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Abstract

Purpose — This paper aims to critically assess digital finance as a pro-poor intervention in the
development finance space.

Design/methodology/approach — Using critical policy discourse analysis, this paper explains the turn
from microfinance to digital finance, and thereafter discusses four issues: the lack of evidence that digital
finance for poor people actually promotes socioeconomic development; the risks that poor people are
exposed to, which arises from their exposure to digital finance technology; the lack of evidence that
digital finance actually brings poor people immediate benefits; and the weak business rationale for digital
finance.

Findings — The expectation for digital finance serving as a major pro-poor private sector intervention
lacks justification.

Originality/value — The paper reflects on the effect of digital finance for poor people.
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1. Introduction

Today, digital finance has been endorsed by the international development finance
community as a success factor to achieve global financial inclusion (Banks, 2001; Gabor
and Brooks, 2017; Figueiredo et al.,, 2012). But what is digital finance? Digital finance is
financial services delivered through mobile phones and computer networks linked to a
reliable payment system (Gabor and Brooks, 2017; Ozili, 2018). In recent years, big
corporations and technologists lobby governments to formulate policies that compel
economic agents to use digital finance products and digital platforms to make payments
such as the payment of employee salaries and other large transactions, and they also lobby
for lower digital tax payments. These corporate lobbyists influence policymakers to
formulate and enforce policies that encourage the use of digital payment channels [1], [2],
such as imposing fees for large cash withdrawals to discourage cash transactions which
will compel individuals and poor households to use available digital finance products to
perform day-to-day transactions and large transactions rather than using physical cash,
which they claim will help to achieve financial inclusion. These practices show that
policymakers can be easily swayed by private interests which also creates a business
opportunity for technologists and financial institutions — it creates an opportunity for them to
make profit from serving customers including poor customers.

But the eagerness of big corporations, banks, technologists, capitalists and lobbyists to
deliver digital finance products to poor people under the guise of promoting financial
inclusion raises to two big questions: what is in it for them? And why the poor in particular?
The first question relates to whether “digital finance for the poor” makes a good business
sense while the second question relates to whether digital finance actually improves or
deteriorate the financial welfare of poor people. In this paper, | argue that the formal
financial sector is inherently risky and bringing poor people into the financial sector would
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expose them to systematic risks in the financial sector. Poor people have little money, and
the intense eagerness of banks and technology companies to deal with poor people is
worrisome because using digital finance to bring poor people into the formal financial sector
through digital finance products will expose poor people to risks associated with doing
business with banks, other financial institutions and technology companies. An example of
the inherent risk in the financial sector is the risk associated with deposits and stocks. For
instance, your deposits in a bank are at risk because banks can fail. Your investments in
stocks are at risk because companies can make losses and may even go bankrupt leading
to loss of dividends. Your ability to perform digital financial transactions is also at risk
because digital infrastructures can fail due to network connectivity problems, software and
hardware issues.

Although these risks cannot be avoided or eliminated completely from the formal financial
sector at least for now, the collective rush to bring the poor into the risky formal financial
sector raises a lot of critical issues and questions which are often overlooked, such as does
“digital finance for the poor” really promote development in finance? Do poor people benefit
in meaningful ways from using digital financial services? If yes, are the benefits to the poor
greater than the risks or costs to the poor? Does digital finance reduce or amplify the
existing risks in the formal financial sector? Does digital finance expose the poor to greater
risk than they can handle? And finally, does digital finance for the poor make good business
sense? The answer to these questions are not straightforward yet the digital finance
“‘movement” represented by think-tanks, corporate promoters and lobbyists like Visa,
MasterCard Foundation and funders like the World Bank and the International Monetary
Fund generally provide positive answers to these questions at least in their public
pronouncements while failing to emphasize the weaknesses of digital finance for the poor.

Using critical policy discourse analysis, | explain the turn from “micro finance” to “digital
finance”, and thereafter, | discuss four issues: the lack of evidence that digital finance for
poor people actually promotes socio-economic development; the risks that poor people are
exposed to which arises from their exposure to digital finance technology; the lack of
evidence that digital finance actually brings poor people immediate benefits; and the weak
business rationale for digital finance. | challenge the emerging development advocacy for
“digital finance for the poor” serving as a core pro-poor private sector-led development
intervention and argue that “digital finance for the poor” itself is a contested and contestable
enterprise because currently there is insufficient evidence for “digital finance for the poor”
being development-promoting, poverty-alleviating and profitable enough, to justify all the
attention and resources directed toward it. As branch banking and microfinance gradually
give way to digital finance, a major re-evaluation of the developmental and business logic of
digital finance for the poor is urgently needed.

This paper is distinct from the studies that examine the role of microfinance, microcredit and
financial innovation in increasing the level of financial inclusion. Such studies, for instance,
Cabraal et al. (2006) show that microfinance is an important strategy for poverty alleviation,
and Brown et al. (2015) show that closeness to a microfinance bank significantly improves
the level of financial inclusion through expansion in the branch network. Ozili (2018) shows
that digital finance has benefits for financial inclusion and also highlight the complex issues
in using digital finance to promote financial inclusion. Domeher et al. (2014) find evidence
that adopting financial innovation in the banking sector can increase the likelihood of
adopting e-banking products and services for greater financial inclusion. Taken together,
these studies argue that the availability of microcredit, microfinance and financial innovation
such as digital finance products can improve financial inclusion and increase the level of
entrepreneurial and economic activities. In contrast, studies such as Hembruff and
Soederberg (2019) show that payday lenders, a type of microfinance lenders, not only
benefit at the expense of the poor people through their expensive loans but also create a
lending system that makes poor people dependent on such loans to meet their basic
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needs. Mader and Sabrow (2019) argue that the recent shift from microfinance to financial
inclusion lacks an underlying rational innovation for poverty alleviation and is at best a myth.
Also, the financial inclusion debate does not take into account how inequality affects
financial inclusion through its detrimental impact on the level of financial development
(Gwama, 2014). This paper is distinct from the above studies in that it argues that all digital
finance systems should be de-risked before bringing financial technology to poor people
who are economically vulnerable. The argument here is not that “digital finance for the poor”
is harmful or undesirable or destined to fail; rather, the argument points to the need to de-
risk the digital finance infrastructure and to de-risk the digital financial system for the benefit
of poor people. This paper is also distinct from other studies in that it examines how
technology in finance affect people in different socioeconomic status particularly the poor.

This paper contributes to the literature in four ways. One, this study contributes to digital
finance literature. Previous studies identify several risks and challenges of digital finance
such as the risk of service disruption, risk of loss of data, privacy risks due to the large
number of agents required to process client data and security risk arising from the digital
transmission and storage of data (Ozili, 2018; Gomber et al., 2017; Hu and Zheng, 2016).
This study adds to the literature by critically analyzing the risks associated with using digital
finance products and platforms and to challenge its acclaimed pro-poor cause. It also adds
to the literature by showing that the use of digital finance products and infrastructure can be
too risky for poor people and emphasize the need to de-risk the digital finance system and
infrastructure before bringing it to poor people.

Two, the study contributes to the literature that examines how economic activities
affect, and is shaped by, social processes (Hakim, 2012; Barr, 2012; Benhabib et al.,
2010; Von Wieser, 2013; Schotter, 2008; Hellmich, 2017). These studies analyze how
societies progress, stagnate or regress because of their local or regional economy
under different contexts. This study contributes to this literature by showing that the
effectiveness of using digital finance to improve people’s welfare depends on the
socioeconomic status of the beneficiaries and their willingness to adopt financial
technology especially for poor people, bearing in mind that poor and uneducated
people are often affected disproportionately compared to rich and educated people.
Three, it contributes to the ongoing policy discourse that promotes digital finance as an
effective solution for financial inclusion in emerging and poor countries (Banks, 2001;
Barbesino et al., 2005; Ozili, 2018). Insights from this paper can help policymakers
understand the issues associated with the rapid development of digital financial
services, its delivery to the poor and the associated risks. Four, the discussion in this
paper adds to the development of finance literature that seeks ways to reduce poverty
in poor economies (Allen et al., 2016; Ozili, 2020a). Four, the discussion in this paper
also contributes to the few and emerging literature that examines the role of
technological innovation in financial services (Beck and Frame, 2018; Fostel and
Geanakoplos, 2016; Silber, 1983). Insights from the discussions in this paper can
improve our understanding of the functions of digital finance providers and can also
help regulators understand the relationship between Fintech, digital finance and
financial inclusion. Finally, the ideas in this paper call for more collaborative research
among academics and policymakers to better understand the relationship between
digital finance and development finance as well as the alternative models and
perspectives in this area.

The rest of the paper is structured as follows. Section 2 discusses the turn from
microfinance to digital finance. Section 3 examines the link between digital finance and
development outcomes. Section 4 discusses the risks to poor people in a digital financial
system. Section 5 discusses whether digital finance makes a good business sense. Section
6 discusses some ideas for de-risking digital finance. Section 7 provides a possible
alternative to digital finance and microfinance architecture. Section 8 concludes.
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2. The transition to digital finance
2.1 Microfinance after the global financial crisis

In any discussion of digital finance, its relationship with microfinance and financial inclusion
needs to be considered. Modern microfinance began in the 1970s as a way to provide
loans to small businesses and poor individuals that cannot access credit from formal
financial institutions. The World Bank, which is a major funder, integrated microfinance into
its Structural Adjustment Programs for developing countries and it became a global
development finance tool. Microfinance withessed huge success in some countries like
Singapore and India, and the global microfinance industry also witnessed significant growth
in gross loan outstanding and significant increase in the number of borrowers (Butcher and
Galbraith, 2019). But, in the past five years, developed countries have begun to abandon
the microfinance model and some developing countries have reduced the number of
microfinance banks because of its many problems. The microfinance movement has come
under tremendous criticism in the post-2008 era (after the global financial crisis) for their
high interest rates — around 35% on average (The Economist, 2014), excessive focus on
credit over other financial services (Mader, 2018, pp. 33-34), lack of demonstrable
evidence in reducing poverty levels (Duvendack et al., 2011; Stewart et al., 2012), failure to
empower women (Fraser, 2009; Karim, 2011), driving over-indebtedness (Guérin et al.,
2015), excessive spending on fixed costs with little left to give out as loans to small
businesses and individuals, and failure to educate micro-borrowers on the implication of
loan default if they default in repaying the loans granted to them, etc. These criticisms of
microfinance are serious.

For instance, in Latin America, Butcher and Galbraith (2019) show that the microfinance
sector provides an environment suitable for Ponzi-type dynamics, misrepresentation of
financial and operating performance, concentration in unregulated markets and areas most
conducive to accounting fraud, nontransparency and secrecy, dubious accounting
methods, lobbying in favor of deregulation, executive use of the company resources for
personal gain, excessive risk taking at the expense of investors’ capital and the inevitable
collapse of many microfinance institutions, among others. In South Africa, Bateman (2019)
shows that South Africa adopted the US model of microcredit. After adopting the US
microcredit model, the microcredit initiatives that were introduced in South Africa benefited
only a tiny financial elite working within and around the microcredit sector while
simultaneously destroying other important pillars of the economy and society (Bateman,
2019).

2.2 The turn from microfinance to digital finance

The criticisms against microfinance institutions in the post-2008 era led to the demand for
micro-loans using digital finance platforms to bypass the usual fixed costs and bureaucracy
associated with obtaining micro-loans from microfinance institutions. Some microfinance
institutions have begun to use digital finance platforms to give micro-loans to poor
borrowers, and poor borrowers can now use their mobile phone or computers to find
available credit on their banking apps. They can choose the type of loan facility they want
and will need to apply for the loan. But credit being available does not mean it is easily
accessible if borrowers need to be physically present in the lending institution to fill some
documentation to access the loans which they have requested for on their digital finance
apps. A good digital finance system is one that does not require the customer to be
physically present to apply for a loan, to obtain the loan, make transfers, pay a bill or to
access an overdraft facility. Only few countries have a personal banking system that does
not require borrowers to be physically present to receive the loans they requested for.

Ideally, using digital finance in microfinancing should eliminate the need for borrowers to
visit the microfinance institution to fill some paperwork which is a requirement for loans to be
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disbursed to borrowers. Moreover, even when loans are accessible through apps and do
not require borrowers to be physically present at the bank, it still does not make loans
cheaper for poor borrowers rather loans are still expensive for poor borrowers who are
inherently risky since they do not have much money. For this reason, there is the argument
that the switch from microfinancing to digital-financing does not guarantee that poor
individuals and small businesses will receive loans at low interest rates, making it anti-
financial inclusion rather than pro-financial inclusion, for this reason, some critics view digital
finance as a rebranded microfinance agenda because it does not guarantee cheaper credit
to poor people (Mader, 2018).

2.3 Can digital finance fail?

The World Bank has endorsed digital finance as a pro-financial inclusion tool, and today,
most policy discussions on financial inclusion are considered incomplete if digital finance is
not emphasized. Digital finance when it works can improve access to finance and can help
to by-pass the structural problems that hinder access to finance in developing countries.
But, can digital finance fail to deliver on its promise? If no, why? If yes, do the promoters of
digital finance emphasize its potential to fail with the same fervor they use in promoting its
positive benefits? These are questions to reflect on!

Let us consider a real-life example. In 2018, the VISA payment system technology
collapsed completely across Europe on the 1st of June, 2018 [3]. On that day, Visa debit
cards across Europe were declined when customers used VisaCards to pay for goods and
services. Also, customers that do not use VISA cards were unable to make purchases
because the VISA network also provided payment system infrastructure for other card
issuers that were used in many shops and financial institutions in European countries.
Customers in the UK were forced to abandon their shopping or go look for non-VISA cash
machines to find cash to pay for purchased items. Even the VISA-linked automated teller
machine (ATM) cash machines stopped working and this caused chaos in European
countries. See footnote 1 for more on the European digital financial system crash. This
example shows that digital finance can fail.

2.4 The dangerous assumption

Digital finance (or financial technology) operates under some subtle assumptions —
the most significant one is the assumption that technology is neutral to all kinds of
people (Feenberg, 2012). This assumption is flawed because we know that
technology is not neutral to everybody, particularly poor and uneducated people.
Consider the case of uneducated and educated people. Educated people can use
financial technology to their advantage because they understand the risks associated
with using financial technology and they know how to minimize their exposure to the
risks associated with using financial technology. In contrast, uneducated people are
unable to use technology to their advantage either because they are not interested in
using any financial technology or because they do not know how to use financial
technology, and even when they are taught how to use specific financial technology
by the promoters of the technology, these uneducated group of people may not be
informed about the risks associated with using such financial technology. This
example demonstrates why technology is not neutral to all people. Let us also
consider the case of poor people. Digital finance or financial technology is not neutral
to poor people because the transaction costs associated with using digital finance
products or apps to perform financial transactions may be high for poor individuals
compared to rich people.
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2.5 Current realities in the digital finance industry

2.5.1 New practices. Digital finance will invite new players, major and powerful players into
the digital finance ecosystem. These players will include formal financial institutions,
technology corporations, telecommunication corporations, shadow lenders and the general
public. Some new practices that will emerge include: Fintech companies providing micro
loans to poor borrowers, large Fintech companies acquiring formal banking licenses, and
increased Fintech-microfinance partnerships (Mader, 2018). Digital finance will also bring
online payday lenders, large banks, technology firms, mobile network operators, credit card
companies, discount card companies, mutual fund companies and pension fund
companies, into the broader financial system which would make the financial system
bigger, more complex and more volatile. Consequently, stability in the digital finance
ecosystem will depend on the interlinkages between financial sector agents,
communication systems and technology systems because digital finance cannot stand
alone as a distinct and free-standing industry.

These new practices in the digital finance ecosystem will blur the line between user
convenience and user’s exposure to information risk, financial risk and technology risk.
Although digital finance can provide convenience to users, the risk of technological or
system failure and human error is also high. The role of governments will also change in the
digital finance era. Governments will have to decide on whether to deregulate the financial
technology industry (Ozili, 2019), impose regulations to monitor the activities of Fintech
companies (Treleaven, 2015), create space for Fintech companies to grow in a regulatory
sandbox (Bromberg et al., 2017) or use Regtech technologies to monitor the developments
in the digital finance ecosystem.

2.5.2 New products: blockchain. Blockchain technology is a decentralized distributed
ledger that records the transactions linked to digital assets. Blockchain can enable financial
institutions, all of which are currently investing in the technology, to do more with less,
streamline their businesses, and reduce risk in the process (Tapscott and Tapscott, 2017).
Blockchain can also reduce transaction costs among all participants in the economy, and
can support models of peer-to-peer mass collaboration that could make many of the
existing traditional organizational forms redundant (Tapscott and Tapscott, 2017). Through
blockchain, companies of any size will be able to raise money in a peer-to-peer way through
globally distributed share offerings (Tapscott and Tapscott, 2017). Although financial firms,
consultants, health-care providers and others are seeking ways to integrate blockchain into
their processes, the concept of block-chain is still a strange concept to many individuals
and is out of reach for poor people. And even if ordinary people understand the “what” of
block-chain, understanding why it should be used and what problems it can solve remains
unclear to them. And there is yet no clear benefit of blockchain to poor people (Garzik and
Donnelly, 2018).

2.5.3 New ideas, new ideology and new problems. There is a belief or idea that modern
digital finance blends technology with contemporary sustainable development goals.
Statements like: digital finance: empowering the poor via new technologies — taken from a
headline World Bank publication (World Bank, 2014) — shows the blending of finance with
technology and development finance. Also, statements like “digital finance is a powerful
means to expand access beyond financial services to other sectors, including agriculture,
transportation, water, health, education, and clean energy [4].” — shows that the World Bank
and related agencies view digital finance as a significant catalyst to promote inclusive
growth across multiple sectors. This belief system or ideology makes sense only if digital
finance improves the level of financial inclusion by ensuring that the excluded population
have access to financial services through digital devices which can enable them to
participate in the formal financial sector.
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One issue with digital finance ideologies is that they reinforce the inequalities which financial
institutions create. Financial institutions create inequalities in the formal financial sector by
providing specialized financial products and services to customers with different income
levels, which are often categorized as high net-worth individuals (HNIs), politically-exposed
persons (PEPs) and no-income-no-job-applicants (NINJA). Using digital finance products to
deliver basic financial services does not reduce or eliminate the inequalities created by
financial institutions rather digital finance products or systems reinforce the existing
inequalities in the financial sector. Ignoring how digital finance creates inequality or amplify
existing inequality in the financial sector can lead to greater financial exclusion, and
financial institutions can exploit this inequality in ways that help them to achieve their own
business objectives at the expense of poor people.

Different players in the digital finance ecosystem set their own rules for profit-seeking
motives. For instance, consider a bank customer or depositor that has little money in his or
her bank account with a daily average account balance of about $10, and the transaction
cost is $5 for a specific transaction. The poor customer will not be willing to perform this
transaction through the digital bank app because the transaction cost of using the digital
finance app or platform is high, and in some cases, might exceed the customer’s current
bank balances (assuming there are other applicable bank charges). In some geography,
some banks place limits (e.g. minimum deposit thresholds) as a pre-condition to use certain
digital banking applications to discourage poor and low-income customers from using such
digital financial products. For instance, a bank can require customers to have at least a
$500 account balance as a precondition to qualify to use specific banking products that are
linked to digital finance apps of the bank. Customers that do not have the ability to maintain
a $500 minimum account balance will not be allowed to use the digital bank app.

The point here is that we need to pay special attention to how the players in the formal
financial sector create inequality in the delivery of digital financial services while claiming to
promote financial inclusion. Bringing the poorest into the financial system through digital
finance can exacerbate existing inequality and produce new forms of exclusion (Meagher,
2015). It can expose the poorest to systematic risks in the digital finance ecosystem, and
there is still no evidence to show that the poorest population will get cheaper funds or a “fair
deal” when they are brought into the digital financial system (Mader, 2018). In fact, poor
people generally get lower-quality services at higher prices (Mader, 2018).

2.5.4 New theories of change. Digital finance changes the expectation of how poor people
should benefit from engaging with finance. The original “branch-banking theory of change”
reduced poverty levels by allowing individuals and businesses to obtain micro loans by
visiting the nearest bank branch to obtain funds for consumption purposes and for
entrepreneurial activities (Benston, 1965; Evanoff, 1988). By contrast, the “digital finance
theory of change” believes that the most significant way to increase access to finance is to
reduce the customer-bank interface by providing financial services to bank customers
remotely using digital finance products and platforms (Ozili, 2018). Reducing the number of
interface between a borrower and the bank is not only desirable but also an important
indicator of how successful a financial innovation is (Ozili, 2018). Under the digital finance
theory of change, banks will be able to reduce the cost of loan documentation and filing by
automating the documentation process, and the reduced cost will improve banks’
profitability.

Another theory of change relating to digital finance is the systems theory of financial
inclusion (Ozili, 2020b). The theory argues that all financial inclusion outcomes are achieved
through existing systems and sub-systems, such as the digital finance infrastructure and
the payment system which are part of the larger economic and financial systems. The
theory further argues that a significant change in the sub-system (one part of the system)
can significantly affect financial inclusion outcomes while a significant change at the full
system level does not necessarily lead to a change in the existing sub-systems because a
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change in the sub-system must be done at the sub-system level (Ozili, 2020b). The
implication of the theory for digital finance is that any change that needs to be introduced
into the digital finance infrastructure must be done at the operational level, not at the user
level (such as telling users to stop using a digital platform or telling users to be careful when
using a digital finance product due to risk). The emphasis on “a change in the sub-system
must be done at the sub-system level” supports the argument that the digital finance
infrastructure should be de-risk at the operational level. The theory also suggests that
financial inclusion will improve the workings of the sub-systems it relies on. This means that
existing digital finance systems will evolve over time to accommodate changes in financial
inclusion objectives and outcomes. The merits of the systems theory of financial inclusion
are that it recognizes the role of existing economic, financial and social systems or
structures in a country in promoting financial inclusion, and it considers how financial
inclusion outcomes are affected by the interrelationship among the sub-systems that
financial inclusion relies on.

2.5.5 Technology versus decision-making. Digital finance is also an invitation to live by
technology. Digital finance will change how people engage with technology. Bringing the
poor into the digital finance space will change how poor people live their lives and will
change how they make financial decisions. It is still unknown whether the changes will
improve or worsen the financial well-being of the poorest population. Also, the convenience
and swiftness that digital finance technology brings can prevent users from spending
quality time to make important personal finance decisions. With digital finance being about
making transfers and payments through digital devices linked to some payment systems,
people now spend less time in making personal financial decisions than before. Before
now, bank customers had to carefully make financial decisions before going to the bank,
and then visit the bank to carry out transactions based on their decisions. But now, there is
no need to visit banks to perform basic transactions due to the prevalence of click-and-pay
digital apps.

2.5.6 Some reflections on current realities. Digital finance does not promote “poverty
finance” because it offers the same risk to the poor and the rich. Both the poor and the rich
are exposed to fraud risk, high transaction costs and system failures. Poor people are more
likely to suffer because most digital finance platforms require an internet connection which
may be too costly for poor people. Therefore, promoting digital finance as a pro-
development finance tool for poverty alleviation is indeed dangerous because firstly the rich
are better able to mitigate or use insurance to transfer the risks associated with using digital
finance platforms, whereas the poor do not have enough money to insure themselves from
the risks associated with using digital financial platforms. Secondly, the digital finance
agenda will attract profit-seeking companies and other powerful capitalists that will support
development projects as long as it does not negatively affect their expected profit levels. In
other words, profit-seeking corporations and capitalists often support development projects
that have a positive net present value (i.e. NPV >0). Thus, it is reasonable to conclude that
the current digital finance agenda is a private sector engineered tool to serve the interest of
users and the promoters.

3. Digital finance and development outcomes
3.1 Review of some reports

Proponents of digital finance claim that individuals and poor people will benefit from digital
financial services. They claim that digital finance will empower and transform the lives of
poor people with digital finance. What is the basis for these great expectations?

For instance, the review of a report on digital finance from the Bill and Melinda Gates
Foundation asserts that:
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Our strategy is aimed at [...] helping to drive the development of digital payment systems that
can help spread the use of digital financial services quickly, advancing gender equality to
ensure women share in the benefits of financial inclusion, and supporting the development of
national and regional strategies that accelerate progress for the poor and provide exemplar
models, (Bill and Melinda Gates Foundation [5])

And they further add that:

To achieve these objectives, we work with partners around the world to align on common
principles for digital financial inclusion and support policymakers as they work to develop
policies and regulations that facilitate growth in digital financial services and provide oversight
and accountability.

These two statements do not show a direct link between digital finance and the poorest
population. These statements can be criticized on two grounds because:

1. Introducing a digital payment system to a community and attempting to spread the use
of digital financial services in that community is indeed a great idea, but there is no
guarantee that poor people will be interested in digital technology.

2. Because poor people want money, not technology: they need money to take care of
their families — they do not need technology to feed their families.

On the other hand, a more reasonable statement that links digital finance to development
outcomes is a statement by Hess and Klapper (2016) which reads:

Formal financial services, including those accessed through a phone, are connecting people to
economic opportunities and helping them escape poverty. Without a savings account, it can be
difficult for poor people to put away money for future investments in education or business.
Without insurance, a crop failure can push farmers and their families into destitution. (Hess and
Klapper, 2016) [6].

Today, a mobile phone can be used by women in Hyderabad to pay their gas bill, by young
people in Hanoi to quickly send money to their parents living in a rural village, and by farmers in
Kampala to receive payments for the sale of coffee beans. (Hess and Klapper, 2016)

The two statements from Hess and Klapper (2016) above contain at least a valid benefit of
digital finance for people, but as you can see it does not emphasize “poor people”. Rather,
it is the children of poor families that send money to their poor parents. Advocates of digital
finance like to invoke these kinds of statements and reports as evidence that digital finance
benefits poor people, but it clearly does not improve the welfare of poor people. These
statements or reports fail to point out that digital finance only benefits the people that are
already in the formal financial system which implies that the excluded population do not
enjoy the benefit of digital finance.

Another report from Klapper (2018) reads:

[...] Mobile money accounts don'’t just make life easier. They can help prevent people from
falling into poverty by softening the impact of sudden expenses. For example, medical bills push
millions of people into poverty annually. When a villager gets sick, she can use mobile
remittances to gather money from faraway relatives [...]. Research suggests that people with
mobile money accounts get more money when an emergency hits, from a wider social and
geographic network of friends, thereby helping them make ends meet during a crisis [. . .]

The statement above shows that there is the assumption that digital finance can uplift the
poor from poverty by using account-based digital payments in distributing social benefits to
poor people through digital channels instead of cash, which will reduce corruption, increase
efficiency and help recipients build savings (Klapper, 2018). This idea is logical only that it
ignores two major risks: one, the possibility that digital cash transfers may not reach poor
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recipients when they need it, and two, lack of protection for vulnerable and poor users of
mobile money or other digital channels.

There is also the assumption that digital finance can uplift poor countries from their poverty
and that advanced countries have used digital finance to eliminate poverty. This
assumption is false because despite the wide use of digital finance in advanced countries,
it has not eliminated poverty in advanced countries (Charlton, 2018). There is evidence that
in advanced countries where there are advanced digital finance systems, large amount of
credit tends to be granted more quickly to middle-income, high-income individuals and
enterprises, not necessarily to the poorest people (Lipton, 1977; Yunus, 2007), which leaves
poor people behind. Bateman et al. (2019) criticize the claim that digital finance or fin-tech
is instrumental in reducing the poverty level in Africa. They show that financial technologies
such as M-Pesa is problematic and does not alleviate poverty in Kenya or Africa.

Some proponents of digital finance also bring up the macroeconomic argument in support
of digital finance for the poor (Li et al., 2020; Kshetri, 2017; Ghosh, 2016). The “macro”
argument claim that providing digital financial services would increase economic output
through increased financial intermediation which will lead to economic growth for the benefit
of all including the poor; but the evidence for this, is still inconclusive or of questionable
relevance to the development finance debate. For instance, Li et al. (2020) show that digital
finance is positively correlated with increased consumption expenditure such as food,
clothing, house maintenance, medical care, and education and entertainment expenditures.
They find that digital finance mainly promoted recurring household expenditures rather than
the non-recurring expenditures for households. But the survey in Li et al. ‘s (2020) study was
not conducted using data for poor people, which suggests that such findings cannot be
generalized to poor people who mostly do not have enough money to spend on
entertainment or expensive education.

Others criticize the ability of digital finance to spur development citing cultural differences
and regulatory challenges. Zetsche et al. (2017) argue that cultural differences in the
population may prevent people from using digital finance technology to the fullest in ways
that would improve their welfare for local development. They also argue that the speed at
which digital finance (or financial technology) is growing is of concern to many people and
there are fears that regulators may not be able to fully monitor and control the digital finance
ecosystem. Another study Ozili (2018) identify “discrimination” in the provision and
marketing of digital finance products as a barrier that makes it difficult for digital finance to
spur development in the interest of poor people. Ozili (2018) point out that the providers of
digital finance services can discriminately use a more aggressive marketing tactic to
persuade high-and-middle income customers to use a new or existing digital finance
platform or infrastructure and use a less aggressive marketing tactic to persuade poor
customers to use new or existing digital platforms or infrastructure if they believe the latter
cannot afford the associated fees, thereby leading to lower use of digital finance products
by poor people.

4. Risks to poor people in a digital financial system

Here, | argue that the poor, who are economically vulnerable, should not be brought into the
digital finance ecosystem until the digital finance ecosystem has been de-risked and is safe
for the poor to be brought in. Bringing the poorest people into the risky digital financial
system can have unintended consequences. Below are some consequences.

4.1 Fraud risk

Firstly, bringing poor people into the digital finance ecosystem will expose them to fraud risk
relating to data theft including theft of credit card and debit card information. It can be
difficult to verify that individuals entering their personal information through an online
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payment system are who they say they are since there may be no personal identification
protocol such as request for picture or signature identification.

4.2 Access problems due to lack of internet connectivity

Secondly, the lack of internet connectivity is a risk that poor people face. Poor people will
need the internet to access their bank account, and if the internet connection fails and they
cannot afford internet subscription, they will not be able to access their bank account.

4.3 Systematic risks, technology and infrastructure risks

Poor people also face two key risks:

1. systematic risks in the financial system; and

2. technology and infrastructure risks arising from the use of financial technology.

The systematic risks in the financial system relate to issues such as high interest rates, high
transaction costs and banks placing limits on daily withdrawals, whereas technology and
infrastructure risks relate to issues such as power failure, internet connection failure, loss of
records, dysfunctional software and unresponsive call center agents.

4.4 Loss of trust

The most common consequence of the risks in the digital financial system is the loss of trust
which lowers the use of digital technology for financial transactions. This begins from
awareness to registration, then from registration to first use, and from first use to regular
use; and then poor clients lose funds due to increased transaction charges. The poor
clients lose trust in the financial system and therefore reduce the use of the service and
might not use the service anymore (Arenaza, 2014).

4.5 No clarity on who protects the poor from digital risk

There are many actors in the digital finance value chain but responsibility for risk associated
with digital finance is often not clearly assigned. There is no clarity on who is responsible for
protecting poor clients from risks associated with using digital finance. It is not clear
whether the bank, financial institution, government, Telcos, third-party provider, the
regulator or self-regulation will protect the poor from digital finance risk. The involvement of
these many actors along the value chain makes the digital financial system complex and
blurs the line on who should take responsibility for protecting poor clients (Arenaza, 2014).

4.6 Transferring old risks to new customers

Digital finance does not create major new risks beyond those that already exist in the
traditional payments system and in the financial system at large. The most important
change occurring in today’s digital financial system is the transfer of old (or existing) risk to
new customers — many of whom are poor people (Bill and Melinda Gates Foundation,
2015). Similarly, old risks are being transferred to new players in the digital payments value
chain who lack the resources to manage such risk, and when those risks materialize, their
customers suffer — especially the poor ones.

Other risks to poor people include the inability to transact due to network downtime or
service unreliability, insufficient agents, complex user interfaces and payment processes,
ATM liquidity, poor recourse mechanism, no recourse mechanism and fraud that targets the
poor recipient. To summarize, these risk events, when they materialize, can be frustrating to
both the high-income, low-income and poor users of digital financial services. Poor people
will be the most affected because they do not have enough money to insure themselves
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against financial risks in the financial system. This is why | argue that the digital finance
ecosystem should be de-risked before bringing poor people into the financial system.

5. Digital finance and good business sense

Digital finance is a viable business worth pursuing in its own right. Financial technology
companies such as Stripe, Verve and MasterCard have signaled their interest in digital
finance as a business opportunity and welfare-enhancing tool. For digital finance to make a
good business sense, the technologists, bankers and financial sector players must
succeed at offering quality services at affordable prices to make profit in ways that
encourage clients to use them. Although most companies are succeeding in this area, there
is still the problem of selective clientele in offering digital finance as a business. Most private
sector companies that offer digital finance often cherry-pick their offering of digital financial
services 1o selected clientele. They target urban locations with a high number of employed
and educated population (Mader, 2018). Moreover, the selective offering of digital financial
services has led to suggestions that the government control or should be directly and
actively involved in the digital financial services ecosystem to prevent private players from
isolating the poor. However, there is no guarantee that the selective clientele problem will
be eliminated if the government becomes a major player in the digital finance ecosystem.

Also, it is important to mention that many governments are unwilling to invest a significant
amount of public funds in the digital finance business because policymakers believe that
full efficiency can be attained only when private money is used to fund technology projects.
Therefore, there are doubts about whether governments should participate in digital finance
delivery or not. A more reasonable idea is the proposition that a government should initiate
the digital finance business and deliver it to private financial companies to operate and
manage on the government’s behalf. In this scenario, the government can then provide a
supportive environment that makes finance available to everyone through their mobile
phones and some regulations may be needed to achieve this. The government may also
consider channeling the welfare payments to citizens through digital finance providers, and
the digital finance providers can make digital transfers to the recipients of such payments,
and this can bring more poor and low-income individuals into the financial sector, and lower
the costs per transaction (Allen et al.,, 2016; UNCTAD 2014: 17; Mader, 2018). To sum up,
digital finance makes a good business sense, but the profitability of the digital finance
business cannot be sustained in the long term without government support either through
direct public investment or through reduced regulations or a combination of both.

6. De-risking digital finance

Some studies show that people can withdraw from using digital finance products if it is too
risky. Also, providers of digital finance products can refuse to deliver financial services in
high-risk communities. For instance, Ozili (2018) shows that providers of digital financial
services can withdraw or discontinue the provision of specific digital finance services to
high-risk rural areas. Bill and Melinda Gates Foundation (2015) state that the largest
insolvency risk and liquidity risk associated with digital payments is the risk that a “run on
the telco” or “run on the agent network” may occur and consumers will be unable to access
their funds through their mobile phones, bank cards or bank apps and that such an event
would likely be country-specific or may have cross-border dimensions. Also, Kénigsheim
et al. (2017) show that lack of financial knowledge and risk intolerance reduces the
likelihood to use digital financial services. Also, RFF (2017) shows that digital finance
creates cybersecurity risks that can lead to loss of consumer data and identify theft which
can inflict financial harm to customers including poor customers, in addition, it can put
providers at risk and can undermine public confidence in the digital finance ecosystem.
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There is need to de-risk the digital financial system especially digital finance products and
platforms. The reason for de-risking digital finance is not just because people will be
dependent on mobile phones or computers for financial transactions, it is not just because
poor people have little money, and it is not even because cybercriminals can exploit digital
technology to steal poor people’s money; rather, it is primarily because life, risk and
technology are getting more intimate than ever and a lot of poor people are coming to the
financial sector who may not have the capability and resources to protect themselves from
risks in the financial sector when they materialize which can lead to severe financial losses,
and such losses can lead to anxiety, depression, frustration, mental complications and even
loss of life to vulnerable individuals and poor people. Policymakers should pressure
technologists to de-risk the digital finance products and platforms they extend to poor
people because the recent interconnectedness between life, risk and technology will have a
more serious effect on poor people than other income groups in the years to come.

Finally, digital finance can be de-risked for poor people in two ways — at the operational
level and at the agent level as shown in Table 1

7. Possible alternatives to digital finance and microfinance architecture

If the digital financial system cannot be de-risked, then we need to find other alternatives
that pose little or no risk to poor people. One possible alternative is to strengthen the
existing informal systems and networks of finance which poor people rely on for food and
subsistence, especially poor people in remote communities who are outside the formal
financial sector. The microfinance era attempted to either:

®  yse the presence of microfinance institutions to frustrate and dismantle the informal
financial system in the community they operate in; or

m  formalize all informal networks of finance by integrating them into the formal financial
system through microfinance institutions,

Table 1 De-risking digital finance

S/N  Agentlevel Operational level

1 Agents should conduct business  Strengthen data protection and security
fairly with poor clients

2 Agent should be well-trained and  Prioritize data privacy

should know how to perform the
transaction on behalf of poor

clients
8 Agents should provide adequate ~ Place controls to prevent loss of funds, and controls that
information to help poor clients minimize fraud on small accounts belonging to poor
make informed decisions clients
4 Use responsible pricing Provide sufficient transparency and disclosure of
information
5 Install controls that prevent unauthorized fees and unfair
pricing to poor clients
6 Operator’s should conduct business fairly with poor
clients
7 Use appropriate product design and delivery
8 Provide adequate care for poor client using client

support, client helpdesk, dispute resolution and
complaint mechanisms

9 Information providers should provide adequate
information to help poor clients make informed decisions

Source: Arenaza (2014)
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but they failed to achieve this because the informal financial system and informal networks
of finance in many communities were established on strong social ties with poor members
of the communities and such social ties cannot be broken easily. This is the major reason
why the informal financial sector has continued to flourish today despite the presence of
many Fintech businesses and digital finance providers in the business environment. In fact,
the informal financial sector has survived the globalization era, the microfinance era and has
survived several episodes of financial crises, which suggests that the informal financial
system play an important role in the lives of poor people, and for this reason, the benefits of
the informal systems and networks of finance should be maximized to the fullest. Ojong and
Obeng-Odoom (2017) show that the informal network of finance in Cameroon was able to
bridge the gap between lending and saving activities, and people were able to access the
formal financial system through existing informal networks of finance, and therefore there
was no need to formalize the informal institutions and networks in Cameroun.

8. Conclusion

This paper examined the delivery of digital finance to poor people and contest the claim
that digital finance is pro-poor and pro-development. It argues that the transition from
microfinance to digital finance has benefits but the risks are significant for poor people. It
debunks the claim that technology is neutral for everybody and argues that technology is
not neutral for everybody, especially poor people. It shows that digital finance reinforces the
existing inequality in the financial system which worsens the state of poor people. It also
showed that the assumption of poor people benefiting directly from digital finance is weak.
Apart from improved money management through digital finance apps, there are no other
positive effects of digital finance to the poorest people. The paper also showed that
bringing the poorest into the financial system will expose them to risks in the formal financial
system. And, of course, digital finance makes a good business case only with government
support. Some risk facing poor people include fraud risk, lack of access to internet
connectivity, systematic risks, technology and infrastructure risks, loss of trust, no clarity on
who protects the poor from digital risk, transferring old risks to new customers. Finally, the
paper suggests ways to de-risk the digital finance infrastructure.

This paper examined the turn from microfinance to digital-finance and the eagerness of big
players to deal with poor people. It critically analyzed the arguments made in support of
“digital finance for the poor”: driving development outcomes, the risks to poor people and
making good business sense. It also showed that the assumption of poor people benefiting
directly from digital finance is weak. Apart from improved money management through
digital finance apps, there are no other positive effects of digital finance to the poorest
people. The paper also showed that bringing the poorest into the financial system will
expose them to risks in the formal financial system. Lastly, it was seen that there is indeed a
good business case for digital finance only with government support.

This paper is not an argument against digital finance for the poor rather it challenges the
current agenda that has painted digital finance as a pro-poor development intervention.
Policymakers should press for more robust evidence for the developmental and poverty-
reducing impact of digital finance while at the same time giving greater consideration to
alternative poverty-finance interventions. The implication of the study for society is that
digital technology being offered to the poor should bear little or no risk for maximum impact
on the poor.

Here are four points to remember. First, the evidence for, or against, digital finance needs to
be strengthened. Secondly, much attention should be paid to the limitations and downsides
of digital finance. Thirdly, financial sector regulators should put in much effort to de-risk the
financial system before bringing the poor to the formal financial sector. Four, digital finance
is just another business opportunity for banks and corporate capitalists who can exploit it at
the expense of poor people, hence, government intervention through regulation may be
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needed. Future research should explore whether financial inclusion is really “poverty-
reducing” and “pro-poor.” Future studies can also explore whether full financial inclusion
can be achieved without direct public funding.

Notes

1. www.chinadaily.com.cn/a/202001/08/WS5e153f85a310cf3e355832a4.html
2. www.laserfiche.com/ecmblog/how-technology-companies-lobby-federal-government/

3. See the link for more on this:
The Sun: www.thesun.co.uk/money/6430640/visa-down-network-crashes-uk-europe-card-
payments/
The Guardian: www.theguardian.com/world/live/2018/jun/01/visa-outage-payment-chaos-after-
card-network-crashes-live-updates

4. www.worldbank.org/en/news/feature/2014/04/10/digital-finance-empowering-poor-new-technologies

5. www.gatesfoundation.org/What-We-Do/Global-Growth-and-Opportunity/Financial-Services-for-
the-Poor

6. www.weforum.org/agenda/2016/12/people-are-escaping-poverty-with-the-help-of-digital-finance-
how-should-we-measure-that-1/
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