
Introduction

Cautious hope is in the air for fi nance in Africa. While the global crisis may 
have dented some of the progress made since the beginning of the 21st cen-
tury, one feels the optimism and sees the positive trends. A deepening of fi -

nancial systems can be observed in many African countries, with more fi nancial 
services, especially credit, provided to more enterprises and households. New play-
ers and new products, often enabled by new technologies, have helped broaden 
access to fi nancial services, especially savings and payment products. Innovative 
approaches to reaching out to previously unbanked parts of the population go be-
yond cell phone–based M-Pesa in Kenya and basic transaction accounts, such as 
Mzansi accounts in South Africa. Competition and innovation dominate African 
fi nancial systems, and, for every failure, there is now at least one success. However, 
many challenges remain, and the journey toward deeper, more-effi cient, and more-
inclusive fi nancial systems will be long and fraught with many diffi cult choices in 
many countries in Africa.

Africa’s fi nancial systems have progressed over the past 20 years. Yes, the prom-
ise of the efforts at liberalization, privatization, and stabilization in the 1980s has 
only been partly fulfi lled, though African fi nance has been stable for quite a while 
now. Since the peak of the banking crises in the 1980s, there have been few systemic 
banking crises, though pockets of fragility persist, often related to political crisis or 
defi ciencies in governance. On average, banks in Africa are well capitalized and 
liquid. Still, the benefi ts of deeper, broader, and cheaper fi nance have not yet been 
reaped. Finance in Africa still faces problems of scale and volatility. And the same 
liquidity that helps reduce volatility and fragility in the fi nancial system is also a 
sign of the limited intermediation capacity on the continent. Nonetheless, as we 
discuss below, globalization, technology, and increasing regional integration may 
provide new opportunities for fi nance in Africa.
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As a consequence of recent positive trends, African fi nancial sectors entered the 
crisis with a cushion of high levels of capitalization and liquidity. Financial institu-
tions on the continent largely evaded the direct impact of the global fi nancial crisis. 
Low levels of integration with international fi nancial markets limited the exposure 
to toxic assets and to the volatility of international markets. With a number of im-
portant exceptions, nonperforming loans remained stable despite the slowdown in 
economic growth. Notwithstanding the limited impact of the global fi nancial crisis 
and the improvements in overall stability, several countries have been suffering 
from homegrown fi nancial fragility related to governance challenges and socio-
political unrest.

Africa’s economies have been hit by the ensuing Great Recession through re-
duced trade fl ows and reduced portfolio fl ows and remittances. The fall in demand 
and, consequently, in the prices of commodities has hit commodity-based econo-
mies signifi cantly. The rapid decline in global trade that started in late 2008 (by up 
to 45 percent in real terms year on year) affected all African economies and, to a 
large extent, explains the lower growth the region experienced in 2009. The in-
creasing spreads and reduced maturities resulting from the shortage of liquidity in 
the global fi nancial system have made investment and trade more diffi cult as well. 
Africa has also experienced a rapid reduction in capital fl ows, which has depressed 
stock exchange indexes throughout the continent and forced governments and 
companies to cancel bond and stock issues. Nonetheless, the overall impact of the 
Global Recession seems to have been milder on Africa than on other regions of the 
world, and the continent is already expected to match precrisis growth rates of 
5 percent in 2011 (IMF 2011).

More importantly, Africa will be affected by long-term trends that started before 
the crisis and have been reinforced by the crisis, especially the shifts in the distribu-
tion of global economic power. The shift of weight away from the North (the G-7) 
toward the East (especially China and India) and the South (to the G-20) has been 
another consequence of the crisis not only for Africa, but also for the global fi nan-
cial and economic system. In the context of globalization, the BRIC countries, es-
pecially China and India, but, more recently, also Brazil, are playing a growing role 
in Africa.1 This is refl ected in capital fl ows and also the structure of banking sys-
tems. While Indian banks have long had a presence in East African countries, the 
purchase of a 20 percent stake by a Chinese bank in Standard Bank in South Africa 
represents a new trend for China. The foreign direct investment of Brazil, China, 
and India has been increasing across the continent. It began mostly in natural re-
source extraction and agriculture, but has now extended to other sectors. Addi-
tional funds have been forthcoming from the Gulf region, often in the form of 
sovereign funds. This shift in capital fl ows and international governance offers op-
portunities and challenges for Africa: opportunities in terms of urgently needed 
resources and challenges in terms of managing the resources properly.

This chapter opens with a description of the book’s objectives and contribu-
tions, including the main policy messages. It then develops the basic analytical 
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framework through which we view fi nancial sector development in Africa, distin-
guishing among benefi ciary concepts and groups so as to focus our policy mes-
sages. We highlight the importance of fi nancial sector development for economic 
growth and poverty alleviation and conclude with a summary of the persistent 
problems in Africa—limited scale, informality, volatility, and governance issues—
that require new solutions. Opportunities for solutions are possible within the new 
trends of globalization, regional integration, and technology.

Financing Africa, the Book

This book targets the stakeholders in Africa’s fi nancial systems. Stakeholders are 
understood widely: policy makers, regulators, practitioners, development partners, 
academics, and others. The book includes a stocktaking and forward-looking exer-
cise that indicates viable paths to fi nancial sector deepening and broadening. It 
represents an effort to document new and existing trends in Africa’s fi nancial sec-
tors, taking into account Africa’s many different experiences. It focuses on general 
trends and, thus, does not encompass an exhaustive, detailed discussion of the de-
velopment and structure of each of the 53 African fi nancial systems (for example, 
see Allen, Otchere, and Senbet 2010).

The book intends to contribute to the efforts of African policy makers to cap-
ture opportunities and overcome challenges. It outlines broad policy messages for 
fi nancial systems in Africa on the premise that one size does not fi t all. It does not 
outline strategies for the fi nancial sector in every country across the continent, 
but, rather, offers general policy messages. It also discusses specifi c segments of the 
fi nancial sector, such as rural and housing fi nance; it does not, however, offer an 
exhaustive and conclusive coverage of these segments. We leave that to more spe-
cialized publications in these areas.

The book builds on and extends substantially the World Bank publication Mak-
ing Finance Work for Africa, which drew attention to the opportunities and chal-
lenges of fi nancial system development across Africa (see Honohan and Beck 2007). 
First, it relies on a much broader array of data than the previous publication. Sec-
ond, it includes North African countries in the analysis, which, along many dimen-
sions, have followed a different path of fi nancial sector development. Finally, it ex-
pands on the analysis of the previous publication, including a thorough discussion 
of the regulatory challenges of fi nance in Africa. Critically, the world is different in 
2011 from the world in 2007. Box 1.1 summarizes the main differences between the 
two publications.

An Analytical Framework

In theory, fi nancial institutions and markets exist to help overcome market fric-
tions that make direct exchanges between economic agents diffi cult. Academics 
typically distinguish between specifi c functions of fi nancial service providers, such 
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Financing Africa is a follow-up to Making Finance Work for Africa. What has changed since 
early 2007, and what distinguishes this publication from the previous one?

The environment has changed

The environment in which African fi nancial systems operate has changed dramatically over 
the past four years. The number of African countries experiencing a systemic banking crisis 
has fallen from a peak of 15 in the mid-1990s to a sporadic outlier in the 2000s. Credit to the 
private sector (as a ratio of gross domestic product [GDP]) has risen by more than 20 per-
centage points since 1990. There has been a growing trend toward regional integration 
within the continent in recent years, though this trend started well before 2007. Kenyan, Mo-
roccan, Nigerian, and South African banks are rapidly expanding operations in the region. 
Over the past four years, the transformational impact of the deepening and broadening of fi -
nancial system technology has become clear as well. With over 13 million clients in Kenya, 
M-Pesa is the world’s most widely used telecommunications-led mobile money service.

Globally, too, the environment is different. We might be at the tail end of the fi rst global 
fi nancial crisis of the 21st century and the Great Recession, but the global fi nancial system 
has changed dramatically. The center of economic and fi nancial power has shifted to the 
South and East, which is also refl ected in the replacement of the G7 by the G20 as the major 
international policy coordination body.

The set of information and experiences is larger

Relative to four years ago, we have a much richer and more detailed set of data available. 
Specifi cally, we can draw on a systemic data collection effort by the African Development 
Bank and the Deutsche Gesellschaft für Internationale Zusammenarbeit of indicators on the 
development and structure of fi nancial systems across Africa, as well as the regulatory 
framework. Furthermore, the international community has made enormous progress in col-
lecting data on the outreach of fi nancial systems and the barriers to access among enter-
prises and households; we draw on this experience.

A critical difference with respect to the previous publication is the inclusion of the North 
African subregion. The inclusion of these countries—different in income level and economic 
and fi nancial structure—and the comparison with other parts of Africa enrich the discussion 
in the book and provide additional insights into the process of fi nancial sector deepening 
and broadening. The recent turmoil in this part of Africa, however, makes many conclusions 
on the related fi nancial systems appear tentative.

While Africa can learn from the rest of world, the world can learn from Africa, as we lay 
out in this publication. The experience with mobile phone banking, for example, shows the 
power of technology and the potential that payment-led inclusion strategies possess relative 
to credit- or savings-led inclusion strategies. We therefore refer to experiences in other re-
gions, but also experiences in different African countries and how these experiences may 
be used across the continent.

The focus has expanded

The altered global environment also calls for a somewhat different emphasis. In light of the 
recent regulatory reform debate in Europe and the United States and in the context of the 

Box 1.1 What’s New?
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as (1) facilitating the exchange of goods and services by providing a medium of 
exchange; (2) pooling society’s savings for investment in large investment projects 
beyond the savings capacity of small individual savers; (3) screening potential in-
vestment projects, thus putting society’s savings to the best use; (4) monitoring 
enterprises and thus making sure money is used for the best purpose; and (5) in-
vesting in risk management services, such as diversifying across different projects 
or smoothing volatility over time.2 These functions overlay with the practitioner’s 
distinction among (1) payment and transaction services, (2) deposit and savings 
services, (3) credit services, and (4) insurance and risk management services. These 
services are often provided by different institutions or in different markets. Yet an-
other, partly overlaying distinction is based on different benefi ciary groups and 
time horizons. Expanding on a distinction made by Honohan and Beck (2007), 
this book distinguishes between three concepts: Finance for Markets, Finance for 
Growth, and Finance for All. This distinction helps us frame our discussion 
throughout the book.

•  Finance for Markets relates to fi nancial services that underlie short-term com-
mercial market transactions, such as trade fi nance, remittance payments, and 
various types of short-term credit facilities. This concept relates primarily to the 
fi nancial system function of enabling market-based transactions within the 
economy and across borders. By facilitating commerce, fi nancial systems allow 
the market-based exchange of goods and services beyond the immediate family 

G20 process, we focus more prominently on the regulatory framework. We argue that the 
reform suggestions developed in response to the recent crisis have to be adapted with cau-
tion to the African context and, even within the African region, to the level of development of 
different fi nancial systems.

Including North Africa also reemphasizes the benefi ts of focusing on differences across 
Africa. Thus, needs and policy options vary between small and large and between low- and 
middle-income countries, while landlocked, resource-rich, and fragile states face yet an-
other set of challenges.

Honohan and Beck (2007) present two main policy recommendations: (1) strengthen 
credit and property registries and streamline court procedures and (2) establish independent 
supervisors. This publication follows a different path by presenting three main general mes-
sages, which are then fi ne-tuned in each of the thematic chapters and also detailed for dif-
ferent country groups.

Some themes and contrasts are maintained from the previous book. The contrast be-
tween the modernist and the activist approach is also used in this publication to highlight 
the advantages of a careful assessment of the role of government, a role that should help 
create and develop markets rather than replace them. We also build and expand on the dis-
tinction between Finance for All and Finance for Growth by highlighting the importance of 
 fi nance for basic market transactions beyond fostering long-term investment activities.

Box 1.1 What’s New? (continued)
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and community. Finance for Markets refers to fi nancial services for enterprises 
and households, thus cutting across all possible benefi ciary groups. The concept 
covers transaction and payment services, including remittances from emigrant 
workers to their families back home. It covers deposit services for households 
and enterprises, as well as short-term credit facilities for enterprises of all sizes, 
including trade credit. These basic services are provided by almost every fi nan-
cial system in the world, even the most rudimentary ones, although at different 
degrees of effi ciency. They are mostly provided by banks, but may also be pro-
vided by nonbank fi nancial service providers, including telecommunications 
companies. The recent crisis and the reduction in the supply of trade fi nance 
underline the importance of Finance for Markets.

•  Finance for Growth relates to the fi nance for enterprises, households, and govern-
ments that supports medium- and long-term activities (longer than 12 months). 
Finance for Growth is fi nance mainly for investment purposes, and it is here that 
fi nancial institutions and markets fulfi ll their key function of the maturity trans-
formation of short-term liquid claims—be they deposits or marketable securi-
ties—into long-term investment fi nance. Finance for Growth thus involves a key 
function of fi nancial systems: pooling society’s savings and putting them to their 
best use. This comprises risk management techniques and the screening and 
monitoring of entrepreneurs and projects. It relates to large-scale fi nance, in-
cluding for infrastructure and agriculture, and fi nance for small and medium 
enterprises and to debt and equity instruments, as well as hybrid instruments, 
such as mezzanine debt and guarantees. These services are provided by an array 
of institutions, including banks, insurance companies, pension funds, mutual 
funds, and private equity funds, and relate to activities on different fi nancial 
markets, including stock and bond markets. Moving from Finance for Markets 
to Finance for Growth constitutes a major challenge for many low-income coun-
tries, including in Africa.

•  Finance for All relates to the process of expanding fi nancial services both for 
markets and for growth to the largest possible segment of the population, in-
cluding households, small enterprises, and large fi rms. Finance for All overlaps 
the concepts of Finance for Markets and Finance for Growth, but refers to the 
process by which short- and long-term fi nancial services, including payment, 
savings, credit, and insurance services, are pushed out to previously unserved 
segments of the population. It overlaps with Finance for Markets to the extent 
that access to basic transaction services is being extended to all segments of the 
population. It overlaps with Finance for Growth to the extent that more seg-
ments of the population gain access to contractual savings services, while mi-
croenterprises gain access to investment fi nance. In discussing Finance for All, 
we refer to all types of formal fi nancial institutions, but also semiformal fi nancial 
institutions such as cooperatives or savings and credit cooperatives. Finance for 
All has been a challenge throughout the world not only for low-income coun-
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tries, but also for many middle-income countries that have made substantial 
progress in the dimensions of Finance for Markets and Finance for Growth.

The three concepts overlap, including in policy prescriptions, but it is important 
to keep in mind the different focus of each. Countries at different levels of eco-
nomic and fi nancial development might focus on different concepts. Postconfl ict 
or low-income economies might focus mainly on the basic services implied by Fi-
nance for Markets, and middle-income and socioeconomically more stable coun-
tries might focus on Finance for Growth strategies.3 Finance for All has remained a 
challenge for low- and middle-income countries and even for some high-income 
countries, such as the United Kingdom or the United States.

It is important to note that these three concepts do not involve a trade-off, least 
of all the Finance for All approach. It is more about sequencing than trading off. 
For instance, the existence of effi cient fi nancial services for market exchange is the 
basis for longer-term fi nancial contracts.

The Main Messages and a Caveat
In Africa, distinguishing among these three concepts is critically important for 
policy design. While African economies and fi nancial systems share many features, 
there are critical differences along notable dimensions. Financial systems face dif-
ferent challenges in low- and middle-income countries across the continent. Basic 
fi nancial services for commercial transactions and short-term credit (Finance for 
Markets) characterize the fi nancial systems of many low-income countries, where 
formal fi nancial services are often limited to a small share of enterprises and house-
holds. Middle-income countries are characterized by a much larger outreach of 
banking systems to households and enterprises, a larger variety of fi nancial services 
and products, and a diversifi cation of fi nancial institutions and markets. Size mat-
ters: even among low-income countries, larger economies are able to sustain larger 
and more diversifi ed fi nancial systems.

There are also important geographical differences. North African fi nancial sys-
tems are dominated by government-owned fi nancial institutions to a much larger 
extent than systems in Sub-Saharan Africa, where many systems are weighted to-
ward foreign-owned banks. Even there, though, governments are preponderant in 
other segments of the fi nancial system, such as the pension sector and the bond 
market. However, there are also important differences in the challenges that fi nan-
cial systems in densely populated economies, such as Rwanda and Uganda, face 
from systems in countries with more dispersed populations, such as Ethiopia or 
Tanzania. There is an important distinction between common law and civil code 
countries. Common law countries typically have a more fl exible legal and regula-
tory framework that offers more room for innovation, while civil code countries 
rely more steadily on written codes and often take longer to adjust the legislative 
and regulatory framework to new developments. Finally, postconfl ict countries 
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and economies with abundant natural resources face their own unique set of chal-
lenges in achieving fi nancial deepening and broadening.

We refer to these distinctions throughout the book and provide policy recom-
mendations for the various subgroups in chapter 6.

Taking into account these large differences across the continent, we use the 
framework above to develop the three main messages resulting from our analysis, 
as follows:

•  Competition is the most important driver of fi nancial innovation that will help Af-
rican fi nancial systems deepen and broaden. Competition, in this context, is 
broadly defi ned and encompasses an array of policies and actions. On the broad-
est level, it implies a fi nancial system that is open to new types of fi nancial service 
providers, even if they are nonfi nancial corporations. It allows the adoption of 
new products and technologies. The example of cell phone–based payment sys-
tems across the continent is one of the most powerful illustrations in this cat-
egory. Within the banking system, competition implies low entry barriers for 
new entrants, but also the necessary infrastructure to foster competition, such as 
credit registries that allow new entrants to draw on existing information. To 
achieve more competition in smaller fi nancial systems, more emphasis has to be 
placed on regional integration. However, this might also mean more active gov-
ernment involvement by, for example, forcing banks to join a shared payment 
platform or contributing negative and positive information to credit registries. 
While it is important to stress that the focus on innovation and competition 
should not lead to the neglect of fi nancial stability, there has been a tendency in 
many African countries to err too much on the side of stability.

•  A second and related message is that there should be an increasing focus on fi nan-
cial services rather than on specifi c institutions. Across all three dimensions dis-
cussed above (Finance for Markets, Finance for Growth, and Finance for All), we 
care primarily about the necessary fi nancial services and, only in a second in-
stance, about the institutions or markets that provide the services. Banks are an 
important component of every fi nancial system, but if nonbanks are better at 
providing certain fi nancial services, they should be allowed to do so. If the small 
economies of Africa cannot sustain organized exchanges, the emphasis should 
be placed instead on alternative sources of equity fi nance, such as private equity 
funds. If the local economy is not suffi ciently large to sustain certain segments of 
a fi nancial system, then the import of such services should be considered. One 
size does not fi t all: smaller and low-income countries are less able than larger 
and middle-income countries to sustain a large and diversifi ed fi nancial system 
and might have to rely more heavily on international integration.

•  Finally, there is a need for increased attention on the users of fi nancial services. 
Turning unbanked enterprises and households into a bankable population and 
ultimately banked customers involves more than pushing fi nancial institutions 
down-market. Achieving such a change requires fi nancial literacy, that is, knowl-
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edge about products and the capability to make good fi nancial decisions among 
households and enterprises. It also means that nonfi nancial constraints must be 
addressed, such as, most prominently, in agriculture. It includes a stronger em-
phasis on equity fi nancing for often overleveraged enterprises. It also includes a 
consumer protection framework, though what suits South Africa, for example, 
may be too costly in resources and skills for Malawi.

Financial Sector Development: Why Do We Care?

The provision of fi nancial services for specifi c benefi ciary groups is important, but 
the ultimate goal is economic development. What is the role of fi nance in the devel-
opment process in Africa? How important is fi nancial sector development relative 
to development in other policy areas? Where should the emphasis lie: in banks or 
markets? Broad cross-country comparisons, but also experiences in the region, 
have provided insightful evidence in this respect.

Ultimately, fi nancial deepening and broadening can contribute to Africa’s move 
out of poverty and low-income status toward middle-income and emerging mar-
ket status. The vision is of a fi nancial system that fulfi lls the three concepts dis-
cussed above by providing a sound and effective platform for the market-based 
exchange of goods and services, attracting and intermediating the necessary re-
sources for long-term private and public investment, and expanding fi nancial ser-
vices to larger segments of the population so as to offer, at least, access to transac-
tion services.

Two decades ago, fi nancial system development was an afterthought in the mind 
of a development economist designing a policy agenda. Today, fi nancial sector pol-
icies have become a centerpiece in the debate on how to foster growth in low- 
income countries, reduce stark poverty levels, and, ultimately contribute to the 
achievement of the Millennium Development Goals. Over this period, ample evi-
dence based on various levels of aggregation and distinct methodologies has been 
accumulated on the growth-enhancing effect of fi nancial sector development. Even 
accounting for reverse causation, research has established the robust positive im-
pact of fi nancial sector deepening on economic development. Figure 1.1 illustrates 
the conclusion of a well-established body of empirical evidence: countries with 
higher levels of credit to the private sector relative to GDP experienced higher aver-
age annual real GDP per capita growth rates over the period 1980–2007. The rela-
tionship holds not only for a broad cross-section of countries, but also within 
 Africa. The conclusion is confi rmed by cross-country, panel, and time-series esti-
mation techniques.4

The effect of fi nance on growth is not only statistically, but also economically 
signifi cant. To illustrate the effect of fi nancial deepening, compare Ethiopia with 
Thailand. Over the period 1980–2007, the ratio of private credit to GDP averaged 
18 percent in Ethiopia, but 87 percent in Thailand. The cross-country comparisons 
illustrated in fi gure 1.1 suggest that Ethiopia’s real GDP per capita would have 
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grown by 1.3 percentage points more had the country been at the same level of fi -
nancial development as Thailand, or 1.4 percent instead of the actual 0.1 percent. 
Under this scenario, GDP per capita would have been over 40 percent greater in 
2007.5 We can also compare the fi nancial development and corresponding growth 
performance in Africa with that in low- and middle-income countries in East Asia. 
While fi nancial development measured according to the ratio of private credit to 
GDP stood, on average, at 21 percent across Africa over the period 1980–2007, it 
was 32 percent in East Asia. During the same period, the East Asian economies 
grew 2.3 percent per year on average, while the African economies grew 0.7 percent 
on average. The estimates illustrated in fi gure 1.1 suggest that 0.4 of a percentage 
point of this difference in average annual growth—a quarter of the difference—
was caused by the lower level of fi nancial development. Thus, the estimates suggest 
that, today, Africa could have a GDP per capita greater by 13 percent than the ac-
tual GDP per capita. This is, indeed, a signifi cant loss.

The positive impact of fi nancial development on growth does not mean that 
growth has no infl uence on fi nancial deepening and broadening. On the contrary, 
by helping to increase incomes, fi nancial deepening can create additional demand 
for fi nancial services, thus generating a positive feedback loop. Policies that help 

Source: Author calculations.
Note: Sample size: 99 countries. The fi gure shows a partial scatter plot of private credit to GDP and GDP per capita 
growth averaged over 1980–2007 and controlling for initial GDP per capita, government consumption, infl ation, trade 
openness, and education. For a complete listing of 3-letter country codes and the respective country names, see 
pages xvi–xvii.

DZARWA

ZMB

SWZ

av
er

ag
e 

GD
P 

gr
ow

th
 (l

og
 re

si
du

al
)

private credit/GDP (log residual) 

Africa all other regions
residual trendline

BDI

BEN

BWA

CAF

CIV

CMR

COG

EGY

GAB

GHA

GMB

KEN

LSO

MAR

MLI

MOZ

MRT

MUS

MWI

NER

SDN

SEN

SLE

TGO

TUN

ZAF

−0.04

−0.02

0

0.02

0.04

−2.00 −1.00 0 1.00 2.00

Figure 1.1 Finance and Growth across Countries, 1980–2007



Financing Africa: Setting the Stage  11

foster fi nancial sector development ultimately also help establish a virtuous growth 
cycle. Moreover, many of the policies that foster fi nancial sector deepening and 
broadening, including an effective contractual and information framework and 
macroeconomic stability, also have a direct positive impact on economic develop-
ment and poverty alleviation.

What are the channels through which fi nancial development helps increase eco-
nomic growth? While fi nancial systems assist in pooling savings, transforming ma-
turity, and converting savings into capital accumulation, it is ultimately through 
improvements in resource allocation and productivity growth that fi nance helps 
economies grow more quickly (Beck, Levine, and Loayza 2000; Love 2003; Wurgler 
2000). The functions of attracting deposits and investment and transforming 
short-term claims into long-term assets, thereby fi nancing investment, should ob-
viously not be ignored; they are the basis for the ultimate function of fi nance, which 
is to put the savings of society to the best use, that is, put savings where they can 
reap the highest (expected) returns, thus translating into growth. Financial deep-
ening especially helps industries that rely heavily on external fi nance, but it also 
helps reduce the fi nancing constraints on enterprises, particularly smaller fi rms 
(Rajan and Zingales 1998; Beck, Demirgüç-Kunt, and Maksimovic 2005). Financial 
deepening thus has a transformative effect on economies by shaping industrial 
structure, distribution by fi rm size, and even organizational structures (Demirgüç-
Kunt, Love, and Maksimovic 2006). It is the facilitating role of fi nancial systems 
that helps foster economic growth. Finance provides opportunities for new entre-
preneurs and fosters innovation and competition as well.

Providing external fi nance to enterprises in the form of equity, debt, or some 
hybrid thus seems critical to the positive impact of fi nance on growth. Recent cross-
country comparisons have indeed found that it is enterprise credit, rather than 
household credit, that explains the positive impact of fi nance on growth (Beck et 
al. 2009). This does not mean that credit services for households are not important; 
the growth effect of fi nancial development, however, seems to come mainly from 
enterprise fi nance. One therefore has to look beyond credit services to other fi nan-
cial services in discussing the welfare impact of fi nancial service provision on 
households. This casts doubt on the credit-led inclusion strategy often propagated 
by microcredit institutions and puts a premium on enhancing access to savings and 
transaction services. We return to this topic in chapter 3.

Financial sector development is important not only for fostering the economic 
growth process, but also for dampening the volatility of the growth process. As 
shown by Aghion et al. (2010), fi nancial systems can alleviate the liquidity con-
straints on fi rms and facilitate long-term investment, which ultimately reduces the 
volatility of investment and growth. Similarly, well-developed fi nancial markets 
and institutions can help dampen the negative impact that exchange rate volatility 
has on fi rm liquidity and thus investment capacity (Aghion et al. 2009). This is es-
pecially important in economies that depend heavily on natural resources and are 
thus subject to high terms of trade and real exchange rate volatility.
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What has the recent crisis taught us about the importance, but also the risks of 
fi nancial deepening?6 First and foremost, it has shown us the enormous risks that 
fi nancial system fragility can create in the overall economy and for people’s liveli-
hoods. The global crisis and the ensuing Great Recession have put in doubt the 
paradigm that fi nancial deepening is good for growth under any circumstance. 
Consumer credit booms in several European countries and the United States, 
fueled by the combination of regulatory neglect, the feeling that “this time is differ-
ent,” and the liquidity glut linked to global macroeconomic imbalances, ended in 
the global fi nancial crisis. International links through global fi nancial markets 
helped propagate the shock, fi rst, through fi nancial markets, while trade links ulti-
mately resulted in the propagation of the real sector slump. For students of fi nan-
cial systems, the bright (growth-enhancing) and dark (instability) sides of fi nancial 
development go hand in hand. The same mechanism through which fi nance helps 
growth also makes fi nance susceptible to shocks and, ultimately, fragility. Specifi -
cally, the maturity transformation from short-term savings and deposit facilities 
into long-term investments is at the core of the positive impact of a fi nancial sys-
tem on the real economy, but also renders the system susceptible to shocks. The role 
that fi nance has as a lubricant for the real economy likewise exacerbates the effect 
of fi nancial fragility on the real economy. However, the externalities that the failure 
of fi nancial institutions and markets impose on the real economy and the heavy 
government support for incumbent fi nancial institutions that fi nancial fragility 
therefore typically triggers are taken into account by the stakeholders in fi nancial 
systems and give these stakeholders an incentive to be aggressive in the face of risks. 
It is thus critical to harness fi nancial market forces for the benefi t of the real econ-
omy and the population at large, rather than focus on fi nance for its own sake.

Instead of throwing out the baby with the bathwater, it is therefore important to 
construct a regulatory and governance framework that minimizes the risk of fragil-
ity and provides policy makers with better possibilities for managing bank failures 
in a way that is incentive-compatible. If there is a lesson to be learned in Africa from 
the crisis, it seems to be that the growth benefi ts of a well-developed fi nancial sys-
tem can only be reaped in a stable macroeconomic environment protected by an 
appropriate regulatory and supervisory framework and strong internal bank gover-
nance. This means there should be more transparency and accountability in bank 
management, less direct government intervention in the regulatory and supervisory 
process, and a focus on building up mechanisms of market discipline. However, the 
situation also highlights the demand-side constraints in terms of fi nancial literacy 
and consumer protection, a topic we take up in several parts of the publication.

Ultimately, the fi nancial systems of Africa are signifi cantly less sophisticated 
than systems elsewhere, and most are far from becoming overheated as several fi -
nancial systems in Europe and North America did before the crisis. This does not 
mean that there is no fragility (see chapter 5). Nonetheless, most of the fragility in 
recent years has not arisen because of too much fi nance, but because of misallo-
cated fi nance generated by governance challenges. In a nutshell, Africa’s fi nancial 
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systems stand to gain signifi cantly from deepening and broadening. If there is a 
decreasing marginal benefi t from fi nancial deepening or even a threshold where 
more fi nancial deepening may have a negative effect, Africa’s fi nancial systems are 
far from reaching it.7

Who benefi ts the most from fi nancial deepening? While theory provides con-
fl icting analyses about whether it is the rich or the poor who benefi t most from fi -
nancial sector development, cross-country comparisons indicate that fi nancial 
deepening has a pro-poor effect (Beck, Demirgüç-Kunt, and Levine 2007). Figure 
1.2 illustrates the pro-poor effect of fi nance: countries with deeper fi nancial sys-
tems see poverty levels drop more rapidly. As in the case of economic growth, the 
economic effect of fi nancial deepening on poverty reduction is strong. Again, a 
comparison between Ethiopia and Thailand illustrates. Specifi cally, the cross- 
country comparisons shown in fi gure 1.2 suggest that, instead of a reduction in the 
poverty headcount from 33 to 23 percent over the period 1981 to 2000, a level of 
fi nancial development similar to that of Thailand would have allowed a reduction 
of the headcount to 9 percent in Ethiopia.8

Financial deepening can have broader effects on socioeconomic development 
than those captured by GDP per capita and the poverty headcount. While eradicat-

Source: Beck, Demirgüç-Kunt, and Levine (2007).
Note: Sample size: 68 countries. The fi gure shows a partial scatter plot between the ratio of private credit to GDP 
and growth in the headcount—the share of the population living on less than a dollar a day—averaged over the 
period 1980 to 2003 and controlling for the initial headcount. For a complete listing of 3-letter country codes and the 
respective country names, see pages xvi–xvii.
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ing extreme poverty by 2015 is one of eight Millennium Development Goals ad-
opted in 2000, fi nancial development may also be linked to the other seven goals, 
which refer to education, gender equality, health, the environment, and global part-
nerships.9 In the case of education and health, one important outcome of access to 
fi nancial services occurs through the income effect: better access to fi nancial ser-
vices improves incomes and therefore the possibility of accessing health and educa-
tion services, while, at the same time, reducing the need to rely on children as la-
borers in the household. Allowing women direct access to fi nancial services might 
improve the possibility they could become entrepreneurs, thus increasing their in-
dividual incomes and their chance to be more independent. This is refl ected in 
greater female participation in family and community decision making. There is 
also an important insurance effect: better access to credit, savings, or insurance 
services reduces the need to use child labor as a buffer in the case of seasonal in-
come fl uctuations and transitory income shocks and allows consumption smooth-
ing in the case of transitory income reductions caused by health shocks. It also 
 allows more rapid attention to health problems. Finally, there is an aggregate infra-
structure effect: more effi cient fi nancial institutions and markets allow more pri-
vate and public investment in the construction of schools and health facilities.

What are the mechanisms of this poverty-reducing impact of fi nancial deepen-
ing? Theory suggests different channels. On the one hand, providing access to credit 
among the poor might help the poor overcome fi nancing constraints and allow 
them to invest in microenterprises and human capital accumulation (Galor and 
Zeira 1993; Galor and Moav 2004). On the other hand, there might be indirect ef-
fects through enterprise credit. By expanding credit to new and existing enterprises 
and allocating society’s savings more effi ciently, fi nancial systems can expand the 
formal economy and pull larger segments of the population into the formal labor 
market. The fi rst explorations of the channels through which fi nance affects in-
come inequality and poverty levels point to an important role for such indirect ef-
fects. Specifi cally, evidence from Thailand and the United States suggests that an 
important effect of fi nancial sector deepening on income inequality and poverty is 
an indirect one. By changing the structure of the economy and allowing more entry 
into the labor market by previously unemployed or underemployed segments of 
the population, fi nance helps reduce income inequality and poverty, but not by giv-
ing access to credit to everyone (Beck, Levine, and Levkov 2010; Giné and Townsend 
2004). It is important to stress that this is preliminary evidence to be confi rmed or 
refuted by future research, but it has centered the debate on an important question: 
should policy makers focus on deepening or on broadening fi nancial sectors? It has 
also helped widen the debate on fi nancial services for the poor beyond microcredit 
to other fi nancial services, such as savings services, payment services (especially in 
the context of remittances from family members who have emigrated to other parts 
of the country or outside the country), and insurance services.10

A long-running discussion has centered on whether policy makers should focus 
more on banks or on capital markets. While both provide important fi nancial ser-
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vices, the related technologies are different. Banks create proprietary information 
about their clients, especially borrowers, while capital markets collect and process 
information from different sources and refl ect this information in prices. Banks 
offer better intertemporal risk diversifi cation tools, while markets are better in di-
versifying risk cross-sectionally. Markets are better at offering standardized prod-
ucts, while banks are better at offering tailored solutions. However, banks and mar-
kets can also be complementary through the application of instruments such as 
securitization, by allowing exit strategies for venture capitalists, and by providing 
competition with each other. However, cross-country comparisons have shown 
that it is not really the structure of the fi nancial system that matters, but rather the 
provision of fi nancial services, whether these are supplied by banks or markets 
(Levine 2002; Beck and Levine 2002; Demirgüç-Kunt and Maksimovic 2002). The 
attempts of policy makers to push artifi cially for the development of a specifi c seg-
ment of the fi nancial system over another are typically not fruitful. Yet, comparing 
fi nancial systems across countries, one can discern clear patterns. Such a compari-
son suggests that there is an ordering in the development of different segments of 
the fi nancial system. Systems in low-income countries are typically based much 
more on banks, while capital markets and contractual savings institutions, such as 
insurance companies, develop at a later stage.11 Beck et al. (2008) estimate an in-
come elasticity for different components of the fi nancial system, which illustrates 
the different speeds at which different segments develop as GDP per capita rises 
(see table 1.1). Given the level of GDP per capita on the continent, it is not surpris-
ing that all African fi nancial systems are based heavily on banks and exhibit under-
developed markets. Not only is the capital market segment of these fi nancial sys-
tems underdeveloped, but also the contractual savings component (insurance, 
pensions, and mutual funds) is small in most African countries. Finally, there is a 

Table 1.1  Income Elasticities across Different Segments of the Financial 
System

 Variable Rank Income elasticity

Public bonds to GDP  1 0.20

Bank deposits to GDP  2 0.35

Bank assets to GDP  3 0.44

Pension funds to GDP  4 0.45

Bank credit to GDP  5 0.49

Stock market capitalization to GDP  6 0.56

Insurance assets to GDP  7 0.66

Institutional investor assets to GDP  8 0.77

Mutual funds to GDP  9 0.88

Private bond capitalization to GDP 10 1.20

Value traded to GDP 11 1.30

Source: Beck et al. (2008).
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scale element to the development of capital markets, and small economies there-
fore have diffi culty—even in the developed world—in sustaining liquid markets.

The above discussion does not imply that policy makers in Africa should be 
content with the underdeveloped nonbank segments of the fi nancial system. There 
is a need to diversify the fi nancial center away from a heavily bank-dominated sys-
tem, but it is also important to recognize that artifi cially creating certain compo-
nents of the fi nancial system without the necessary demand and infrastructure will 
have limited economic benefi t.

Time for New Solutions to Old Problems

Financial institutions and markets exist to help overcome market frictions related 
to transaction costs and risk. However, the effi ciency with which fi nancial institu-
tions and markets can overcome these market frictions is critically infl uenced by 
country characteristics. Fixed transaction costs in fi nancial service provision result 
in decreasing unit costs as the number or size of transactions increases. These fi xed 
costs exist at the level of the transaction, client, institution, and even fi nancial 
 system. Processing an individual payment or savings transaction entails costs that 
are, at least in part, independent of the value of the transaction. Maintaining an 
account for an individual client also implies costs that are largely independent of 
the number and size of the transactions the client makes. At the level of a fi nancial 
institution, fi xed costs span a wide range—from the brick-and-mortar branch net-
work to computer systems, legal and accounting services, and security arrange-
ments—and are independent of the number of clients served. Fixed costs also arise 
at the level of the fi nancial system, including regulatory costs and the costs of pay-
ment, clearing, and settlement infrastructure, which are, up to a point, indepen-
dent of the number of institutions regulated or participating in the payment sys-
tem. The resulting economies of scale at all levels make it unprofi table to stay in the 
business of fi nancial service provision unless the associated scale economies are 
captured in some form.12

In addition to costs, the outreach in the supply of fi nancial services, especially 
credit and insurance services, is constrained by risks, particularly the risk of de-
fault. The risks can be either contract specifi c or systemic. Systemic risk can be de-
fi ned as risk that is nondiversifi able within a given economy and that, as a conse-
quence, affects all fi nancial contracts. Systemic risk typically stems from high 
macroeconomic uncertainty (refl ected in high infl ation and exchange rate volatil-
ity), weaknesses in the contractual and informational environment, or geographi-
cal limitations. Regardless of its origin, systemic risk hinders the supply of fi nancial 
services because it raises the default probability or the loss, given default, for all 
contingent contracts written in a given jurisdiction. This leads to a higher cost for 
funds and, hence, a higher fl oor for the interest rate required to grant a loan, shorter 
maturities as risk increases with the loan horizon, or higher premiums to write in-
surance policies. As systemic risk increases, it enlarges the set of borrowers and 
projects that fi nd the cost of credit unaffordable and are thus priced out of the 
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credit market. Similarly, this makes insurance policies unaffordable for larger seg-
ments of the population.

Idiosyncratic credit risks are specifi c to individual borrowers or projects and 
therefore are not correlated with systemic risk. As a result, the cost of fi nance and 
the availability of credit or insurance services differ across debtors and projects 
depending on the related differences in idiosyncratic riskiness. Importantly, how-
ever, the ability of the lender to manage idiosyncratic risk is infl uenced by the sys-
temic risk environment. Two factors are particularly important in explaining the 
differences in interest spreads across debtors (for a given type of loan) that are in-
duced by idiosyncratic risk: agency problems and limits to the diversifi cation of 
risks that are not related to agency problems. The fi rst can be linked to the lack of 
information, but also to volatility, while the second can be linked to diseconomies 
of scale. Agency problems arise from information asymmetries between debtors 
and creditors, whereby a debtor is privy to relevant information about herself and 
her project that the creditor may not be able to secure or only at a prohibitively 
high cost; this can lead to two conceptually distinct sources of credit risk: adverse 
selection and moral hazard.13 The former refers to higher interest rates that attract 
riskier borrowers and projects, while the latter refers to the borrower’s incentive to 
use the proceeds of the loan in endeavors that are riskier than those specifi ed in the 
credit contract, while concealing this behavior from the creditor.

A lack of scale and a lack of tools to deal with idiosyncratic and systemic risk can 
limit the capacity of fi nancial systems to effectively serve the host economy, foster 
growth, and reduce poverty. However, the characteristics of the host economy pro-
vide the backdrop before which fi nancial institutions and markets have to operate. 
African economies are characterized by several adverse circumstances—pointed 
out by Honohan and Beck (2007)—that make it more diffi cult to overcome the 
two market frictions of size and risk, as follows:

•  The small scale of many economies does not allow fi nancial service providers 
to reap the benefi ts of scale economies. The small size of African economies, 
as shown in fi gure 1.3, is driven by the low income level across the continent, 
but also by the small size of countries. The limited demand for savings, insur-
ance, credit, or even simply payment transactions means that large parts of the 
population of African economies are not commercially viable customers. The 
dispersed populations in many African countries means that fi nancial service 
provision outside urban centers is not cost-effective. Despite the increasing 
trend toward urbanization, large parts of populations in Africa still live in rural 
areas. The small size of fi nancial systems does not allow fi nancial institutions to 
recover the fi xed costs of basic systems and might undermine competition if the 
system does not sustain more than a small number of institutions.

•  As documented in fi gure 1.4, 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, such as enterprise registration, land titles, or even formal 
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addresses. This increases the costs and risks for fi nancial institutions and ex-
cludes large segments of the population from formal fi nancial services.

•  Volatility on the individual and aggregate levels increases costs and undermines 
risk management. At the individual level, volatility is related to informality and 

Source: World Bank (2010a).
Note: Sample size: 188 countries. GDP is measured in current U.S. dollars.
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the consequent fl uctuations in the income streams of many microenterprises 
and households. This means these agents are less attractive for fi nancial institu-
tions. At the aggregate level, volatility refers to the dependence of many African 
economies on commodity exports, which makes economies vulnerable to the 
large price swings characteristic of commodities (see map 1.1). Volatility at the 
aggregate level also refers to political and social unrest, from which Africa has 
suffered over the past 50 years of independence. Volatility increases the costs, but 
especially the risks faced by fi nancial institutions and markets.

•  Governance problems continue to plague many private and government institu-
tions throughout the continent and undermine not only the market-based pro-
vision of fi nancial services, but also reform attempts and government interven-
tions aimed at fi xing market failures. These governance challenges are widespread 
and affect many fi nancial institutions, ranging from banks, microfi nance institu-
tions, and cooperatives to government institutions, including development fi -
nance institutions. Governance problems have been at the root of many fi nancial 
crises on the continent. They also affect directly the ability of fi nancial institu-

Source: Gylfason (2010).
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tions and markets to manage idiosyncratic and systemic risks. The governance 
challenge and the related agenda contain a large number of dimensions, ranging 
from political stability and accountability in the control of graft to the rule of 
law. Along all these dimensions, Africa ranks signifi cantly below other countries, 
although there are positive examples of reforms (fi gure 1.5).

Not all countries show these four characteristics. Africa has large economies, 
such as Kenya and Nigeria. Middle-income countries such as Mauritius and South 
Africa are able to benefi t from their higher income levels in terms of scale econo-
mies. The prevalence of the informal economy is signifi cantly lower in the middle-
income countries of North Africa than in Sub-Saharan Africa. Noncommodity ex-
porters are subject to much less volatility than commodity exporters, and countries 
such as Botswana and Mauritius have shown signifi cant and increasing levels of 
governance. However, many countries across the continent are affected by at least 
one of these characteristics, which make them less receptive to hosting a thriving 
fi nancial system.

In analyzing the long-standing challenges described above, the book draws at-
tention to three recent trends and phenomena—globalization, regional integra-
tion, and technology—that offer new solutions, but also represent new challenges.

•  Globalization: Integration in international fi nancial markets has been an impor-
tant, but controversial aspect of fi nancial sector policy throughout the world in 
past decades and even more so since the recent crisis. While most African coun-

Source: Kaufman, Kraay, and Mastruzzi (2009).
Note: Sample size: 197 countries.
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tries have opened up their fi nancial systems to the entry of foreign banks, capital 
account restrictions are still in place in many countries, although often more de 
jure than de facto. Capital account liberalization has long been considered an 
important component of the modernist agenda of the Washington Consensus 
(Rodrik 1998). Yet, the crisis experience in East Asia and other emerging markets 
in the 1990s has led to a more cautious approach. The underlying economic 
model has also faced severe criticism: cross-country comparisons do not yield 
consistent results on the benefi ts of capital account liberalization. In addition, 
there may be a threshold value in economic, institutional, and fi nancial develop-
ment below which countries do not benefi t from capital account liberalization 
because capital infl ows critically depend on fi nancial markets and institutions.14 
Foreign investors need capital markets to invest in equity or debt, unless they 
create subsidiaries or joint ventures. Even portfolio investors need institutions or 
markets in which to invest. Governance is therefore important so that countries 
may reap the benefi ts of international capital fl ows, as shown by the example of 
resource-based economies in which the corresponding capital infl ows are not 
always properly accounted for or used in the public interest. Overall, a cautious 
approach is called for that focuses more on long-term capital infl ows (foreign 
direct investment) rather than short-term portfolio fl ows and that imposes ad-
ditional safety lines on macroeconomic management. This debate has gained 
fresh signifi cance in light of the current attempt of emerging markets to use cap-
ital fl ow restrictions to counter the negative repercussions of the capital infl ows 
from developed markets that are a consequence of the application of quantita-
tive easing policies.

•  Regional integration: Regional integration has been on the agenda of African 
policy makers since many countries achieved political independence. The suc-
cessful example of Europe in creating a large regional market with a joint cur-
rency, joint institutions, and coordinated policy making has been inspiring, 
although the recent euro crisis may have dampened the enthusiasm somewhat. 
Prima facie, there is an enormous potential for Africa in overcoming scale dis-
economies by coming together. Not surprisingly, there have been numerous 
attempts at such cooperation. However, the results have been limited. Apart 
from three currency unions, two joint bank regulation and supervision au-
thorities, a joint insurance regulatory authority, and two regional stock ex-
changes, most efforts have occurred at the level of coordination and the ex-
change of experiences. One reason for the limited success at integration has 
been political; another is overambition, as is obvious from the failure to estab-
lish a pan-African currency union; yet another is weak implementation. It is 
important to note that—as in the European Union—regional integration can-
not and will not move at the same speed in all areas and all segments of the fi -
nancial sector. For this reason, focusing on smaller and economically and insti-
tutionally more homogeneous subregions, such as East Africa, might be more 
promising than trying to integrate larger regions with countries at different 
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levels of fi nancial development and relying on different institutional and legal 
structures. By harmonizing the bank regulatory framework, authorities can 
reduce the regulatory costs for banks active across several countries of the 
respective subregion (World Bank 2007a). Integrating payment systems can 
signifi cantly reduce the cost of crossborder transactions, including remittances, 
and help increase intraregional trade. Creating regional stock exchanges and 
allowing cross-listing can assist in creating the necessary scale for liquid capital 
markets in the region.

•  Technology: Technology can help mitigate scale- and risk-related frictions. Tech-
nology can help reduce transaction costs, especially the fi xed cost component. It 
can help reduce operational risk, while it minimizes the opportunities for theft 
and fraud. Financial services via mobile phones offer African fi nancial systems 
the chance for a transformational banking model that leapfrogs conventional 
banking models by substantially reducing transaction costs. Moving away from 
the brick-and-mortar model of banking with high fi xed costs toward mobile 
phone technology, where most of the costs are variable, can help overcome dis-
economies of scale. Similarly, weather insurance built on exogenous indicators 
can help resolve information asymmetries between the insured and insurance 
companies at low cost.

Globalization, regional integration, and technology offer new opportunities, 
but also represent challenges, which we discuss throughout the book. All three 
trends will also have an impact on the relative role of the private and public sectors. 
There will be more space for private service providers to deepen and broaden 
fi nancial systems, while the public sector has to redefi ne its role and face new 
challenges in regulation and supervision. Globalization, regional integration, and 
technology will raise new challenges to fi nancial sector regulators. Globalization 
and regional integration will require home and host country regulators to cooper-
ate more closely in regard to crossborder banks, and these home and host countries 
will increasingly be outside the developed world. Technology, especially in mobile 
fi nancial services, will require closer cooperation among regulators across sectors, 
but also a more agile regulatory approach.

The changes in globalization and the new opportunities that technology pro-
vides also raise new challenges for governments. The crisis has reinforced the need 
for an open debate on the role of government. Honohan and Beck (2007) address 
this debate by distinguishing two approaches to fi nancial sector policy: modernism 
and activism. While modernism focuses on creating the necessary conditions for 
the emergence of modern fi nancial markets, including the necessary legal and reg-
ulatory reforms, activism aims at replacing nonexistent markets through govern-
ment intervention, including government-owned fi nancial institutions.

Many elements of this debate are refl ected in this book as well. The recent crisis 
might trigger an increasingly activist role for governments throughout the conti-
nent, partly driven by the examples set in industrialized countries, but also by the 
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different role of government in Brazil, China, and India, three emerging countries 
with growing infl uence and weight in Africa. This trend toward an activist role of 
government can also be seen in the desire of African governments to establish new 
development banks. Still, the memories of activist failures are too fresh to expect a 
full-fl edged return to government-dominated fi nancial systems. However, the limi-
tations of the modernist approach are also evident.

As Honohan and Beck (2007) emphasize, we, too, stress a nuanced view that 
recognizes the limitations of modernism while pointing to the pitfalls of activism. 
Government has to play an important role in (1) expanding outreach, (2) length-
ening fi nancial contracts, and (3) safeguarding fi nancial systems. This role goes 
beyond setting the rules of the game and building institutions. Government might 
have to play an important part in fostering competition, but also cooperation. The 
important message is that one size does not fi t all; while learning from other coun-
tries in the region and other regions is important, the contextual framework has to 
be stressed. We are also far from possessing a rigorous metric that can be used to 
categorize and judge government interventions; there will be a lot of trial and 
error. It is thus important to put in place better assessment tools for government 
interventions.

The Outline of the Book

The remainder of the book is organized into fi ve chapters. In the next chapter, we 
landscape fi nancial systems in Africa. We use an array of (new) data on the country, 
fi rm, and household levels to quantify the development and structure of fi nancial 
systems across the continent. We show that Africa’s fi nancial systems continue to be 
small in absolute and relative terms. They are based heavily on banks; few stock 
markets have suffi cient liquidity; and the contractual savings industry is small and 
weak in most countries. The small size of fi nancial systems also explains the high 
costs of intermediation and fi nancial service provision, as well as the limited com-
petition. The chapter also documents the progress Africa’s fi nancial systems made 
before the crisis and recent trends since the crisis. Africa’s banking systems are well 
integrated in global fi nancial systems, as shown by the dominance of many bank-
ing systems by foreign-owned banks. However, the face of globalization has changed 
in Africa: the multinational banks of the former colonial powers have been slowly 
replaced in importance by regional banks based in southern and western Africa, 
while capital fl ows from emerging markets such as Brazil, China, and India have 
slowly overtaken the capital fl ows of the industrialized world. Access to fi nancial 
services by households and enterprises is still limited across Africa, though recent 
trends are promising.

Chapter 3 focuses on the challenge of expanding fi nancial systems in Africa. We 
build on the issues of scale and risk introduced in this chapter to derive the concept 
of an access possibilities frontier. This provides a framework for benchmarking ac-
cess to formal fi nancial services and discussing policies that help turn the unbank-
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able into the bankable population and the bankable into the banked population. 
We then focus on four specifi c dimensions of the access agenda. First, we discuss 
the role of different fi nancial service providers, and, in line with our main messages 
mentioned elsewhere above, we focus on the importance of competition in allevi-
ating supply-side constraints. Second, we discuss the need to concentrate on users 
of fi nancial services as much as on suppliers through fi nancial literacy programs. 
Third, we discuss the possibilities and challenges that technology represents in the 
need to promote an expansion in access. In this context, we discuss the possibility 
that a new transaction-led approach toward fi nancial inclusion might be more 
promising in Africa than a credit- or savings-oriented approach. We discuss the 
role of government in pushing the frontier outward through institution building, 
as well as in pushing toward the frontier by fostering competition. We also focus on 
specifi c sectors, such as the ongoing challenges of agricultural and rural credit and 
the challenges of fi nance for small and medium enterprises.

Chapter 4 focuses on the issue of lengthening fi nancial contracts. Financial ser-
vices for households and enterprises are characterized by short maturities. At the 
same time, Africa faces enormous gaps in infrastructure, housing, and long-term 
fi rm fi nance. We discuss the current landscape among providers of long-term re-
sources, including banks and capital markets, as well as institutions with unused 
potential to contribute to long-term fi nance, such as contractual savings institu-
tions. We explore the possibilities that globalization offers in the form of sovereign 
wealth funds and private equity funds. We offer policy options for expanding long-
term fi nance by adopting a similar approach as in the previous chapter and distin-
guishing between policies that help Africa optimize the current possibilities to ex-
pand long-term fi nance—partial risk guarantee schemes, public-private partnership 
structures, and the use of development fi nance institutions, among others—and 
policies that push the frontier outward, such as policies aimed at macroeconomic 
stability and institution building.

Chapter 5 focuses on safeguarding fi nance. Africa has made enormous progress 
over the past 20 years in improving the regulation of banking, with the result that 
fi nancial systems are much more stable. However, progress in banking regulation 
has not always been accompanied by progress in the quality of supervision. Fur-
thermore, the recent crisis has reinforced the lesson that safeguarding a fi nancial 
system requires constant updating and adaptation to new circumstances. The rele-
vance for Africa of the regulatory reform in the North, including Basel III capital 
requirements, are discussed. One specifi c issue we focus on is bank resolution and 
crisis preparedness, an area where there is a signifi cant need for reform, especially 
in view of the increase in regional integration in banking. Expanding the regulatory 
and supervisory perimeter beyond banking has to be undertaken carefully, distin-
guishing between segments in which the savings of the poor may be at risk and in 
which there is a call for regulatory oversight and segments with sophisticated inves-
tors in which a caveat emptor approach might be more appropriate. Governance 
challenges are as important as regulation, especially in the contractual savings seg-
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ment of the fi nancial system. User protection, however, is as important as the su-
pervision of suppliers, and we therefore discuss issues of consumer protection.

Chapter 6 is the “who does what” chapter, highlighting the role of different 
stakeholders. It focuses on the facilitating role of governments and the changing 
role of state-owned fi nancial institutions. It also highlights the potential for re-
gional integration in Africa and how to go about achieving it. It discusses the poli-
tics of fi nancial sector reform and the challenge of the creation of a constituency 
for fi nancial sector reform. Finally, we revisit a theme developed throughout the 
book—one size does not fi t all—by discussing challenges and priorities among cer-
tain subgroups of countries.

Notes
1. The BRIC countries are Brazil, the Russian Federation, India, and China.
2. See Levine (2005) for an in-depth discussion.
3. This does not imply that postconfl ict countries do not have enormous funding 

needs; however, their fi nancial systems may not be the best conduit for the funding of re-
construction efforts.

4. See Levine (2005) for a literature review. It is important to note that, while fi gure 1.1 
illustrates a partial correlation, numerous studies using different aggregation levels have 
shown that this relationship is robust to controls for reverse causation and biases arising 
from the omission of other potential factors infl uencing growth.

5. Such comparisons are only illustrative because the coeffi cient estimates measure 
marginal changes rather than large discrete changes.

6. Among many others, see the following on the recent fi nancial crisis: Acharya and 
Richardson (2009), Brunnermeier (2009), Levine (2010), Rajan (2010), and Stiglitz (2010).

7. A recent paper by Arcand, Berkes, and Panizza (2011) shows that, above a threshold 
of private credit to GDP of 150 percent, the effect of fi nance on growth is signifi cantly 
negative.

8. As in the case of fi gure 1.1, the signifi cant relationship between fi nance and poverty 
reduction illustrated in fi gure 1.2 is only a partial correlation, but is confi rmed if one con-
trols for reverse causation and the omitted variable bias.

9. See Claessens and Feijen (2006) and Littlefi eld, Morduch, and Hashemi (2003) for a 
closer discussion.

10. For an in-depth discussion of these issues and the relevant literature, see World 
Bank (2008a).

11. This is also consistent with theory; see, for example, Boyd and Smith (1998).
12. See Beck and de la Torre (2007) for a more detailed discussion.
13. For the classic article on the effects of information asymmetry on credit supply, see 

Stiglitz and Weiss (1981).
14. See Kose et al. (2009), and, for a discussion on Uganda, see Kasekende (2001).




