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‘Liberalising the financial 
sector may be a good way 

for developing countries 
to stimulate greater 

dynamism, innovation and 
competitive pressure.  But 

by itself it is not enough 
to promote financial 

inclusion.  Governments 
need to create stronger 
incentives for banks to 
serve the lower income 

end of the market.’

Access to financial services is important for 
growth and poverty reduction. Access to credit 
or a bank account that enables an individual to 
accumulate funds in a secure place over time 
can strengthen their productive assets by ena-
bling them to invest in microenterprises, in new 
tools, equipment or fertilizers, or in education 
or health, all of which can play an important role 
in improving their productivity and income. 

However in many developing countries, access 
to formal financial services for the poor major-
ity of the population remains very limited. 
Government attempts to promote access, for 
example through interest rate ceilings designed 
to make finance more affordable, through 
directed lending, or through requirements for 
banks to set up branches in rural areas, have 
been distortionary and often counterproduc-
tive and destabilising.

The impact of liberalisation

These government attempts to promote access 
have often been undone in response to tradi-
tional policy prescriptions to promote financial 
sector development, which have focused on 
(i) deregulation – including the withdrawal of 
government intervention through the privatisa-
tion of state owned banks and the freeing up 
of interest rates, and (ii) financial liberalisation 
– the removal of restrictions on market entry for 
domestic and foreign financial providers. 

By promoting new entry and greater competi-
tion, this is expected to result in more dyna-
mism, innovation, and efficiency in the financial 
services sector – and the evidence supports 
this claim. The implicit assumption has been 
that it would also promote better access to 
financial services, by reducing spreads and 
hence reducing the cost of credit, and by incen-
tivising financial services providers to expand 
their client base. But the evidence to support 
this has been much weaker.1 

Most foreign banks have focused on areas 
where local profit opportunities are perceived 
to be the greatest – providing financial services 
to large firms in urban areas. There is evidence 
that access to credit for SMEs is improved indi-
rectly by foreign entry, as the increased compe-
tition from foreign banks in the corporate sec-
tor forces domestic banks to seek new markets 
that they might not previously have served.2 But 
this does not appear to extend to households, 
and the poor majority of the population often 
still have very limited access to formal financial 
services even after liberalisation. So it seems 
that liberalisation by itself is not enough to 
ensure greater financial inclusion.

Barriers to widening access

There are many reasons why formal provision of 
financial services may be limited in developing 
countries, even after liberalisation. High levels 
of government debt have often constrained 
access to credit for private firms and individu-
als, and high inflation has discouraged saving. 
Poor physical and institutional infrastructure 
(e.g. intermittent electricity supplies, inad-
equate telecommunications services, weak 
institutions for contract enforcement etc.) raise 
the costs of provision, particularly to poor and 
rural areas. At the same time, most poorer peo-
ple have no collateral or credit record, and many 
countries lack credit bureaux, all of which serve 
to deter lending. Regulatory requirements such 
as Know Your Customer rules that have been 
introduced to guard against money launder-
ing can also make it difficult for poor people to 
open a bank account as they may not have the 
necessary documentation.

Thus widening access to financial services 
may simply be unprofitable in many cases. 
Indeed, given the many types of market failures 
present in financial services, the market is 
likely to under-provide. It is also the case that 
weak competition policy in some countries has 
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resulted in quite a concentrated financial sector 
even after liberalisation, allowing high spreads to 
persist, which blunts incentives to expand access 
to new, unfamiliar and risky market segments, even 
where they may be potentially profitable. And a lack 
of detailed information about the characteristics 
of these market segments has made it difficult for 
financial institutions to correctly assess the costs 
and risks associated with expanding access. 

A role for government?

As noted earlier, past government interventions to 
promote access have often been distortionary rather 
than helpful. But this does not mean that there is 
no role for government beyond liberalisation. It is 
clear that governments need to improve the ena-
bling environment and tackle market failures. While 
action on these fronts is already underway in many 
countries, it requires far-reaching improvements in 
a number of areas, which will take time to achieve. 
Additional intervention may therefore be required 
to create stronger incentives for banks to serve the 
lower income end of the market.

Such intervention needs to be implemented care-
fully however. Market-friendly mechanisms need to 
be found. A variety of approaches have been taken 
in developed countries. Some countries, such as 
France, have adopted legislation giving people a 
‘right’ to a bank account. Another approach was 
adopted in the US Community Reinvestment Act, 
which focused attention on access by publicly rat-
ing banks on their performance in making loans 
to people with low and moderate incomes. Other 
countries, including the UK, have established a 
requirement or model for a Basic Bank Account, 
which sets the framework for banks to provide a 
simple, low cost, ‘no-frills’ bank account for lower 
income customers. 

Voluntary charters or codes of practice developed by 
the banking sector themselves can also help provide 

the necessary incentives. Even then, moral suasion 
from the government, perhaps accompanied by the 
provision of better information about lower income 
market segments, may well be needed to help kick-
start the process. The South African Financial Sector 
Charter, which was developed voluntarily by banks 
in response to moral suasion from the govern-
ment, and which set targets for improving access, 
has been very successful. It resulted in impressive 
growth in access to financial services and showed 
that it can be profitable for banks to sell to lower 
income groups. This was assisted by the provision 
of detailed data on patterns of demand for financial 
services across the population through household 
surveys,3 which helped banks to identify potentially 
profitable customers and design new, more suitable 
products. 

Government intervention to incentivise a widening 
of access to financial services should be imple-
mented carefully, in a market friendly and non-
distortionary manner. The last thing that govern-
ments want to do is deter new entry altogether. But 
harnessing the market dynamism and innovation 
that financial liberalisation can bring, is likely to 
be a great deal more successful than the state-led 
approaches of the past in tackling the problem of 
financial exclusion.
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