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Abstract

This paper surveys existing literature and data to take stock
of the current state of banking systems across Sub-Saharan
Africa. It documents different dimensions of the develop-
ment of the banking systems in the region and compares
Africa’s banking systems to those of comparable low- and
lower-middle-income countries outside the region. The
paper also discusses the progress in policies and institutions
underpinning financial deepening and the results of spe-
cific innovations to reach traditionally unbanked segments

of the population, such as innovative branch expansion
programs, mobile banking, and new financial products. In
view of the COVID-19 pandemic, the paper discusses gov-
ernment support for financial systems and banking sector
performance during crises. Overall, the survey shows a pic-
ture of achievements and challenges, with progress along
some fronts but other challenges persisting even as new ones
arise, including the turning of the global financial cycle in
2022/23 and increasing geopolitical tensions.
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1. INTRODUCTION

Banking in Africa has undergone dramatic changes over the past three decades. While the
continent was dominated by government-owned banks until the 1980s and subject to restrictive
regulation—including interest rate ceilings and credit quotas—financial liberalization,
institutional and regulatory upgrades, and globalization have changed the face of financial
systems across the region. Today, most countries have deeper and more stable financial systems,
although challenges of concentration and limited competition, high costs, and limited inclusion
persist. And while financial service provision used to be limited to a few larger firms and high-
income households, the mobile money revolution has improved access to financial services
enormously over the past decade and a half. Originally limited to payment services, other
financial services are nowadays delivered through digital channels, increasing the outreach of the
formal financial system and allowing better access to and use of such services by a large part of

the household and enterprise populations.

This paper surveys existing literature and data to take stock of the current state of banking
systems across Sub-Saharan Africa and discusses recent developments including innovations that
could help Africa leapfrog more traditional banking models.? It uses an array of different data

sources to document different dimensions of the development of African banking systems,

1 In the following Sub-Saharan Africa and Africa are used interchangeably. However, this analysis focuses almost
exclusively on Sub-Saharan Africa thus excluding Northern Africa. While some of the characteristics of Sub-Saharan
African financial systems extend to Northern Africa, there is a similar variation across countries in the Northern part
of the continent, ranging from a fairly developed system in Morocco to rather shallow financial markets in Tunisia
and the Arab Republic of Egypt, to a state-dominated financial system in Algeria. Beck et al. (2011) offer a discussion
of both Sub-Saharan and Northern African financial systems.



highlighting variation within the region and changes over time. The paper compares Africa’s
banking systems to those of comparable low- and lower-middle-income countries outside the
region, and gauges whether there is an “Africa-specific” element to banking sector development.
It also discusses progress in policies and institutions underpinning financial deepening and the
results of specific innovations to reach out to previously unbanked population segments,
including innovative branch expansion programs, mobile banking, and new financial products.
The paper discusses government support for financial systems and banking sector performance
during the COVID-19 pandemic. Overall, the survey shows a picture of achievements, including
stronger resilience, and challenges, including stubbornly high costs, with progress along some
fronts but other challenges persisting even as new ones arise, including the turning of the global

financial cycle in 2022/23 and increasing geopolitical tensions.

When talking about financial systems in Africa, one has to take into account the enormous
variation within the region. On the one hand, South Africa and Mauritius have relatively
developed banking systems and capital markets. On the other hand, smaller and poorer
countries, such as South Sudan or Sierra Leone, have shallow banking systems offering only the
most rudimentary financial services, with few if any non-bank financial institutions or capital
markets. In spite of the variation within the region, however, there are four specific
characteristics that make banking in Africa more difficult than in other regions of the developing
world, and most of those apply to many, if not all, African economies (see Honohan and Beck,

2007; and Beck et al. 2011).

First, the small size of many economies does not allow financial service providers to reap the



benefits of scale economies. The limited demand for savings, insurance, credit, or even simple
payment transactions means that large parts of the population of African economies are not
commercially viable customers for the traditional brick-and-mortar banking model. The
dispersion of population in many African countries means that financial service provision outside
urban centers through branches is not cost-effective. Second, large parts of the economy and a
large share of all economic agents operate in the informal sector and do not have the necessary
formal documentation that traditionally has facilitated financial transactions, such as enterprise
registration, land titles, or even formal addresses. This increases the costs and risks for financial
institutions and excludes large segments of the population from traditional formal financial
services. Third, volatility increases costs and undermines risk management. At the individual
level, volatility is related to informality and the consequent fluctuations in the income streams of
many microenterprises and households. This means these agents are less attractive to traditional
financial institutions. At the aggregate level, volatility refers to the dependence of many African
economies on commodity exports, which makes them vulnerable to the large price swings
characteristic of commodities, as well as to political and social unrest, from which Africa has
suffered over the past 50 to 60 years of independence. Finally, governance problems continue to
plague many private and government institutions throughout the continent and undermine not
only the market-based provision of financial services, but also reform attempts and government

interventions aimed at fixing market failures.

These characteristics make banking in Africa more challenging and increase the need for
innovative solutions. Technology can potentially reduce transaction costs and risks, thus enabling

the processing of smaller transactions, and turning more households and enterprises into
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commercially viable clients. Innovative products and delivery channels can address the
constraints discussed above. Critically, these interventions and policy reforms have to work both
on the supply and demand sides. In what follows the paper discusses several examples of such

innovative approaches to financial inclusion.

The 2008 crisis in the developed world shed doubt on the positive impact that large, complex
banks can have on economic development (Allen et al., 2014; Arcand, Berkes and Panizza, 2015),
in contrast to an extensive literature illustrating a positive finance-growth relationship (Levine,
2005; Popov, 2018). Consumer credit booms in the US and several European countries, fueled by
a combination of the liquidity glut linked to the global macroeconomic imbalances, regulatory
neglect and the feeling that “this time is different” ended in the Global Financial Crisis. If there is
a lesson to be learned for Africa’s banking systems from the crisis, it seems that the growth
benefits of financial deepening can only be reaped in a stable macroeconomic environment and
with the appropriate safeguards framework, both in terms of external regulation and supervision
and internal bank governance. Notwithstanding the recent negative experience in countries with
the deepest financial sectors, banking systems in Africa can and must play a critical role in the

economic development process of the region.

The remainder of this paper is structured as follows. Section 2 documents financial development
across different dimensions, in international comparison, but also illustrating variation within the
region and over time. Section 3 discusses recent evidence on policies and interventions that can
help deepen and broaden financial systems in Africa. Section 4 focuses on challenges of long-

term finance in the region and the effect of global financial cycles and geopolitical tensions on



banking in Africa. Section 5 concludes and looks forward.

2. STOCK-TAKING: WHERE DOES AFRICA STAND?

Global data collection efforts on the depth, outreach, stability, and efficiency of financial systems
have been successful in collecting data on African financial systems for a wide sample of
countries,? much wider than those used in the earliest studies of African financial development
(see, e.g., Honohan and Beck, 2007). Those data are now routinely collected by the World Bank
and housed in the Global Financial Development Database (GFDD), which was last updated in
2022.2 In addition, aggregate data have been complemented with a number of surveys of
enterprises, both informal and formally registered with an authority, and surveys for some
countries now have a panel dimension (i.e., firms having been surveyed at several points in
time).* Similarly, household surveys focused on financial services, such as the Finscope and
Finaccess surveys in several African countries, have provided important insights into individual
and household access to and use of formal and informal financial services, while the Global
Findex dataset includes most countries in Sub-Saharan Africa.> The following analysis therefore
uses an array of databases and other sources to document the development and structure of

banking systems across the region.

2 Beck, Demirgiic-Kunt, and Levine (2000, 2010), Demirgiic-Kunt and Klapper (2012), Laeven and Valencia (2013).

3 See Cihak, Demirgiic-Kunt, Feyen, and Levine (2012) for description of the GFDD. The GFDD can be accessed at:
https://www.worldbank.org/en/publication/gfdr/data/global-financial-development-database.

4 For example, the World Bank Enterprise Survey is a firm-level survey covering a broad range of business
environment topics. As of March 2023, data has been collected from more than 191,000 firms in 154 countries,
including information on 44 Sub-Saharan African countries. For a detailed overview of the survey, please consult
https://www.enterprisesurveys.org/en/enterprisesurveys.

5 See Demirgiic-Kunt, Klapper, Singer, and Ansar (2022) for description of the latest round of the Global Findex
Database. Findex data were also collected in 2011, 2014, and 2017.



https://www.worldbank.org/en/publication/gfdr/data/global-financial-development-database
https://www.enterprisesurveys.org/en/enterprisesurveys

2.1. Financial Development in Africa in International Comparison

Despite progress by Africa’s banking systems over the past twenty years, they remain relatively
small, costly, and focused on the short-term end of the yield curve, and thus neither efficient nor

inclusive.

2.1.1. Size and Outreach

To compare banking systems in Africa to a proper benchmark, the sample is limited to low- and
lower-middle-income countries in Sub-Saharan Africa. The median for this group is then
compared to the median country across low- and lower-middle-income countries outside Africa.®
Several upper-middle-income African countries are therefore dropped in the statistical
comparisons in this section, although they are included in the discussion on intra-regional

variation below.”

Figure 1 shows that the median African country has a markedly shallower financial system than
the median non-African country. Three standard indicators of financial development are
presented: liquid liabilities to GDP, Bank Deposits to GDP, and Private Credit to GDP, using data
for 2011 and 2021. While the median non-African developing country had liquid liabilities of 65%
of GDP in 2021, the median African country had only 31%. Moreover, the median liquid liabilities
to GDP ratio increased by 16 percentage points from 2011 to 2021 for non-African developing

countries, compared to a five-percentage point gain for African countries. Similarly, the median

6 Throughout, the text refers to these two groups of countries as African and non-African developing countries.
7 The countries not included in the statistical comparison are: Botswana, Equatorial Guinea, Gabon, Mauritius,
Namibia, Seychelles, and South Africa.



deposit to GDP ratio outside Africa was 58% in 2021 (a thirteen-percentage point increase since
2011), compared to 25% in Africa (a five-percentage point gain since 2011); the median Private
Credit to GDP ratio was 48% outside Africa (rising from 31% in 2011), but only 15.5% inside Africa
(rising from 14% in 2011). Comparing the difference between deposit and credit ratios also
indicates that African banks are less effective in intermediating society’s savings than banks in
non-African developing countries, a topic that is returned to below. Overall, despite gains on
these indicators for African countries from 2011 to 2021, they lost ground to non-African

developing countries which were improving more swiftly.

It is important to note that the median ratios mask substantial variation across Africa. Figure 2
shows that even excluding the most financially developed African economies, such as Mauritius
and South Africa, there is a wide range in Private Credit to GDP across the low- and lower-middle-
income countries of the region, from 7% in Sudan and Sierra Leone to 71% in Cabo Verde. The
median country is Benin with a Private Credit to GDP ratio of 15.5%. This compares with 89% in
Mauritius. There is similar variation across developing Africa for the Liquid Liabilities to GDP and

Bank Deposits to GDP ratios (not shown).

While Figure 1 shows modest gains from 2011 to 2021 on indicators of financial development for
African countries, yearly data makes clear that those gains largely occurred prior to 2016. For
example, Figure 3 shows that the Private Credit to GDP ratio for the median African country
increased from 9% in 2005 to 17.6% in 2016. Thereafter that ratio declined slightly and then
remained at around 16% through 2021. In contrast, despite a brief dip just after the Global

Financial Crisis (2009-2011), the Private Credit to GDP ratio for the median non-African country



rose from 28% in 2005 to 45% in 2016. That ratio declined slightly in 2020, due to the COVID-19
pandemic, but ended at 48% in 2021. The overall picture is one of modest gains in private credit
for African countries through 2016, and stagnation thereafter, and steady increases for non-
African developing countries aside from two brief crisis episodes. As indicated in Figure 1, gains
for African countries in terms of bank deposits and liquid liabilities were much stronger than for
private credit — for example, the median African lower-income country doubled its ratio of bank
deposits to GDP during this period from 12.3% in 2005 to 24.8% in 2021 — which again highlights

the region’s difficulties in intermediating savings for productive investment.

Africa’s banking systems are not only shallower than banking systems in non-African developing
countries but also less inclusive. Figure 4 presents four indicators of access to and use of financial
services. First, there are two aggregate indicators: bank accounts per 100 adults and bank
branches per 100,000 adults. Both indicators are substantially lower in the median African
country than in the median non-African developing country. Specifically, there are only 21 bank
accounts for every 100 adults in the median African country, while there are 69 outside Africa.
There are 4 branches per 100,000 adults in Africa, while there are 11 outside Africa. Second, the
more limited outreach of Africa’s banking systems is also reflected in indicators of the use of
formal finance by enterprises and households. While in the median African country only 18% of
firms indicated that they have a line of credit or loan from a formal financial institution, this share
is 22% outside Africa. Similarly, 24% of adults in the median African country (excluding high-

income countries) indicate that they have an account with a formal financial institution, while



this share is 40% outside Africa.8

2.1.2. Efficiency, Profitability, and Stability

As of 2020, Africa’s banks were, on average, less efficient, but more profitable and operated in
less competitive environments. Net interest margins in the median African country stood at 6.3%
while they stood at 4.1% outside Africa. Similarly, the spread between lending and deposit
interest rates was 10% in Africa and 6.5% outside. While there are many reasons why spreads
and margins are higher in Africa, one important reason is higher operating costs. Specifically,
overhead costs in the median African financial system stood at 4.2% of total assets in 2020, while
they were 2.2% outside Africa. Higher interest rate spreads and margins coincide with greater
concentration in African banking markets. While the share of the five largest banks was 71% in

the median African country in 2020, it was 55% outside Africa.

While shallow, concentrated, and costly, Africa’s banking systems have also proven stable and
resilient over the past years. For example, African banks are more profitable than banks outside
Africa. The return on assets (ROA) stood at 1.6% in 2020 in the median African country, while it
was 1.0% outside Africa.® Beck et al. (2019) argued that the shallowness of Africa’s banking
systems helped them weather the global financial crisis of 2008 better than some other regions
of the world, with the impact of the crisis on Africa mostly working through real sector channels,
such as lower demand for export goods, or through lower foreign direct investment. Given the

limited integration with global financial markets and exposure to “toxic” assets, financial

8 These figures include accounts at formal financial institutions other than banks.
9 ROA figures are after taxes.
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institutions across the region largely evaded the direct impact of the global financial crisis.
Similarly, African banking systems were less adversely affected by the COVID-19 pandemic than

those in other regions, a point amplified upon in a subsequent section.

Greater stability is also illustrated in the aggregate balance sheet indicators of African banks. In
2020, the capital to risk-weighted asset ratio was 19.5% in the median African country, compared
to 16.5% outside Africa. On the systemic level, Africa has suffered few banking crises since the
bout of systemic fragility in the 1980s and 1990s (Laeven and Valencia, 2013). Notwithstanding
these positive headline indicators, pockets of (hidden) fragility continue to exist, often related to
political crisis, shocks in the commodities markets and/or governance deficiencies. For example,
the volatility of commodity prices has recently been shown to be a significant predictor of
financial fragility and even banking crises in low-income countries (Eberhardt and Presbitero,
2021). Following the pandemic, the turn of the global financial cycle, and rising geopolitical
tensions, there is increasing sovereign fragility across the developing world, including in several
African countries, as discussed in more detail in section 4.2. Ultimately, this fragility will also

affect the banking system, although how exactly this unfolds remains to be seen.

While the aggregate data indicate the shallowness, inefficiency, and limited intermediation in
African banking systems, bank-level data provide additional insights. Comparing a sample of 289
banks from low- and lower-middle-income countries in Africa and 706 banks from non-African
developing countries in 2020 shows higher liquidity ratios for African banks. Specifically, the ratio
of liquid assets to total assets was 20.7% for the median African bank in 2020, as compared with

15.8% for non-African banks. Similarly, African banks were better capitalized, with an equity-

11



asset ratio of 13.2%, compared with 11.7% for non-African banks. African banks were also
substantially smaller. The median bank held $455 million in assets in 2020, compared with $1.2
billion for the median non-African bank. African banks also lent less: non-interest income was
24.9% of total income for the median African bank and only 13.9% of the income of the median
non-African bank. These comparisons give a picture of African banks that are well-capitalized,
over-liquid, and provide only limited lending to the real economy, as highlighted previously by
Honohan and Beck (2007), Beck et al. (2011), and Beck et al. (2019). Moreover, there has been
improvement among African banks on some of these indicators —in 2010, the median African
bank held only $302 million in assets, non-interest income was 36.5% of total income, and liquid
assets were 26.7% of total assets. There was not enough progress, however, to close the gaps

with banks in non-African developing economies.

The bank-level data also permit an analysis of the drivers of high operating costs in African
banking. More specifically, Table 1 uses regression analysis to relate bank-level variation in
overhead costs to bank- and country-level characteristics and compares banks in Africa with
banks in non-African developing countries. For a cross-country sample of banks, overhead costs
in 2020 are regressed on (1) the share of non-interest income, (2) the equity-asset ratio, (3) the
liquidity ratio, (4) loan growth over the previous year, (5) the log of total assets, (6) the inflation
rate and (7) the Kaufmann, Kraay and Mastruzzi (2011) indicator of Rule of Law. The results in
Table 1 indicate the extent to which these different factors contribute to substantially higher
overhead costs of banks in Africa (3.44% in the regression sample) than in banks outside Africa
(1.87%). Relatively high reliance by African banks on non-interest income and their smaller size

can explain 3 and 54 basis points, respectively, of the difference in overhead costs. Higher
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inflation in African countries and less efficient contractual frameworks can explain only 1 basis
point and 26 basis points respectively, reflecting improvements in macroeconomic and
institutional framework over the past years in Africa. Even after accounting for these bank and
country characteristics, there is still an unexplained Africa residual of 62 basis points and thus a

first indication of an Africa-specific element in financial intermediation costs.

2.1.3. Financial Market Structure and Ownership

Prior to 2010, Africa’s banking systems were heavily focused on the short end of the yield curve,
as illustrated by the maturity structure on both the asset and liability sides of African banks’
balance sheets. Using data for the 2005-2009 period, Beck et al. (2011) showed that more than
80% of deposits were sight deposits or deposits with a maturity of less than one year and less
than 2% of deposits had a maturity of more than ten years. There was a similar, though not as
extreme, bias towards the short end on the lending side. During the 2005-2009 period, almost
60% of loans were for less than one year, and less than 2% of loans were for more than ten years.
Over time, however, the maturity structure of bank loans has begun to extend. By 2016, the
median proportion of short-term loans to total loans was 31.9% in African countries with
available data, compared with 18.6% in the median non-African developing country. And in 2021,
the share of short-term loans was only 17% for the median African country, and 21% for non-
African developing countries, though the higher figure for non-African countries could be
because they were affected more by the COVID-19 pandemic. Still, the evidence indicates that

African countries now rely on short-term loans about as much as their non-African peers.

Tilted heavily toward short-term assets and liabilities, this maturity distribution, especially prior
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to 2015, was consistent with the lack of non-bank long-term financial instruments, including the
limited development of contractual savings institutions, such as insurance companies, pension
funds, and mutual funds. About half of the countries in the region have stock exchanges and few
of them are liquid. Another indication of the short-term nature of African banking is the dearth
of mortgage finance. While mortgage depth to GDP in the median African country was below 1%,
it was above 2% outside Africa (Badev et al. 2013). These aggregate numbers match with
anecdotal evidence that mortgage systems in many smaller African countries comprise just a few

hundred mortgages, concentrated among wealthy individuals.

The ownership structure in the financial sector, particularly in banking, has also played a role in
Africa’s financial performance and outcomes. As discussed in Beck et al. (2019), the ownership
structure of Africa’s banking systems has undergone notable changes over the past decades, with
foreign-owned banks playing an increasingly important role while government-owned banks
have become less prominent. In the median African country, the share of assets held by foreign-
owned banks rose from 35% in 1995 to over 65% in 2019 (the average has increased from 43%
to 61%), while there were no government-owned banks in 1995 or 2019 in the median African
country (the average share of government-owned banks has declined from 17% in 1995 to 5% in
2019). For comparison, the asset share of foreign-owned banks in the median non-African

developing country was 23% in 2019.1°

Although foreign-owned banks have been present in Africa since the colonial era, their

10 These data are based on Panizza (2023), which defines a bank as foreign- (or government-) owned if more than
50% of its ownership shares are held by foreign (government) entities.
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participation increased following the privatization wave in the 1980s and 1990s and the reforms
that liberalized the financial sectors in the 1990s and early 2000s. Whereas, traditionally, foreign
banks operating in Africa hailed from Europe, more recently banks headquartered in Africa have
entered other African countries on a large scale. After the end of Apartheid, several South African
banks, most notably Standard Bank and ABSA, started expanding throughout the continent.
Later, two West African banks—Ecobank and Bank of Africa—began expanding throughout Sub-
Saharan Africa. Similarly, Moroccan banks started to expand southwards and, finally, as a
consequence of the bank consolidation waves in Nigeria and Kenya (Beck et al., 2014), banks

from those economies also started expanding throughout the rest of the continent.

What has been the effect of these changes in ownership structure on the development,
efficiency, stability, and outreach of African banking? Evidence from studies in Nigeria, Tanzania,
and Uganda generally showed that the privatization of government-owned banks led to
improved profitability, efficiency, and portfolio quality, although credit growth was slower in
some cases after privatization.'! Those findings provide one indication that banks’ performance
has been better under private ownership than government ownership. In addition, the most
recent global evidence continues to show that state-owned banks are less profitable and have a
higher share of non-performing loans than their private (domestic or foreign) counterparts,

though they tend to stabilize credit in the presence of domestic shocks (Panizza, 2023).

Among private banks, foreign banks would seem to have several advantages that are specific to

Africa: international banks can help foster governance; they can bring in much-needed

11 5ee Beck et al. (2005) on Nigeria, Cull and Spreng (2011) on Tanzania, and Clarke et al. (2009) on Uganda.
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technology and experience that should translate into increased efficiency in financial
intermediation; and they can help exploit scale economies in small host countries. Nonetheless,
especially in Africa, with its many small, risky, and informal enterprises, the dark side of foreign
bank entry also can become obvious, even more so in countries in which foreign banks have
captured an overwhelming majority share of the banking market. Specifically, the greater
reliance by foreign banks on hard information about the creditworthiness of potential borrowers
as opposed to soft information can have negative repercussions for riskier and more opaque
borrowers if foreign banks crowd out domestic banks. The absence of a sound contractual and
informational framework reduces the feasibility of small business lending further and thus the
potential positive effects of foreign bank entry (Claessens and van Horen, 2014). Finally, the small
size of many financial markets in Sub-Saharan Africa may make foreign banks reluctant to incur

the fixed costs of introducing new products and technologies.

On a global level, World Bank (2018) shows that post-crisis entry by foreign bank subsidiaries was
driven largely by banks headquartered in developing countries, and they tended to enter
neighboring countries thus contributing to greater regionalism in international banking. This
trend was especially pronounced in the African context. Claessens and van Horen (2014) find that
the positive effect of cross-border banking on a host country’s aggregate financial development
is declining in the distance to the parent banks’ headquarters. Further, Beck (2015) offers
tentative evidence of a positive relationship between the share of foreign banks from the region
or other emerging markets and firms’ access to finance and of a negative relationship between

the share of foreign banks from Europe or the U.S. and entrepreneurial finance. Those sets of
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results suggest that the wave of Pan-African foreign bank entry was likely to be healthy for the

financial sectors of host countries and for their consumers.

And yet, the best recent evidence does not confirm that foreign banks headquartered in other
African countries have performance superior to that of other banks. Pelletier (2018) uses data
from financial statements and surveys to compare the performance of three different categories
of foreign banks to domestic banks in Sub-Saharan Africa: global banks from developed countries,
regional African banks, and banks from non-African emerging economies. Emerging-market
banks and global banks consistently outperform domestic banks in terms of profitability and cost
efficiency. Those differences are not, however, significant for regional African banks. Better
performance of global banks and emerging-market banks stems from greater operational
efficiency and lower costs of funding. To this point, regional African banks have struggled to
generate interest income in comparison to other bank types, including domestic banks, and there
is no evidence of loan market segmentation — which could indicate that regional African banks
are finding their niche in credit provision. These findings are reminiscent of those in Claessens
and van Horen (2012) that foreign banks from home countries that are geographically close to a
host country do not perform significantly better than other banks. However, they also find that
foreign banks from home countries that speak the same language and have similar banking
regulation as the host country perform better than others, and these conjectures have not yet
been directly tested in the African context. Moreover, 2012 is the last year of financial data used
in Pelletier (2018) and, since the influx of foreign banks from other African countries is relatively

recent, this may not have provided sufficient time for the full benefits of that African regional
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bank entry to materialize. But based on the evidence available thus far, it appears that so-called

“South-South” foreign bank entry has not yet paid large dividends in Africa.

2.2 Economic and Financial Sector Policies and Performance during COVID-19

The characteristics of African financial systems may have had implications for how they were
affected by COVID-19 and the financial sector policy choices made by governments. The spread
of COVID-19 triggered extraordinary government intervention around the world as policy makers
introduced measures to stem the negative effects caused by the spread of the disease. Policies
consisted of four broad types, namely fiscal, monetary, prudential, and other measures. Data on
policy announcements put together by the International Monetary Fund helps in understanding
the sheer size and intensity of such interventions (Kirti et al., 2022). Data is available for just three
low- and lower-middle-income countries in Sub-Saharan Africa and 13 low- and lower-middle-
income countries outside Africa. A total of 766 policies were announced by developing countries
around the world in 2020. Figure 5 shows that developing countries in Africa introduced fewer
measures compared to developing countries outside Africa. Countries made use of different
types of policies. For example, Rwanda announced 14 fiscal policies (that is grants, tax reliefs, tax
deferrals, equity participations, loans, and guarantees) out of a total of 21 policies, while Nigeria
announced 15 monetary interventions (that is interest rates and reserve requirements changes,

financing operations and asset purchases) out of a total of 25 policies.

The magnitude of the intervention also differs across countries. Figure 6 shows that India
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announced fiscal policies worth approximately 10% of GDP, while Ghana and Nigeria show the
lowest magnitude of intervention at 1.4% of GDP and 0.8% of GDP, respectively. Overall, for the
countries for which information is available, the data shows the extraordinary policy reaction to
the spread of COVID-19 although for African countries this was on a smaller scale. The data from
policy announcements in reaction to COVID-19 suggest three main conclusions. First, the banking
sectors in African countries were less affected by international economic turbulence as they are
not well-integrated with the rest of the world, as was also seen in the Global Financial Crisis (see
section 2.1.2). Second, COVID-19 had mild negative effects on African banking sectors, at least in
part because it was a less severe health crisis in Africa.'? Third, as suggested in Feyen et al. (2021),
the lack of policy space (fiscal, monetary, and financial) limited the number of interventions of

governments in reaction to COVID-19.

To this point, this survey has documented the shallowness, inefficiency, and costliness of African
financial markets, none of which are surprising given the region’s low levels of economic
development and the four characteristics mentioned above—small size, informality, volatility,
and institutional governance problems. However, many of the non-African low- and lower-
middle-income countries suffer from similar problems. Is there an Africa-specific element to

financial underdevelopment? This issue is addressed next.

12 Data collected by the World Health Organization on the cumulative number of infections and deaths as per
December 2021 indicate that the total cumulative number of infections per 100,000 people in African developing
countries was 276, compared to 2,167 for the rest of the developing world. The cumulative number of deaths per
100,000 people was 5 for African countries and around 40 for the rest of the developing world.
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2.3 Benchmarking Africa’s Banking Systems

As shown above, despite extensive economic and financial sector reforms over the last few
decades, many Sub-Saharan African countries still face financial development gaps relative to
other developing countries. In short, the level of financial development and credit penetration in
Africa is still low compared to other parts of the developing world, but it is also low relative to
what would be predicted based on underlying factors that are associated with financial

development.

Cross-country regressions to benchmark African financial development based on its correlates in
other low- and middle-income countries reveal a substantial gap between predicted and actual
levels of African financial development and inclusion. Figure 7 shows that predicted 2016-20
levels of private credit/GDP tended to be higher for most African countries than their actual
levels. While in a few countries the actual levels of financial development exceed predicted levels,
most African countries still face underdeveloped credit markets. Specifically, the figure shows
that 16 out of 37 countries have levels of private credit to GDP that exceed their predicted levels.
However, of these 16 countries, Mauritius (MUS), Cabo Verde (CPV), and South Africa (ZAF) are
not particularly representative of the African experience, and Angola (AGO), Chad (TCD), Republic
of Congo (COG), Nigeria (NGA), and Zimbabwe (ZWE) are in the lower left-hand corner of the

figure where actual and predicted values are very low.

Within the sample of countries with private credit to GDP that exceeds their predicted levels,
Kenya is the country with the highest level of private credit to GDP. The result on Kenya is

somewhat expected as in recent years the country has witnessed several financial innovations
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and a strong bank branch expansion that have promoted financial inclusion. The bank branch
expansion coincided with the emergence of Equity Bank, a pioneering commercial bank that
devised a banking service strategy targeting low-income clients and traditionally under-served

territories (Allen et al., 2021).

2.4 Online Alternative Finance in Africa

Online alternative finance is a financing channel to obtain funds from the public for a project or
enterprise through a digital marketplace. In recent years, online alternative finance has been
rapidly growing globally as well as in Sub-Saharan Africa, driven by progress in technology-based
financial innovations. Thus, online alternative finance is becoming an important source of capital

for entrepreneurs and firms.

The Cambridge Centre for Alternative Finance classifies the online alternative finance ecosystem
into different models: the equity model, the debt model, and the non-investment model (Ziegler
et al., 2021). Equity-based models refer to transactions where businesses raise capital by issuing
unlisted shares or securities. Debt-based models cover peer-to-peer (P2P) and marketplace
lending, secured and unsecured bonds, loans, and debtor notes. Finally, non-investment models
include donation-based and reward-based crowdfunding. In this model, firms are not obliged to

provide any return to the investors that funded the project.

Since 2017, there has been rapid growth in online alternative finance. As shown in Figure 8, in

2017 and 2020, the total online alternative finance markets in Sub-Saharan Africa raised US$104
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million and USS$1,106 million, respectively (Ziegler, 2021). Narrowing down the online alternative
finance to the four sub-regions in Sub-Saharan Africa (Central Africa, West Africa, Southern
Africa, and East Africa), the East Africa sub-region took the lead recording a proportion of 50
percent of all online alternative finance in 2020. It was followed by West Africa with 45 percent,
and Southern Africa with 4 percent. In terms of countries, in 2020 the region’s largest online
alternative finance markets included Ghana ($528 million), Zambia (5297 million), and Uganda
(5115 million). They were followed by Tanzania (5103 million), Kenya ($82 million), South Africa

(523 million), and Botswana (521 million).

By model, P2P/Marketplace Consumer Lending and Balance Sheet Consumer Lending models
dominate the online alternative finance landscape in the region. In 2020, they represented 63
percent and 29 percent of the total online alternative finance activity, respectively. As highlighted
in the share of the market by model, it is important to emphasize that most alternative finance
volumes in the region have been associated with consumer lending rather than business lending.
Thus, online alternative finance platforms have played an important role by promoting financial
inclusion among households. According to the information from 74 online alternative finance
platforms surveyed by the Cambridge Centre for Alternative Finance, 49 percent of the platforms’
clients were considered unbanked, 48 percent underbanked, and only 3 percent banked. Figure

9 shows the clients’ banking status by sub-region.
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3 OVERCOMING BARRIERS TO FINANCIAL INCLUSION: BRANCH

EXPANSION, FIELD EXPERIMENTS, AND TECHNOLOGY

Africa has made substantial progress over the past years, not only in financial depth and inclusion,
but also in underlying macroeconomic stability, with few countries presenting double-digit
inflation rates. Similarly, there has been some underlying institutional progress, including in
creditor rights, contract enforcement, and credit information sharing. While macroeconomic
management and institutional development have thus shown a certain degree of improvement,
the benchmarking exercise discussed in section 2.3 suggests that these are necessary and not
sufficient conditions for financial deepening in Sub-Saharan Africa and that other barriers,
including geographic disadvantages, hold back the further deepening of African banking systems.
Financial innovation, i.e. new delivery channels, new players and new products, can help
overcome these barriers, especially geographic barriers. Africa has seen substantial innovation
on this front over the past years, as reported by Beck et al. (2011). Much of it comes from
different financial institutions, banks, NGOs, and MFls, both domestic and foreign-owned, often
with support from donors. In many countries, regulators have reacted flexibly, opening space for

innovation within existing regulatory frameworks or adjusting them where necessary.

This section reports on different forms of financial innovation, summarizing research findings on
the recent branch expansion by some banks into more sparsely populated areas and the potential
for banks to use agent networks to further extend their reach. Agents are typically owners of

small retail businesses who are trained by a formal financial institution (most often a bank or a
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microfinance institution) to collect deposits and process payments, including payments on small-
scale loans (Lyman et al., 2006; Siedek, 2008; Flaming et al., 2011). Results from recent field
experiments in Africa that are beginning to shed light on the types of financial services that could
benefit underserved market segments and overcome impediments to their uptake are also
summarized. Finally, the role that technological innovation could play in bridging some of the
geographic and informational divides that currently characterize the African financial landscape

is explored.

3.1 Branching and Agents

While the number of bank branches per capita remains low in sub-Saharan Africa compared to
non-African developing countries (Figure 4), Kenya provides an example of an African country
that underwent a significant bank branch expansion in recent years. According to the World
Bank’s Global Financial Development Database, the total number of bank branches in Kenya
increased from 2.7 per 100,000 adultsin 2006 to 5.6 in 2015, while the number of ATMs increased
from 2.9 per 100,000 adults to 9.7 over the same period. Those figures had declined slightly,
perhaps due to the COVID-19 pandemic, but still stood at 4.7 branches and 7.3 ATMs per 100,000

Kenyan adults in 2020.

While many Kenyan banks, including some state- and foreign-owned ones, expanded their
branch footprints from 2000 to 2015, the expansion strategy of one private domestic bank in
particular, Equity Bank, stood out for its potential impact on outreach to under-served market
segments. This institution has played a key role in fostering financial inclusion in Kenya and in

neighboring countries in East Africa while remaining profitable in the process. In the period 2006-
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16, its client base grew from 1 to 11 million people making Equity Bank the largest bank in Africa
in terms of customers. Allen et al. (2021) use the case of Equity Bank to explore the relationship
between bank branch expansion, financial inclusion, and bank profitability. They find that the
presence of Equity Bank branches significantly increased the likelihood of having a bank account
or aloan, especially for Kenyans who were less educated, did not own their own homes, and lived
in rural and arid areas.'® Branch-level data on the profitability, credit quality, and financial
structure of Equity Bank branches revealed that it was able to achieve profitability, even in
remote areas, through aggressive pricing (including on loan interest rates), reducing its

delinquency rates, and securing stable, inexpensive funding from retail deposits in those areas.

In all, Equity Bank’s experience in Kenya and those of a handful of banks in other developing
countries suggest that it might be possible to generate sustainable profits with a business model
focused on the provision of financial services to population segments that are typically under-
served by commercial banks.* At the same time, the number of studies is small (and most are
not from African countries) making it hard to identify the factors that lead to successful

adaptation of those strategies.

A government-supported microcredit expansion program can also help provide not only access

to basic financial services to previously unbanked population segments, but also provide an entry

13n their regression models, the presence of Equity Bank in a new district increased the probability of having a bank
account by five percentage points. The share of Kenyan adults who had a bank account was 14% in 2006 and 23% in
20009.

14 For similar studies, see Bruhn and Love (2014) on the extension of Banco Azteca in Mexico, Burgess and Pande
(2005) on an exogenous change in branching restrictions in India to identify the effects of increased branch
penetration on poverty reduction, and Brown, Guinn, and Kirschenmann (2016) documenting substantial gains in
financial inclusion associated with the expansion of a major microfinance provider (ProCredit) in Albania, Bulgaria,
Macedonia, and Serbia.
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into the commercial banking system. Specifically, Agarwal et al. (2023) show that a large-scale
microcredit expansion program in Rwanda—together with a credit bureau accessible to all both
banks and microfinance institutions—can enable unbanked borrowers to build a credit history,
facilitating their transition from microcredit to commercial bank loans. A sizable share of first-
time borrowers switched to commercial banks, which cream-skim less risky borrowers and grant
them larger, cheaper, and longer-maturity loans, based on the information provided through the

credit bureau.

Another potential method for promoting financial inclusion in sparsely populated areas is agent
banking, which can overcome not only geographic but also socio-cultural barriers that might
prevent low-income population segments from entering formal bank offices (Buri et al., 2023).
For example, Finca DRC’s over 500 agents handle more than 65% of the transactions of one of
the largest microfinance institutions in the DRC, agents that have been especially successful in
reaching the urban poor (Cull et al., 2018). Not only microfinance institutions but also banks have
looked to agent networks to extend their reach to under-served areas and market segments.
Again, in Kenya, Equity Bank moved forcefully into agent banking, expanding its number of agents
from under 1,000 in early 2011 to over 6,000 by the end of 2012. By that point, agents accounted
for over 30% of Equity Bank’s total transactions. In addition, the mobile money agents of non-
financial firms expanded forcefully throughout Africa. By 2014, Findex data revealed that 12
percent of African adults had mobile money accounts. In 2021, that figure reached 33 percent of
adults, and respondents were as likely to use a mobile money account to save as they were to

use an account at a formal financial institution (see further discussion of mobile money and digital
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financial services below).'®

Recent evidence indicates that access to agents holds the potential to influence clients’ financial
behavior. For example, individuals encouraged to open a no-frills account with an agent in
randomized controlled trials (RCT) in Senegal subsequently performed more transactions than
those encouraged to open the same account at a branch, and their account balances also
increased, suggesting that access to agents made it easier for them to save (Buri et al.,
forthcoming). Clients of microfinance institutions in Madagascar also increased their number and
volume of financial transactions after agents were introduced (Buri et al, 2019). Repeated
interactions with agents may also improve the financial capabilities of clients. An RCT in Malawi
shows that individuals who owned a high-fee account with a local bank were more likely to switch
to a lower-fee account if they had been induced to make more transactions and interact more
with bank staff (Giné and Goldberg, 2023). Finally, agents may also help reduce gender gaps in
financial usage between women and men. Women in the DRC were significantly more likely to
transact with female agents, a tendency which increased both with the value of transactions and
the customer’s account balance (Chamboko et al. 2021); similar patterns were found among
female clients in Senegal (Buri et al., forthcoming). Authors of those studies speculate that trust
and a desire to protect their privacy are factors that could account for women’s differential
transactional behavior with female agents. In short, there are encouraging signs that agents of
African banks and MFIs can reduce transactions costs enabling poorer clients and women to

become more financially active, though early results indicate that this is through cash-in/cash-

15 See Demirgii¢-Kunt, et al. (2022), pp.17, 82.
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out transactions and, to a lesser extent, savings rather than credit (Buri et al., 2023).

3.2 Assessing Tailored Product Interventions with Randomized Field Experiments

At the simplest level, innovations that have brought under-served market segments into closer
physical (and socio-cultural) proximity to financial services providers have spurred deeper
financial inclusion and greater usage of financial services. This includes not only the
aforementioned studies of branch/agent network expansion in Africa (Allen et al., 2021; Buri et
al., forthcoming; Giné and Goldberg, 2023), but studies from African and other countries showing
that physical proximity to agents can promote usage of savings accounts (see, e.g., Ashraf et al.

2006; Brune et al. 2016 and Bachas et al. 2021).

In part, the importance of physical proximity to an outlet of a financial services provider stems
from clients’ needs for cash-in/cash-out transactions. Those transactions, in turn, have fostered
financial resilience by enabling households to draw on their social networks for support in trying
circumstances. For example, Jack and Suri (2014) have shown that mobile telephony reduces the
costs of such within-network transfers in Kenya and find that proximity to ‘mobile money’ agents
has helped households to smooth consumption in the face of economic shocks. Relatedly,
Blumenstock et al. (2016) showed that Rwandan households affected by an earthquake received
increased amounts of cellular “airtime” (a simple precursor to mobile money) from members of
their social network, especially those with whom they had already established reciprocal

relationships.

At the same time, increased within-social network demands for assistance may make it more
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difficult to save. RCTs have shown that commitment devices that enable users to guard
accumulated funds from outside demands (often from relatives and friends) have led to
increased investment and more rapid growth of firms. For example, Dupas and Robinson (2013)
show that female shopkeepers in Kenya were much more likely to take up non-interest-bearing
bank accounts that were subject to high withdrawal fees (and thus less attractive than standard
interest-bearing accounts) than male business owners, and investment in those female-owned
businesses was nearly double that of female business owners in the control group. Brune et al.
(2016) document changes in the production methods of tobacco farmers in Malawi who were
offered a “commitment” savings account that allowed the account holders to freeze their funds
until a specified date (typically just prior to the planting season, thus preserving funds for
purchases of farm inputs). Deposit and withdrawal activity spiked just prior to the planting
season, land under cultivation increased by 9.8%, agricultural input use in that planting by 26.2%,
crop output in the subsequent harvest by 22%, and household expenditures in the months
immediately after harvest by 17.4% (all relative to the mean for the control group). Another study
from western Kenya shows how a commitment savings device enabled farmers to increase their

use of fertilizer (Duflo, Kremer, and Robinson, 2011).

Regarding specific product features for cash-in/cash-out transactions and savings, multiple
studies have subsidized the account opening and/or maintenance fees for ordinary savings
accounts and shown significant impacts on take-up and usage (Dupas and Robinson, 2013; Dupas
et al., 2016; Schaner, 2017; Prina, 2015; Brune et al., 2016). Only Prina (2015) also waived
withdrawal fees, which could play a key role in how accounts are used. In Dupas et al. (2016,

2018), for example, transaction fees, especially those associated with withdrawals, hindered the
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use of savings accounts.

There is less evidence from experiments involving African credit products than for savings
products. But some evidence from micro-credit experiments in Africa suggests that beneficial
effects are harder to identify than for savings. For example, Tarozzi, Desai and Johnson (2015)
use data from an RCT conducted in rural Ethiopia to study the impact of access to microcredit on
income from agriculture, animal husbandry, nonfarm self-employment, labor supply, schooling
and indicators of women’s empowerment. The study does not find clear evidence of widespread

improvement in socioeconomic indicators in treated areas.

Another key impediment to broader extension of credit in Africa is the lack of reliable methods
for personal identification. Individuals who lack collateral and credit histories, which
characterizes a large share of the African population, struggle to overcome informational
asymmetries that make it almost impossible to access credit from formal sources. Establishing
collateral and credit registries could help, but these can only function if people can be accurately
identified. A field experiment among paprika farmers in Malawi tested whether biometric
identification methods can improve the functioning of credit markets in a country where identity
theft is common (Giné et al. 2013). Applicants for agricultural input loans from a state-owned
bank were randomly assigned to a treatment group in which a fingerprint was collected from
each member as part of the loan application, or to a control group in which no fingerprint was
taken. Both treatment and control groups attended a training session on the importance of a
credit history in ensuring future access to credit. For the sub-group of farmers identified as having

high ex-ante default risk, fingerprinting led to a 40% increase in repayment rates.

30



As in other parts of the developing world, microinsurance products could offer benefits in Africa,
especially in agricultural areas. For example, rainfall insurance, which pays a set amount when
rainfall falls below (or surpasses) a predetermined threshold could be useful to African farmers.
In Ghana, Karlan et al. (2014) find that rainfall insurance counters farmers’ risk aversion and
improves decision making regarding input mix and land under cultivation. As a result, these
agricultural households were less likely to report that they suffered from hunger, though effects
were largest when insurance was combined with subsidized capital. However, in that experiment
and another one in Africa (Giné and Yang, 2009), the take-up for agricultural insurance products
was puzzlingly low, suggesting a weak match between the insurance products and farmers’ needs
and/or farmers not fully understanding how these products could benefit them. To date,
throughout the developing world there is no example of an agricultural insurance program for
small landholders that has achieved scale in the absence of substantial subsidies (Miranda and

Nadolnyak, 2023).

In summary, evidence from RCTs in Africa has highlighted how physical proximity to outlets of
financial services providers, innovations in financial products, and biometric identification are
deepening financial inclusion and spurring greater financial usage among clients that have
typically been under-served by providers of financial services. However, these gains have been
more pronounced for money management (cash-in/cash-out) and savings than for credit and

insurance products.

3.3 Mobile Money

Mobile money transfer (“m-transfer”) systems facilitate financial transactions via mobile phones,
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allowing users to deposit and withdraw cash from an account that is accessible by mobile
handset. Users can store value in the account and transfer value between users via text
messages, menu commands, and personal identification numbers (Aker and Mbiti, 2010). M-
transfer arrangements therefore enable users to make payments and transfer funds at relatively
low cost across much wider geographic areas than is possible using localized informal payment
solutions. More recently, the use of mobile money systems has been expanded to access other

non-payment and deposit financial services, including credit and insurance.!®

As already discussed above, Africa is the continent where the adoption of mobile money accounts
has had its biggest impact in terms of improving financial inclusion. By the end of 2021, there
were more than 1.35 billion registered mobile money accounts globally, with nearly half of all
accounts registered in Sub-Saharan Africa (GSMA 2022). By now, most countries in Africa have
mobile money systems in place, although there is large variation in penetration across countries.
For example, Kenya’s adoption rate is 67%, while Nigeria’s is only 9% (Demirguc-Kunt et al.,
2022). Among the success factors, the literature has focused on a trusted mobile telephony
business and reliable mobile phone network, a good relationship with regulators and an
extensive agent network (see Lal and Sachdev, 2015, among others). Mobile banking spread
quickly in Kenya thanks, in part, to the fact that the operator of M-Pesa (M is for mobile, “pesa”
is Swahili for “money”), Safaricom, controlled two-thirds of the telecoms market in Kenya. By
2023, there were over 140,000 agents serving both M-PESA and other mobile money providers

(Suri et al., 2023).

16 For a recent literature survey, see Suri et al. (2023).
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Recent empirical evidence suggests that this innovation has paid off not only in terms of financial
inclusion, but also in terms of increased consumption. M-Pesa use has brought about a
substantial decline in the costs of sending transfers and a substantial increase in their volume
(especially remittances), a greater likelihood of being formally banked, and decreased use of
informal savings mechanisms (Jack and Suri, 2011; Mbiti and Weill, 2016). On the aggregate level,
Suri and Jack (2016) provide analysis that M-Pesa increased per capita consumption levels and

lifted an astounding 194,000 households, or 2% of Kenyan households, out of poverty.

Jack and Suri (2014) show that, by reducing the costs of transfers within social networks in Kenya
households have been able to smooth consumption in the face of economic shocks. Specifically,
they find that shocks reduce the consumption of non-M-Pesa users by 7 percent, while shocks
have no significant effect on the consumption of households with an M-PESA user. Both the
volume and diversity of remittance senders also increase after a shock and the average distance
from senders to receivers of remittances increases substantially (Jack and Suri, 2014), suggesting
that M-Pesa has enabled households to expand or make fuller use of their social networks at a
lower cost.” Suri et al. (2012) find that M-PESA users are able to spend more on medical
expenses in the event of a health shock while also increasing expenses on food and maintaining
their education expenditures. M-Pesa also had positive effects on firms’ access to trade credit
and thus growth, as shown by Beck et al. (2018). Specifically, by providing a safer payment
method, enterprises increase their access to and lower the cost of supplier credit, with positive

repercussions for sales growth. Similarly, Dalton et al. (2023) find that using M-Pesa to allow for

17 Similar evidence for risk sharing through mobile money accounts has been found for Tanzania (Riley, 2018).
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payments by clients increases firms’ access to digital credit by 50%, and while it reduces the
volatility in sales (and even more so for smaller firms), it does not change revenues or profits

directly.

In partnership with the Commercial Bank of Africa (CBA), Safaricom also began offering a mobile
product called M-Shwari to offer an array of financial services including interest-earning savings
and credit. New loans can be applied for (and granted) almost instantaneously. Loan amounts
start small and M-Shwari uses the prospect of larger future loans to incentivize loan repayment.
Early indications are that the take-up rates for M-Shwari loans are substantially higher than for
microfinance loans. Like microcredit, M-Shwari loans appear to be used as a tool to smooth
consumption and better manage the financial lives of clients. Bharadwaj, Jack and Suri (2021)
find that the take-up of M-Shwari, does not substitute for other sources of credit, and that this
credit helps consumers deal with health shocks, and increases their propensity to spend on

education.

M-transfer systems have also facilitated spatial risk sharing within an economy as illustrated by
Blumenstock, Eagle, and Fafchamps (2016) who show that the Lake Kivu earthquake in 2008 in
Rwanda caused individuals living outside the affected area to transfer a large and significant
volume of airtime to people living close to the earthquake’s epicenter. They also show that the
transfers were consistent with reciprocal risk sharing rather than charity or altruistic motivations,
suggesting that mobile payment services facilitate informal inter-personal insurance

mechanisms, although it seems again that wealthier segments of the population benefitted most.

Another example comes from Niger, where an m-transfer system is providing a more cost-
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effective means of implementing a cash transfer program. While Bold, Porteous, and Rotman
(2012) argue that electronic payment methods for social cash transfers work best when piggy-
backing upon existing payments infrastructure, the experience in Niger suggests that electronic
cash transfer via an m-system could also work where more traditional payments infrastructure is
lacking. Specifically, an experiment comparing traditional cash transfers with transfers via an m-
system called Zap was undertaken in 96 “food-deficit” villages in Niger, meaning they had
produced less than half of their consumption needs during the 2009 harvest (Aker et al. 2016).
Zap substantially reduced the cost of distributing and obtaining the cash transfers, and
households used their transfers to purchase a more diverse set of goods, increased the diversity
of their diets, depleted fewer assets, and grew a wider variety of crops (including marginal crops
typically grown by women). The authors speculate that lower costs, in particular the time savings
to recipients of electronic transfers, and greater privacy in receiving those transfers (reducing
obligations to share money within social networks) are driving the changes in household

outcomes associated with Zap usage.

The experimental results for Africa thus far suggest that financial products that can reach the
poor at low cost (both to providers and to the poor themselves), and that incorporate elements
that enable borrower/savers to protect funds to meet financial goals, hold promise for expanding

financial inclusion.

4 BEYOND FINANCIAL INCLUSION: NEW CHALLENGES

While the survey has documented achievements in deepening and broadening African financial
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systems, challenges remain. This section points to two specific areas where future research could

support policy formulation.

4.1 The Long-Term Finance Challenge

The first of these challenges refers to the short-term nature of finance across the region, as
illustrated not only in the balance sheet structures of banks, but also in the limited development
of contractual savings institutions and financial markets. While financial inclusion has dominated
the recent policy debate and research agenda, the need for long-term finance by households,
enterprises, and government is enormous. The cost of addressing Africa’s physical infrastructure
needs is estimated at US$93 billion per year, roughly 15% of Africa’s gross domestic product
(GDP) (Foster and Bricefio-Garmendia, 2010). Demand for housing, especially in urban areas,
continues to rise across the continent as Africa rapidly urbanizes. And firms continue to lack the

necessary resources for long-term investment.

While expanding access to formal financial services continues to be a challenge, there has been
less progress in developing long-term finance on the continent, at least as indicated by the limited
data that are availabile. Most of bank finance is short-term (both on the deposit and loan side)
and non-bank finance, both intermediated and market-based, is not developed. Given the overall
development of financial systems, including shallow banking systems, this is not surprising; as
shown by Beck et al. (2008) and De la Torre et al. (2013), non-bank segments arise at a much later

stage of economic development.
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Long-term finance is critical for long-term development of modern societies. Well-functioning
intermediaries and capital markets that allow investors and savers easy access to their funding
while enabling long-term investment are at the core of financial sector development. Beyond this
general statement, one can also consider specific beneficiaries of long-term finance and projects
that rely on long-term funding streams. Take the example of infrastructure: Given high resource
needs and long time horizons between the start of construction, its completion and the revenue
phase, appropriate funding structures are needed. As private-public partnerships in
infrastructure gain in importance, corresponding financing structures are needed that match
maturity and risk structures of assets with funding. More generally, for governments better
access to long-term funding instruments can reduce the procyclicality of government
consumption and its costs, as well as allow for more efficient investment decisions. In the case
of households, access to long-term savings instruments allows consumption smoothing over the
life cycle and savings and insurance products for retirement. On the funding side, it allows large
investment, prominently into housing, but also into human capital, independent of current
income but as a function of future expected income streams. Finally, for firms, the availability of
long-term finance allows a better maturity matching of assets and liabilities and reduces the
dependence of investment decisions on cash flow availability (Love, 2003) as well as greater

investment in R&D activities, as shown by Aghion et al (2010).

Public capital markets, especially stock exchanges, have often been seen as quintessential
elements of long-term finance provision in an economy. There were, therefore, intensive efforts
by donors and local governments to establish such markets across Sub-Saharan Africa in the

1980s, though unfortunately those met with limited success. Albuquerque et al. (2016) show that
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this can be mainly explained by the small size of financial systems across the region, limited
banking sector development (another precondition for capital market development), and limited
domestic savings. By 2018, only half of the region’s countries had a stock market, but with very
low liquidity.® Development of bond markets is even more rudimentary, with few if any non-

financial companies in most countries being able to issue bonds.

While recent reforms in several countries in Sub-Saharan Africa have created private pension
systems that are rapidly accumulating assets under management, the pension fund industry only
intermediates a fraction of those assets into productive long-term investments (reverse maturity
transformation). Mortgage finance is very limited (Badev et al., 2013) as discussed above., which
is again in line with global experience where it is mostly high-income countries where one sees a

significant role for mortgage finance.

Addressing the long-term finance gap first requires addressing a data gap. While data availability
on access to finance has improved enormously across the globe and especially in Africa, driven
partly by global data collection efforts, such as the World Bank’s Global Findex and the IMF’s
Financial Access Survey, and partly by country-specific efforts, such as the FinScope and FinAccess
surveys, very limited data is available on the depth, efficiency and accessibility of long-term
financial markets, though there are currently attempts at increasing the availability of indicators
of long-term finance. Specifically, the donor-funded “Africa Long-Term Finance Initiative”

provides data on sources and uses of long-term finance across countries in the region, the depth

18 This is illistrated by the following statement by a market practitioner, “an entire year’s worth of trading in the
frontier African stock markets is done before lunch on the New York Stock Exchange,” quoted in Christy (1998). It
should be noted that some countries are served by regional stock exchanges.
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of different segments of the long-finance segment, including banking, capital markets and
institutional investors and the regulatory framework and business environment underpinning the

intermediation process.'®

4.2 A Shifting Global Financial Cycle and Geopolitical Tensions

As discussed above, Africa’s banking systems have gained in resilience over the past decades;
however, they are not immune against global financial cycles and sovereign debt fragility. The
rise in interest rates since late 2021 across major advanced economies has increased debt
burdens across the globe. The increase in foreign debt over the past decade, partly underpinned
by rising commnodity prices and not all of it made transparent at time of origination, and the
economic losses due to the pandemic have brought many developing countries close to

unsustainable debt levels and some are already beyond that threshold.

This has also affected countries across the regions, with several countries defaulting on their
government debt. And while sovereign debt restructuring has been traditionally limited to
foreign currency bonds, recent restructuring events, such as in Ghana have also affected
domestic bonds, which are typically treated as safe assets by local banks and subsidiaries.
Ultimately, this can have negative repercussions for banks through several channels: losses
incurred on their government bond holdings, losses related to exchange rate devaluation, and
credit losses related to companies either exposed to governments (through ownership or

contract relationships) or affected by recession.

19 For more information: https://altf.afdb.org/en/home-page.
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A second major trend is the change in the geopolitical situation. With the Russian invasion of
Ukraine and increasing political tensions between the U.S. and China, the building of new blocks,
not too different from the 20™ Cold War, is underway, with repercussions for the global financial
system. Beyond sanctions on Russia (and companies and countries breaking these sanctions),
there is an increasing focus on aligning the system of global financial transactions with new
geopolitical objectives. This might also affect the geographic footprint of global banks, in a way

similar to the repercussions of sanctions against Apartheid South Africa in the 1980s.

While this last trend has emerged only recently, it will have long-term repercussions in the
financial system, as it has had in the real economy, as seen in the rearranging of global supply
chains and friend-shoring and the use of trade policy as geopolitical instrument. This new
geopolitical reality will thus have implications not only for large global banks, but also for linkages
of African banking systems with the global financial system and, ultimately, repercussions for

access to financial services on the household and enterprise level.

5 CONCLUSIONS

While Africa’s banking systems are shallow, they have made substantial progress over the past
decade, a trend that can only be partially captured in aggregate data. Decades of regulatory
upgrades have borne fruit in the form of more stable banking systems and substantially less
fragility. Financial innovation has helped broaden the share of the population with access to basic
formal financial services, and technology has helped African financial systems leapfrog traditional

delivery channels. While observers often focus on the mobile money revolution, there are many
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forms of financial innovation, including new products, new providers, and new delivery channels.
However, for innovative approaches to financial service delivery to be adopted, a competitive

environment and a flexible regulatory approach are needed.

While there are documented achievements in deepening and broadening financial systems in the
region, it is important to note that long-term finance remains a challenge. The dominance of
banks and their focus on short-term transactions has prevented the financial system from playing
a stronger role in funding the infrastructure Africa needs so urgently, the housing needs that the

ongoing urbanization and population growth require, and the long-term investment by firms.

Although Africa’s banking systems have gained in resilience over the past decades, they are not
immune against global financial cycles and sovereign debt fragility. The turn of the global financial
cycle towards tightening has contributed to increasing sovereign distress in many developing
countries, including in Sub-Saharan Africa. Ultimately, this distress will have negative
repercussions for banks. Similarly, increasing geopolitical tensions will have implications for the
geographic footprint of global banks and will induce an additional element of international

politics into regulatory decisions.

As discussed in this survey, reseach into banking in Africa has expanded rapidly over the past
years, using increasingly micro-level data, including credit registry data, thus following a trend
from other regions of the world. Close cooperation between researchers, central banks but also
commercial banks and MFIs can help produce critical insights into what practices and policies
work to deepen, broaden and lengthen the term structure of banking in Africa. There is an

exciting and policy-relevant research agenda going forward.
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Figure 1 Aggregate financial development in international comparison, 2011 and 2021. Source: Global Financial
Development Database (September 2022 Version), World Bank.

Note: Data as per end of year 2011 and 2021. Income classification as per 2021 World Bank classification. The median
is computed over a balanced sample of 25 African countries and 27 non-African developing countries, for which data
were available on all indicators between 2011 and 2021.
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Figure 2 Private credit by deposit money banks and other financial institutions to GDP (%, 2021). Source: Global
Financial Development Database (September 2022 Version), World Bank.
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Note: Income classification as per 2021 World Bank classification. The yearly median is computed over a balanced
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Development Database (September 2022 Version), World Bank
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low- and lower-middle-income countries in SSA and non-SSA countries.
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Figure 6 Magnitude of policies announced in 2020 in reaction to COVID-19. Source: Kirti et al., 2022 (May 2022
Version), International Monetary Fund.

Note: Data refers to the year 2020 only. Income classification as per 2021 World Bank classification. The data is
available for 3 African countries (in orange) and 13 non-African developing countries (in blue). Magnitude expressed
as the monetary value of the intervention divided by the country gross domestic product.
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Figure 7: Private Credit/GDP (%) in African Countries 201620, Actual vs. Predicted Values.

Note: Predicted values of banking sector development, measured by credit to the private sector extended by deposit
money banks/GDP, come from OLS regressions that control for a set of country-level variables including total
population, population density, natural resources rents/GDP, GDP per capita, economic growth, consumer price
inflation, manufacturing value added/GDP, primary school enrollment, and six different dimensions of governance
(Voice and Accountability, Political Stability and Absence of Violence, Government Effectiveness, Regulatory Quality,
Rule of Law and Control of Corruption). Note that negative predicted values are replaced by zero.

Source: Authors’ calculations.
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Figure 8: Online Alternative Finance Volume in USD.

Note: Online alternative finance includes digital finance activities that have emerged outside of the incumbent
banking systems and traditional capital markets and occur online. The online alternative finance ecosystem is
comprised of various lending, investment, and non-investment models that enable individuals, businesses, and other
entities to raise funds via an online digital marketplace. The primary data come from the Alternative Finance Industry
Benchmarking Survey, which is distributed annually by the Cambridge Centre for Alternative Finance.

Source: Cambridge Centre for Alternative Finance, 2021
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Figure 9: Banking Status by Sub-region.

Note: Online Alternative Finance platforms in Sub-Saharan Africa were asked to indicate the proportion of their
customer base which was unbanked (not served by or without access to any traditional financial service),
underbanked (with access to some basic financial services, but not a complete suite), and banked (users which have
access to a full suite of financial services). In total, 74 platforms responded to this question.

Source: Cambridge Centre for Alternative Finance, 2021

56



Robust Standard

Variables Coefficients Errors

African banks 61.963 19.396
Share of Non-Interest Income 3.143 0.931
log (Total Assets) -54.332 7.017
Equity-Asset Ratio 0.327 0.123
Liquidity Ratio (% Total Assets) -1.694 0.575
Loan growth over the previous year -0.431 0.145
Inflation Rate 0.824 0.335
Rule of Law -25.907 23.688
Constantr 538.309 62.037

Table 1: Explaining overhead costs in Africa.

Note: Data refers to the year 2020 only. Income classification as per 2021 World Bank classification. Dependent
variable is overhead costs over total assets. In sample average of overhead costs over total assets for banks in Africa
is 344 basis points, while for banks outside Africa is 188 basis points.

Source: Authors’ calculations using data from Fitch.
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