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Abstract
The current literature on the �nance-inequality nexus lacks evidence in decoupling the impact of banking and the stock market on income inequality in Africa.
Besides, the analysis is limited to the continental level without accounting for geographic regions and governance differences. We offer an answer on how
�nancial sector development affects income inequality in Africa by isolating the impact of the banking, stock market, and composite index. The paper
identi�ed the heterogeneous effect by geographical regions and incorporated the role of governance from 1980 to 2017 across 49 African countries. Using a
panel data �xed effect regression and two-stage least squared estimation techniques (2sls), we show that the banking, stock market, and the composite
development widens income inequality. The relationship corroborates an inverted U shape hypothesis. Besides, corruption and political instability are essential
elements in exacerbating income inequality. The geographical region con�guration also shows that the continental level effect is highly driven by �nancial
development in the Northern and Southern African countries. The direct implication of our result is that the current �nancial development in Africa is not
inclusive, and the credit is directed to people who already access �nancial services. We highlight that �nancial inclusion, digitalization, easing the cost of
borrowing money, ensuring good governance, and pro-poor �nancial development reverses the relationship presented in this paper.

1. Introduction
After a seminal work of Kuznets (1955) on economic growth and income inequality, a bulk of literature presents vital methodological issues in constructing
top incomes and the evolution of inequality through time (Forbes, 2000; Atkinson, 2005; Atkinson et al. 2011; Alvaredo et al. 2013; Weil, 2015; Piketty et al.
2019). The issue has been linked to �nancial development, which claims �nancial sector development plays a prominent role when countries pass through the
economic transition (Greenwood & Jovanovic, 1990). The recent growth trajectories in most African countries become an excellent candidate for testing the
hypothesis empirically. Although the continent �nancial sector development is enormous in recent years, there exists key challenges pertinent to the provision
of credit for start-up, resource mobilization, and inclusion. As a result among other factors the continent becomes the second highly unequal continent next to
Latin America (Robilliard, 2020). Besides, inequality increases on the North-South gradient showing cross-country differences.

The nexus between �nance and inequality is complex and far from conclusion. For most literature, �nancial access through boosting income reduces income
inequality (Clarke et al. 2006; Beck et al. 2007; Bae et al. 2012; Khan et al. 2021). On the other hand, �nancial development may fuel greater income inequality
(Denk & Cournede, 2015; Roberts & Kwon, 2017; Jobarteh & Kaya, 2019). Besides, an inverted U-shape relationship has been exhibited (Tita & Aziakpono,
2016), in contrast others contest the hypothesis (Clarke et al. 2002). Moreover, there are pieces of evidence that con�rm other moderating factors on the nexus
between �nance and inequality, such as governance. In Africa, governance play vital role in catalyzing �nancial development. Over the past couple of decades,
�nancial sector development has demonstrated signi�cant growth in broadening access to �nance, reducing poverty, and boosting economic growth.
However, Africa remains the poorest region globally and the second most unequal continent next to Latin America (Robilliard, 2020)

We are motivated by observations from [Figure 1]. The correlation between gini disposable with domestic credit and stock value traded is positive and non-
linear. There is also a substantial variation in the correlation coe�cients across countries [Panel A & Panel B]. However, the channel in which �nance affects
income inequality [Panel C & Pane D] moves in the opposite direction. Hence, we ask whether the banking and stock market have a similar effect on income
inequality? Is there a heterogeneous effect across geographical regions? What is the impact of governance in moderating the relationship? Past efforts have
been focused on either the banking sector indicators (Jung & Cha, 2020) or stock market indicators (Ngare et al. 2014; Twerefou et al. 2019). Only a few
studies provide a detailed analysis of the banking and stock market (Kim & Lin, 2011; Zhang & Ben Naceur, 2019). Contrary to the current literature, most
African countries are small regarding per capita income. Unless enough �nancial resources are mobilized to enhance the development of the �nancial sector,
realizing economic development, regional integration, and achieving evenly distributed income becomes challenging (Uzodike, 2010). Moreover, the
heterogeneity observed from the correlation coe�cients could be driven by governance, regional growth momentum, and institutional factors, where literature
is scarce in this regard.

This paper reassesses the �nance-inequality nexus by decoupling the �nancial sector to the banking and stock market and exploits the effect of governance in
moderating the relationship. Previous efforts that decompose the �nancial sector and employ a sub-sample analysis based on the geographic region are
scarce. Besides, the impact of governance has been the most underrated topic in the �nance inequality literature in Africa. We depart in our de�nition of the
�nancial market by decomposing the sector development to the banking and stock market and show that the governance factors are important. Our empirical
work also uses sub-sample analysis based on �ve geographical regions and con�gure the analysis with the governance factors. The approach provides a
comprehensive analysis of the �nance inequality nexus and suggests opportunities and challenges for the newly operational Continental Free Trade Area
(CFTA).

To answer the main questions, we use a panel dataset of 49 African countries from 1981–2017. By employing a panel data �xed effect regression and two-
stage least squared (2sls) estimation techniques, the �nding shows that the banking, stock market, and composite index for �nancial sector development
widens income inequality. Given the existing heterogeneity across countries, we further attribute the relationship to corruption and political instability
estimates. Both indicators exacerbated income inequality. Besides, a sub-sample analysis from the �ve geographical regions and governance factors offers
virtually the same results as the baseline estimates, especially in the Northern and Southern regions. That result implies that policy orientation on utilizing
�nancial development to reduce income inequality should target the existing phenomenon in each region.

The remainder of the paper is organized as follows: Section 2 provides a literature review. Section 3 presents our materials and method, section 4 presents the
main �ndings, section 5 presents a discussion, and section 6 concludes.

2. Literature Review
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The relationship between �nancial sector development and income inequality is not new wisdom. However, a consensus has not been reached concerning the
relationship. Differences related to methodological issues, sample countries, and the impact of governance in moderating the relationship make the
discussion unsettled. We provide a condensed review on factors that determine the relationship, the direction of the relation, and the impact of corruption and
political instability in moderating the effect.

Apart from the historical evolution of inequality, it is imperative to understand the factors that shape the �nance inequality nexus. Economic growth is an
essential determinant in shaping the effect of �nancial sector development (Arestis et al. 2001; Andersen et al. 2012; Menyah et al. 2014; Wellen & Van Dijk,
2018; An et al. 2021). A well-functioning �nancial market is a manifestation of a growing economy. On the other hand, inequality and growth relationship is
conditioned by time frame, the stage of economic development, and structural phenomena (Galor and Zeira, 1993; Forbes, 2000). In this regard, structural and
institutional factors are key determinants of the relationship. Aryeetey, (2003) �nds that without correcting structural and institutional inadequacies, it is
challenging to realize the bene�t of the �nancial market in developing countries. Kim et al. (2019) also asserted that the stock market development and
banking sector are moderated by democratization. Education, war, and international trade also contribute to the �nance-inequality nexus (Hasan et al. 2020).

Three views emerge in the current literature concerning the direction of the relationship. First, �nance facilitates credit access to the poor, increases income,
and narrows income inequality (Aghion & Bolton, 1997; Clarke et al. 2006; Beck et al. 2007; Demirgüç-Kunt & Levine, 2009; Bae et al. 2012; Zhang & Naceur,
2019; Khan et al. 2021). An important implication in this strand of literature is that �nance by widening access to borrowers reduces poverty, raises personal
income, and eventually narrows the gap between the rich and the poor. The second view asserted that �nancial development enhances the services to those
already accessing the �nancial system (high-income earners) and widens inequality (Greenwood & Jovanovic, 1990; Denk & Cournede, 2015; Jobarteh & Kaya,
2019; Kim et al. 2019; Jung & Cha, 2020). This strand of literature identi�es �nancial friction as the leading cause for the established relationship. There also
exists a non-linear relationship between �nancial development and income inequality (Greenwood & Jovanovic, 1990; Kim & Lin, 2011; Tita & Aziakpono, 2016;
Bolarinwa & Akinlo, 2021). In this line, a threshold level of �nancial development is needed to promote growth and reduce inequality.

The other dimension of the literature discusses factors that moderate the relationship. Governance factors are the primary catalyst in Africa that brings the
continent's abundant natural resources to societal development. However, corruption and political instability hamper the fruits of �nancial development not to
be reaped by individuals. Corruption has a destructive impact on growth and business operations (Chêne, 2014). It affects the overall business environment,
governance quality, and its impact is more pronounced in low-income countries. Corruption also has a more destructive impact than political instability in
Africa (Adefeso, 2018). It is associated with higher �rm's borrowing costs, lower stock valuation, worse corporate governance, bank stability, and risk for bank
lending (Ng, 2006; Wei & Kong, 2017; Ben Ali et al., 2020). On the other hand, controlling corruption and its interaction with �nancial development reduces
income inequality (Adams & Klobodu, 2016). In contrast, Ekşi & Doğan, (2020) show no statistically signi�cant relationship between corruption perception and
�nancial development.

Political instability is another factor that stagnates economic growth (Mbaku, 1988; Ayessa & Hakizimana, 2021) and eventually impacts �nancial sector
development. However, powerful �nancial development channels are running from political stability that explains cross-country differences in economic and
�nancial stability (Roe & Siegel, 2008; Ertugrul et al. 2019). In Africa, political instability positively correlates with lower degrees of �nancial inclusion
(Alhassan et al., 2021). To date, almost every country in Africa is haunted by weak institutions, and constant struggles for political power (Ong'ayo, 2008).

In Africa, discussions of the �nance-inequality nexus often take a different form. On the one hand, most empirical work emphasizes the impact of �nancial
liberalization on economic growth (Reinhart & Tokatlidis, 2003; Kabango & Paloni, 2011; Andersen et al. 2012; Precious et al. 2014; Akinsola & Odhiambo,
2017). Nevertheless, success stories are rare. Abubakar et al. (2015) show bank credit positively affect growth via human capital accumulation. A non-linear
relationship is also presented (Tita & Aziakpono, 2016; Bolarinwa & Akinlo, 2021), yet the effect is mixed, supporting the inverted U shape vis a vis U shape
hypothesis (Jobarteh & Kaya, 2019; Asongu et al. 2020; Khan et al. 2021).

Overall, in Africa the current literature falls short of isolating the impact of the banking and stock market, shows geographical regions variations, and the
impact of governance indicators in moderating the relationship. Moreover, the mechanisms of how these effects are accomplished are not well identi�ed; and
the degrees to which they have been effective have remained far from conclusive. This paper extends the current literature in these aspects.

3. Materials And Method
We obtain the data from different sources over 1980–2017. A good measure for country-level income inequality is the gini index. The index measures the
extent to which income among individuals or households deviates from a perfectly equal distribution. The Standardized World Income Inequality Database
(SWIID) provides income inequality estimates across countries and over time using the Luxembourg Income Study Study (Solt, 2019). It is a widely used
dataset due to its broad coverage and allows comparison across countries. The dataset presents gini disposable, an estimate of gini index of inequality in
square root scale of household disposable income (post-tax, post-transfer), and gini market income (pre-tax, pre-transfer).

The �nancial data are obtained from the Global Financial Development Database (GFD) that contains a wide array of indicators covering �nancial access,
depth, e�ciency, and stability since 1960. Concerning the governance indicators, we use the World Bank Worldwide Governance Indicators (WGI), constructed
by Kaufmann et al. (2010b). The dataset report six broad dimensions of governance for over 215 countries and territories over the period 1996–2018. We use
corruption, and political instability as crucial governance indicators. The robustness test also considers the regulatory quality and government effectiveness.
The remaining control variables are from the World Bank, World Development Indicators (WDI).

Our econometric model theoretical foundation is based on the works of (Kuznets, 1955; Greenwood & Jovanovic, 1990; Oded Galor & Joseph Zeira, 1993) )
and the subsequent empirical models by (Clarke et al., 2006; Bae et al. 2012; de Haan et al. 2018; Van Velthoven et al. 2019). However, our study departs in two
ways. First, we address only the issue of �nancial development (i.e., in our de�nition, we mean the expansion of the banking sector and stock market). For
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Africa decoupling the �nancial sector is essential because it clearly shows the effect of the �nancial system characterized by its early development in terms of
deposit mobilization and credit expansion. Second, we extend the current literature by investigating the spatial variation using correlation coe�cients, taking
into account �ve geographical regions and the governance indicators.

The �rst batch of the speci�cation uses a panel data �xed effect regression and estimates the relationship between banking, stock market, and composite
�nancial development on income inequality. We construct the composite index by interacting the banking and stock market indicators. Even though inequality
changes take time, most �nancial data are subjected to business cycle �uctuation. In this case �xed effect regression estimates introduce endogeneity bias
because it does not allow for the possibility of unobserved heterogeneity, measurement error, and reverse causality (i.e., the initial level of wealth distribution
may affect who can obtain credit from the �nancial sector (Greenwood & Jovanovic, 1990)). One approach to handle these estimation challenges is averaging
the vector for a non-overlapping �ve years period (Clarke et al. 2006). Since few vectors have missing values, this approach is not appealing.

Hence, we use two strategies to handle problems associated with endogeneity. On the one hand, we use indicators in percentage to GDP forms; this method
substantially shrinks the �uctuation on our vectors. In addition, we use the instrumental variable approach and estimate the relationship using the two-stage
least square estimation (2sls) technique. Since our interest is investigating the effect of �nancial sector development on income inequality, we adopt the legal
system as an instrument from law and �nance literature proposed by (Porta et al. 1998). The legal origin instrument embeds the concept on rules concerning
the protection of stakeholders and creditors, the origin of the rules, and the quality of their enforcement. A bulk of literature uses legal origin dummy as an
instrument for �nancial sector development (Favarra, 2003; Clarke et al. 2006; Huang & Lin, 2009). Despite favorable approach in the law and �nance literature
of legal origin's importance, for many years, results for key indicators and speci�cations neither show Common Law to be consistently superior nor French
Civil Law to be consistently inferior to other legal families in generating strong �nancial development outcomes (Roe & Siegel, 2008).

We argue that if legal institutions cannot protect potential investors or businesses, they will not invest, thereby impeding �nancial development. Due to this
fact, for practical purposes, we use the rule of law estimates instead of the legal origin dummy from Kaufmann et al. (2010b). In Africa, attributing the current
legal system merely to colonizers is conceptually incorrect, nor represent the current commercial or civil law enforcement practices. The rule of law estimates
captures perceptions of the extent to which agents have con�dence in and abide by the rules of society, and in particular, the quality of contract enforcement,
property rights, the police, and the courts, as well as the likelihood of crime and violence.

The benchmark estimation is speci�ed as follows;

Giniit = θ0 + f Bankingit θ1 + θ2CV it + δi + μt + ϵit − − − − − − − − − − − − − − − − − − (1a)

Giniit = θ0 + f Stockit θ1 + θ2CV it + δi + μt + ϵit − − − − − − − − − − − − − − − − − − − − (1b)

Giniit = θ0 + f Bankingit)θ1 + f(Stockit θ2 + f Bankingit × Stockit θ3 + CV itθ4 + δi + μt + ϵit − − − − − − − − − − − − − − − −

Where:

The subscript i and t indexes country and time, respectively. f(banking)&f(stock)is represented by domestic credit to the private sector by banks (% of GDP)
and Stock market total value traded to GDP (%) respectively. f(BankingXStock) measures the composite index for banking and stock market indicators. CV
is a set of control variables represented by GDP growth (annual %), In�ation, and foreign direct investment in�ow (% of GDP). Our control variables
conjuncture economic growth, monetary policy, and the [de facto] italics is ours openness of an economy. δi, μt, ϵit captures the time-varying, country-
speci�c, and random error terms, respectively. Domestic credit, stock value traded, composite index, and GDP growth are also inserted into the regression
equation in the squared form to test the inverted U shape hypothesis.

The second batch of speci�cations involves 2sls using the rule of law as an instrument. In both the �xed and 2sls estimation, we use interaction terms for
each independent variable to conjuncture the moderating effect of corruption and political instability.

Our sample shows a signi�cant variation in gini disposable, domestic credit, and stock value traded. The average gini distribution ranges from 33% in Libya to
67% in Namibia, domestic credit ranges from 2.6% in Congo Democratic Republic to 31% in Mauritius, and stock value traded ranges from 0.3% in Namibia to
34% in South Africa. The pairwise correlation shows income inequality is higher in countries where higher domestic credit and stock value traded are recorded.
However, our result shows that income inequality is linked with per capita income linearly and positively. For instance, Libya's average per capita income is
6632 USD, while in Namibia, it is 3467 USD. The minimum per capita income recorded over the period under investigation is in Malawi with 300 USD, where the
average gini was 47% which is in between the continent least and most unequal countries. In the next section, we formally exploited this variation using �xed-
effect and 2sls regression analysis.

4. Empirical Results

4.1. Baseline Estimation Results
Our baseline estimation result shows that a rise in domestic credit increases gini disposable [Table 2]. The result suggests that the �nancial system mobilizes
resources and �nances, promising business opportunities that are likely productivity-enhancing activities (King & Levine, 1993). In this regard, even though a
massive business opportunity exists, the poor can not access it because most of the time, the system requires collateral. The �nancial development to offer a

( )
( )

( ) ( )
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comprehensive bene�t for a signi�cant portion of the population and ensure even income distribution, the system has to be inclusive. It has proven that
�nancial inclusion reduces poverty and income inequality in developing countries (Park & Mercado, 2015; Demir et al. 2020; Omar & Inaba, 2020).

Digital �nancial service growth in Africa has led to an increase in the number of people enjoying access to formal �nancial services (IFC, 2018). Africa now
has more digital �nancial services deployments than any other region globally, with more than 700 million individual users worldwide. Mobile money solutions
and agent banking offer affordable, instant, and reliable transactions, savings, credit, and even insurance opportunities in rural villages. However, inclusion in
providing credit is still low, leaving many not bene�ting from the existing development. The development of the banking sector affects income inequality
through the credit or deposit channel. However, the �nancial depth measured by domestic credit varied within Africa and remained the lowest compared to
Latin American & Caribbean, and OECD countries (Nyantakyi & Sy, 2015). This phenomenon is partly explained in [Figure 1], which shows that most African
countries are at the initial level of �nancial development. Although the current digital technology brings enormous bene�ts to broaden �nancial inclusion, the
resource mobilized to �nance investment opportunities are still low.

The other side of the credit channel explains who bene�ts from it. The continent banking system is characterized by shallow �nancial access to low-income
communities. The degree to which entrepreneurs from rural areas access working capital is limited by collateral requirement, which allows a signi�cant
portion of the credit to be directed to those who are relatively wealthy. As the rich people access this limited �nance and get productive income gap between
the poor and the rich becomes exacerbated. Our �nding corroborates the hypothesis that when countries transition to an industrial society, the income
distribution between the rich and poor widens (Greenwood & Jovanovic, 1990).

The other sector that is at its infancy level in Africa is the stock market. Stock market and income inequality are the least researched area in the �nance-
inequality literature. Little is known about its effect on income inequality in the African continent. An inverse relationship exists between stock market
development and income inequality (Tsagkanos, 2017; Destek et al. 2020). However, our �nding shows a positive relationship between stock value traded and
gini disposable. It should be noted that only a few countries have well-established markets with dispersed distribution, ranging from a relatively developed
stock market in South Africa to the least in Uganda (Ngare et al. 2014). The market coverage is only 32 percent at the geographic boundary level. On top of
that, the agriculture or agri-industrial stock traded that have massive bases are limited.

The key implication is again evolving around the impact of the stock market on agricultural dwellers. Stock market in Africa is underdeveloped and have failed
to meet the continent's capital needs (Uzum et al. 2021). Even though stock return prices are determined by agricultural-speci�c factors (Valdes et al. 2016),
the existing capital represented by market capitalization negatively affects agriculture growth (Ngong et al. 2022). The result suggests that the capital raised
from the stock market is not enhancing the production or productivity of the agriculture sector. Given that most of the population lives in rural areas, the result
makes sense in the African context. It corroborates the claim that the �nancial system bene�ts those a lready accessing the �nancial service.

Our composite interaction term between domestic credit and stock value traded is positively related to gini disposable. In this speci�cation, there is no
evidence supporting the inverted U-shape hypothesis. The �nding implies that previous efforts that establish a non-linear relationship between �nancial
development and income inequality need to be checked for two reasons. First, the non-linearity is sensitive to speci�cation differences. The banking sector
speci�cation supports the claim, but the composite index shows that the whole �nancial system does not. Second, since �nance is endogeneous, the �nancial
sector indicator must be con�rmed by GDP controls.

There is no substantial difference between the effect running from the banking, stock market, and composite index. Moreover, the non-linearity relationship
presented in [Figure 1] is reversed as we control GDP growth, In�ation, and FDI in�ow and shows evidence for an inverted U shape hypothesis is supported in
the �nance inequality nexus in Africa. Our control variables are insigni�cant in most speci�cations also provides evidence for an inverted U shape relationship
between gini disposable and GDP growth. A higher FDI in�ow also raises gini disposable.

Overall our result shows that �nancial sector development widens income inequality in Africa. Our �nding supports current literature claiming that �nancial
sector development exacerbated income inequality and an inverted U shape relationship in the nexus �nance inequality. However, the continent is big with
different policies pursued in each country, stage of �nancial development, economic growth, socio-political conditions, and law enforcement practices.
Attributing the baseline result without accounting for these structural differences becomes misleading. We handle these challenges using a subsample
analysis by geographical locations. These geographical proximities allow inferring a relationship from relatively similar countries net of socio-economic and
culture grounded differences in the structure of economies. Second, we exploit the existing differences in governance that may place countries in different
positions in the �nancial sector development.

We can obtain three insights from [Figure 2 & Figure 3]. First, most countries in Northern and Southern Africa exhibit a positive correlation between gini
disposable and domestic credit, whereas, in Eastern and Western Africa, the correlation is negative. It is likely that the baseline result is driven by the level of
�nancial depth in the Northern and Southern African countries. It is also an indication that a sub-sample analysis may provide additional insight concerning
the relationship. Second, the correlation in the banking sector seemingly translated into the stock market in the respective regions.

However, this phenomenon is not moving in tandem with GDP growth. For instance, among the rapidly growing economies in Africa (i.e., Morocco, Kenya,
Ghana, Egypt, South Africa, Algeria, Nigeria, Ethiopia, and Angola), it is only in Ghana, South Africa, and Angola that the positive correlation has been
exhibited. One characteristic of the development efforts in Africa is pooling people out of poverty. Whether we attribute the effect to the �nancial sector or not,
evidence shows a higher economic growth narrows income inequality. We argue that the existing heterogeneity is attributed to omitted factors such as
governance and geography. Given that regional institutional arrangements are geographical location-based,[1] we con�gure geographical regions with
governance indicators and do two empirical exercises.
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4.2. The Moderating Effect of Corruption and Political Instability
The �rst empirical exercise considers how corruption moderates the relationship [Table 3, Panel A]. This factor plays an essential role in shaping the �nancial
development in each region. Corruption distorts the extent to which banks provide credit to the private sector. Wei & Kong, (2017) show that corruption and
�nancial development have signi�cant positive in�uences on a company's bank loans, and its interaction does not increase a company's bank loans.
Corruption asymmetrically impacts �nancial sector development (Alsagr & van Hemmen, 2021). Adams & Klobodu, (2016) also show that the interaction of
�nancial development and the control of corruption affect income inequality negatively.

Corruption captures perceptions of the extent to which public power is exercised for private gain. These includes petty and grand forms of corruption and the
state by elites and private (Kaufmann et al. 2010b). Our result shows that a higher level of corruption increases gini disposable. Most importantly, its
interaction with the domestic credit, stock value traded, and composite index raises gini disposable [Table 3]. We also �nd that the speci�cation on linear form
for stock market and composite index changes sign as we interact with corruption. Under such circumstances, credit is not directed to the productive sectors
that create massive employment opportunities. The implication is that bribery distorts the smooth functioning of the �nancial sector by rationing credit. The
result further reveals small and medium-scale businesses left uncovered with the credit expansion and get the capital needed for operation.

The other omitted factor that may moderate the relationship is political instability. Political stability and absence of violence/terrorism measure perceptions of
the likelihood of political instability or politically-motivated violence, including terrorism (Kaufmann et al. 2010b). The indicator is essential in Africa as most
countries suffer from the political turmoil that eventually disturbs the functioning of the �nancial system and determines the social outcome. Political
instability creates uncertainty and reduces investment; as a result, the relationship between investment and income inequality becomes affected (Alesina &
Perotti, 1996). It impedes �nancial development and is a primary determinant of differences for �nancial development across countries (Roe & Siegel, 2011).

We �nd virtually similar �ndings with the corruption results [Table 3, Panel B]. Domestic credit interacted with political instability raises gini disposable.
However, in the linear form of speci�cation, the sign changed from negative to positive between stock value traded, composite index, and its interaction with
political instability. Following independence, many countries exhibited a stable political environment; however, the nature has changed from the �ght for
independence to politically driven unrest. Still, interstate con�icts, election-related violence, longstanding ethnonational con�icts, maritime piracy, and
extremism exists in the continent. As these types of instability happen, the ground for �nancial sector to expand becomes tinny. As a result the existing
�nancial institutions will not provide credit to the con�ict-prone community; usually the poor. Nor the �nancial market works e�ciently in mobilizing deposits.
These and other factors come together in widening income inequality in the continent.

Overall the above two omitted factors do an excellent job moderating the relationship between �nancial sector development and income inequality. Corruption
and political instability are identi�ed as crucial indicators because, in Africa, armed con�ict, violent transitions of power, and increasing terrorist threats affect
the government and private sector commitment in expanding opportunities to those who do not access �nance. In relative terms, the continent comes to the
front with the two indicators that show an unfavorable governance system. Even if the �nancial system architecture worldwide is almost similar, their function
is shaped by the existing structural, socio-economic, and political situations in different regions.

Apart from a statistically signi�cant moderating effect of corruption and political instability, other governance factors such as regulatory quality, government
effectiveness, and con�ict intensity provide virtually similar �ndings.[2]

4.3. Estimation Results Based on Geographical Regions
Now we turn into assessing the relationship across �ve geographical regions. We argue that corruption and political turmoil vary across countries. The next
con�guration assumes that this heterogeneity could be related to geographical locations [Table 4] because neighboring countries share substantial structural
and economic conditions. Our subsample analysis based on geographical regions put forward two empirical �ndings. The geographical location brings
enormous development opportunities. In almost all regions, natural resources are abundant, and the means for livelihood is enormous.

Yet, the geographical con�guration in most parts con�rms the �ndings from the baseline results is robust. Especially in Northern, Central, and Southern Africa,
there exist a positive relationship between domestic credit, stock value traded, and the composite index with gini disposable. In these areas, there also exists a
non-linear relationship. Contrary to that, the result is mixed in Eastern and Western African countries. For instance, in Eastern African countries, the relationship
is reversed; a higher domestic credit, stock value traded reduces gini disposable. In western Africa regions the relationship is observed only in the banking
sector that a rise in domestic credit increases gini disposable.

Sub-Saharan Africa (SSA) is often known for poor economic performance. At the same time, the area is endowed with natural resources that can transform
the livelihood of more than half a billion people. However, a country's geographical location alone does not determine its socio-economic development (Bosker
& Garretsen, 2012). It is also an area heavily affected by poverty and inequality. Our result con�rms that the baseline result is highly driven by the effect
coming from Northern and Southern Africa. Besides, in Eastern and Western Africa, there is shred of evidence showing that domestic credit caused investment
(Iheonu et al., 2020), contributing to the negative relationship obtained in the ECOWAS[3] region. Concerning the relationship's magnitude, there is no
signi�cant differences across regions.

Agenda 2030 for sustainable development goals (SDGs) has drawn particular attention to reducing income inequality in Africa (UNDP, 2017). In each region,
there are structural drivers of inequality. The economy is organized in a dualistic approach with limited labor employment in the agriculture sector, yet most
laborers earn a low income. Also, there exists a high concentration of human and physical capital in Eastern and Southern Africa. Nevertheless, countries have
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limited capacity to in�uence distributive policies. All these bring the natural resource curse hypothesis true. Besides, policies are oriented towards urban
centers to the contrary that the majority of the people live in rural areas.

As a result, when economic growth is recorded in sectors with high asset concentration, skilled labor-intensity such as �nance, and capital intensive sectors,
realizing an evenly distributed income becomes challenging. On the other hand, inequality gets diminishing in countries where economic growth is pro-
agriculture and labor-intensive sectors. The bottom line remained in most African countries' �nancial development widens income inequality.

Pertinent to our control variables, we �nd that trade integration narrows gini disposable except in the Southern Africa region. Creating synergies across
countries appeared to be a plausible way to overcome inequality. Thus, the promotion of regional economic integration has been the overwhelming African
response to a surge in inequality, poverty, and economic development. It is documented that regionalism brought enormous economic development for Africa
(Uzodike, 2010). In response, the newly established Continental Free Trade Agreement (CFTA) presents signi�cant opportunities to boost intra-African trade
(UNCTAD, 2017). Development-oriented regionalism can guide Africa to achieve development goals, build a resilient economy, minimize the risk associated
with external �nancial and economic crises, and foster inclusive growth. It can also contribute to spilling over bene�ts in fostering peace and political stability
on the continent.

4.4. Geography, Corruption, and Political Instability Con�guration
The last empirical exercise assesses whether a heterogeneous effect exists across regions can provide a consistent estimate when interacting with the
omitted factors in the respective regions. The geography corruption con�guration shows that corruption moderates the relationship in different ways. The
moderation based on the geographic regression results presents that corruption exacerbated income inequality in the Northern, South, and East African
countries [Table 5]. However, there are few exceptions in Eastern, Southern, and Central Africa where the interaction between domestic credit and corruption
reduces gini disposable. One way to understand the moderating effect is that corruption does not have a similar effect in all parts of Africa.

In those countries where corruption is prevalent, capital is accumulated in the hands of few who have a connection with o�cials. Corrupted economies have a
disproportionately small middle class and signi�cant divergence between the living standards of the upper class and lower class. Because most of the
country's capital is aggregated in the hands of a few rich people, the income created in the economy also �ew to these individuals. The mechanism in which
corruption manifests in the �nancial sector is by discouraging small businesses from getting credit by credit rationing, collateralized loan requirement, unfair
competition, and heavy pressure from large companies. Besides, corruption is linked with higher �rms' borrowing costs, lower stock valuation, and worse
corporate governance (Ng, 2006). Indirectly corruption negatively affects banks' lending through excessive risk (Ali et al. 2020).

Banks tend to prefer large-size �rms or government agencies for risk aversion issues as these companies bring lower information asymmetry. As a result,
capital that could have been redirected to small businesses wiped out from the �nancial sector by big companies. These phenomena explain why in most
African countries, the impact of corruption in the �nancial system, among others, exacerbates income inequality.

Meanwhile, in the Western African countries, corruption is not signi�cant in the �nance-inequality nexus. Under some circumstances, there is no signi�cant
relationship between corruption and the �nancial sector (Ekşi & Doğan, 2020). Either the regulatory effectiveness in the �nancial sector is stringent, or the rule
of law plays a crucial role in alleviating the distortionary effect of corruption in the �nancial sector. However, the result does not imply that West African
countries do not suffer from corruption. Overall, corruption moderate the �nance-inequality nexus by exacerbating income inequality. However, there is
evidence that the subsample analysis suggests that corruption is not signi�cant in some areas.

We also argue that political instability is another factor pronouncing the link between �nance and income inequality in the respective geographical regions
[Table 6]. Political instability through retarding economic growth (Ayessa & Hakizimana, 2021) affects the development of the �nancial sector. Ertugrul et al.
(2019) show a strong effect from political risk and economic deterioration towards �nancial stability. On the other hand, a powerful effect on �nancial
development runs through political stability that explains differences in �nancial development across countries (Roe & Siegel, 2008). Political instability
hampers �nancial inclusion efforts (Alhassan et al., 2021).

After independence, many African countries undergo several political con�icts that affect the continent's growth potential. The cause may range from internal
to external induced geopolitical and economic interests of the international community (Ong'ayo, 2008) to power struggle to rule. In addition to these factors,
uneven development, poverty, disease, ethnic-based political structures, and inequality pressure some countries' stability. Africa stood �rst when it came to
politically motivated con�icts. The forms of political instability in Africa have even further widened, including several civil wars, genocides, political
assassinations, insurgencies, and terrorism. Besides, the degree of causalities places systematic implications on the nexus between �nance and inequality.
These phenomena create an unfavorable environment to spur the �nancial sector.

Our result shows that in the Northern and Southern African regions, political instability exacerbated income inequality. Political instability in isolation and its
interaction with the stock value traded and the composite index raises gini disposable. However, the interaction with domestic credit is inconclusive in
Southern Africa. After the Arab Spring, the political situation and violence/terrorism risk worsened for Tunisia, Libya, and Egypt in the Northern African
countries. In the Southern African countries where militias spread violence along with the impact of the poor governance system in some countries worth
mentioning in escalating con�icts within and between countries. Most importantly, arbitrary borders created by the colonial powers, the heterogeneous ethnic
composition of African states, incompetent political leadership, and poverty are the principal causes threatening the development of the economy and the
�nancial sector.

The evidence obtained from West African countries is insigni�cant. In Eastern and Central Africa, the interaction with domestic credit reduces gini disposable.
However, with the composite index, the result remains robust in exacerbating gini disposable. We are not able to justify why political instability reduces income
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inequality in those regions. However, potential reasons could be that the peace situation in these regions has been getting better in recent years. Countries
started to initiate long-term development by relying on their resources, and improved economic integration in the region contributes to becoming one of the
fastest-growing economies in the continent. Even if the political situation in most countries is fragile, the macroeconomic fundamentals are still there. As a
result, colossal capital �ow to each country boosts small businesses, employment, and technology transfer. These, among others, although small instabilities
recorded, countries are managed to develop their �nancial sector, capital in�ow, and eventually narrow income inequality.

In a nutshell, the two predominant problems determine the relationship between �nancial sector development and income inequality. Although the �nding
revealed in most regions, the estimation is robust to the baseline estimation results.

Our result is robust for alternative gini indicators (i.e., gini market) and �nancial sector development indicator for banking (deposit money banks' assets to
GDP) and stock market (i.e., stock market capitalization to GDP (%). Moreover, to corroborate economic transition and the impact of remittance, we control
agriculture, forestry, and �shing, value-added, Bank branches per 100,000 adults, and remittance in�ows to GDP.

[1] There are eight regional economic communities in �ve geographical regions.

[2] Additional empirical exercise result can be obtained upon request.

[3] ECOWAS represents the Economic Community of West African States.

5. Discussion
After implementing liberalization policies, in most African countries, the banking industry is dominated by the private sector. This ownership structure along
with the competitive nature of the industry, pushes the coverage to be limited in �nancing investments that have a higher return, minimum risk, and urban
centers. This tendency serieously hamper the bene�ts of �nancial sector development. Four insights regarding the nexus between �nancial sector
development and income inequality in Africa are presented. Our baseline �ndings support the current literature that claims �nancial sector development
widens income inequality. We show that �nancial inclusion and the bene�ciaries of domestic credit are not the poor segments of the population. In order to
use the �nancial sector in promoting societal development, the sector’s orientation should be pro-poor. Given the deep-rooted poverty in the continent,
expanding the �nancial service by preserving the status quo does not bring people out of poverty and narrow the income difference between the rich and the
poor. To this end, �nancial inclusion, especially digitalizing the �nancial system, enables the �nancial coverage to be wider. Besides, collateralized loan
disbursement should be eased to include many rural entrepreneurs who have business ideas but failed to do so due to �nancial constraints.

The second implication from our �nding is that governance factors are important in shaping the impact of �nance on income inequality. In most African
countries, corruption and political instability are common trends. Regardless of the degree of prevalence, both retard economic growth, affect productivity
enhancement operations, and disturb the function of the �nancial system. When corruption prevails, small business owners fail to get working capital because
the loan is directed to those who have connections to �nancial institutions or government o�cials. Political instability also puts pressure on the liquidity of the
�nancial system and leads to many businesses going bankrupt. In both cases, the poor people are the losers. If the governance system is unchecked,
distributing the bene�ts of the �nancial sector to the broader population becomes in peril. Therefore, good governance not only catalyzes economic growth it
also brings the task of redistributive justice easy.

The geography and governance con�guration offers insight on the need to examine regional differences in the African context. The result shows that the
baseline result is highly driven by the effect running from the Northern and Southern African countries. There are slightly different results reported in the
Western and Eastern African regions. The main takeaway from this con�guration is that although the baseline result has been con�rmed in key regions,
empirical works need to account for the heterogeneity attributed to geography and governance.

The bottom line remained that �nance pronounced income inequality by choosing those already using the system. A plausible way to reverse the situation is
to promote �nancial inclusion. In the continent where most people are not banked, the stock market bene�ts the rich, and governance issues are rampantly
transforming the sector in a way to improve the livelihood of poor people has paramount importance. Providing incentive mechanisms could help to realize
�nancial institutions to operate in the rural areas. In this aspect, the role played by micro�nance institutions is pivotal. Therefore, development �nance policies
should gear towards broadening access, easing the cost of doing business, and ensuring good governance can unlock the sector’s development potential and
realize fair income distribution.

The above and other discussion points are in the vein of �ndings presented in this paper. Africa has a long way to go to use the bene�ts of the �nancial sector
for sustainable development and brings people out of poverty.

6. Conclusion
The paper adds to a growing literature in understanding the causes of income inequality by focusing on 49 African countries from 1980 to 2017. We answer
how the �nancial sector affects income inequality by exploiting the differences in geographical regions and governance factors. The paper decouples the
�nancial sector development into the banking and stock market. We also create a composite index to see the whole effect. The analysis is conducted in two
forms. The �rst batch of countries have the banking sector, and the second batch includes 17 countries with the stock market. The composite index is later
constructed for the 17 that have both the banking and stock market.
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We use panel data �xed effect regression and 2sls estimation technique intended to overcome endogeneity problems to answer the question. Besides, our
analysis is supported by the spatial presentation of correlation coe�cients for leading indicators. We conclude that �nancial sector development widens
income inequality in Africa, and there exists an inverted U shape relationship. Our conclusion has further implications.

African countries failed to achieve �nancial inclusion, or the domestic credit is directed to those already accessing the �nancial sector. Amid the current effort
by most African countries to bring the people out of poverty, the �nding suggests a lost opportunity in using the bene�ts of the �nancial sector for socio-
economic development. One approach to curve the existing reality is to work aggressively on �nancial inclusion, integrating inclusion with digitalization,
easing the cost of borrowing money from banks, expanding the list of stock traded, and applying a progressive transfer scheme. The continent is unique
because unless the whole society grows together, there is a tendency that the existing corruption and political turmoil exacerbate income inequality.

We then link the impact of corruption and political instability in moderating the impact of �nancial sector development on income inequality. Our �nding
shows that paying more attention to controlling corruption and ensuring political stability is essential. The paper stressed that the two factors exacerbated
income inequality. Unless good governance is ensured in African countries, domestic credit is directed to those who have a connection to o�cials, business
gets bankrupt, investors get pessimistic, and the employment creation effort will be in peril. Hence, improving the governance system capacitates the
development of the �nancial sector, pulling people out of poverty by expanding business opportunities.

The geography-governance con�guration also lends current literature that needs to be checked. One major problem of the African �nancial system
architecture is that no tailor-made system is adopted in different countries. The liberalization policies since the 1980s pushed the �nance sector to be
privatized and neglect the issue of equity. We suggest that future research should understand the heterogeneity within Africa while establishing the �nance
inequality nexus.

The empirical work presented in this paper is not �awless. Other researchers can extend the �ndings presented in this paper by incorporating other domestic,
regional, and global shocks. The development of digitalization, the impact of the informal sector, and institutional factors are also other parts that need further
investigation. Furthermore, understanding the role of regional economic communities in Africa has paramount importance.
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