companies or nominees are involved.

3.  Sector-Sensitive Monitoring: Moving away from generic country alerts to indicators
specific to trade finance, charities, real estate, or cash-intensive businesses.

4. Network Analysis: Using shared data points (addresses, devices, telephone numbers)
to identify hidden connections across customer groups.

5. Outcome Testing: Regularly assessing whether rules generate useful investigations or
merely produce unproductive false positives.

Actionable Considerations for Compliance Leaders

e Reassess Risk Ratings: Update internal models to remove Pakistan as an automatic
EDD trigger while retaining enhanced measures for high-risk sectors (e.g., dealers in
precious metals).

e Avoid "Silent Downgrades": Ensure the rationale for any change in a customer's risk
rating is documented and based on data rather than just the delisting event.

e Contextual Transaction Monitoring: Geography should be one factor among many.
Focus on inconsistent charitable activity, unexplained payments to intermediaries, and
rapid movements through informal channels.

e Correspondent Banking Review: Re-evaluate restrictions on payment corridors to
ensure they reflect individual bank risk rather than a blanket country-level prohibition.

Conclusion

Pakistan's removal from the EU high-risk list marks a shift from mandatory regulatory friction to
a more nuanced, evidence-based approach. For FinCrime leaders, the objective is "disciplined
recalibration"—recognizing the progress made in Pakistan's legal and supervisory framework
while maintaining high-scrutiny controls where specific customer, sector, or transaction risks
remain elevated.
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