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Abstract This chapter presents the conceptual framework of financial inclusion with
linking to individuals, SMESs, and banks as these entities considering as demand and
supply sides of financial inclusion. This paper address the definition and main factors
of financial inclusion. Also, the importance and influence of financial inclusion in
economic development and sustainability. Furthermore, how enhancing financial
inclusion could influence people life and SMEs business, through access and using
the formal financial services. Beside individuals and SMEs, this study drowns how
banks -as supply side- could develop their business and positively enhancing their
performances. The recommendations focusing on formal institutions to develop the
laws and enhancing the infrastructure, also motivating the financial services providers
to develop more services according to people needing.
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1 Introduction

Global organizations identify financial inclusion as one of the main factors of poverty
alleviation in less-developed countries [1]. According to the Consultant Group to
Assist the Poor (CGAP), “financial inclusion means that households and businesses
have access to and can effectively use appropriate financial services. Such services
must be provided responsibly and sustainably, in a well-regulated environment” [2].
Where the World Bank defines financial inclusion as “access to and use of services
provided responsibly and sustainably, and the delivery of financial services at afford-
able costs to disadvantaged and low-income segments of society.” The Palestine
Monetary Authority (PMA) defines financial inclusion as enhancing access to finan-
cial services for all groups in society, at fair, transparent, and affordable costs [3].
Where, [4] define financial inclusion as the provision of financial services that benefit
all members of society, without discrimination, at an affordable price, and in a suitable
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place, time, and form. The central point is that households (all members) and busi-
nesses should have access to financial services, especially those that face obstacles
to financial inclusion, such as females, poors, youth, and small- and medium-sized
enterprises (SMEs). Further, financial services should be designed to cover the needs
of community members at affordable prices and continuously.

This study addresses the main points of financial inclusion. First, financial inclu-
sion starts from “access,” which is considered the main step toward the use of financial
services. This means having an account in a formal financial-services institution or
having the ability to open an account and access financial services without facing
obstacles. Access is a supply-side factor informal financial service, such as banks,
post offices, Schmukler of access means that financial-services providers are respon-
sible for increasing their penetration levels within a country, especially in rural areas.
Further, government institutions, in collaboration with financial-services providers,
should focus on financial awareness and encourage society’s members to access and
use financial services, [5]. Presently, more than half of the world’s adult popula-
tion does not have a formal bank account, [6]. This high percentage indicates that
global and official country-level institutions should work to enhance access levels,
worldwide.

The second main factor is the “usage” of financial services. Having access to
financial services does not necessarily translate to financial inclusion. For financial
inclusion to lead to economic development, individuals and firms must be motivated
to use financial services. This means developing services that meet their needs. For the
disadvantaged, in particular, a lack of money is the primary factor behind their lower
education levels, poor health outcomes, lower investment in job-creation activities,
and fewer savings for the future.

The third main factor is that financial services providers provided responsibly and
transparently for all individuals, groups, and firms in a country. Finally, these services
should be offered to all at affordable and reasonable prices and continuously.

2  Why Financial Inclusion?

When members of a society are not included in its financial system (for example, the
poor and SMEs), they need to rely on their limited resources to meet their financial
needs and pursue promising growth opportunities. This lack of financial inclusion
may hamper a country’s economic growth and development. “Financial inclusion
can be a key driver of economic growth and poverty alleviation, as access to finance
can boost job creation, reduce vulnerability to shocks and increase investments in
human capital” [7]. Several types of research have been conducted to empirically
test the effect of financial inclusion on economic growth, income inequality, and
unemployment in several countries and regions [1, 8—10].

Global organizations seek to achieve sustainable development in less-developed
economies through achieving several goals: poverty reduction, improved health
outcomes, higher education levels, gender equality, increased employment, economic
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growth, and sustainable development, where the financial inclusion addressed as an
enabler of sustainable development goals [11]. Having access to financial sources
encourages disadvantaged to save, invest, innovate, and create their businesses and,
thus, create more jobs and decrease unemployment [1].

Having access to and use of formal financial sources helps the disadvantaged cover
their needs, and some of these needs are urgent, such as medical care or meeting daily
needs. Medical care and education are considered the leading indicators of and targets
for sustainable development goals. Thus, enhancing the use of formal borrowing can
enhance the sustainable development process. Youth, poor, and females, in particular,
have less opportunity to earn money [2]; therefore, financial inclusion would allow
them to borrow to invest in their future through education, by creating their busi-
nesses and by innovating through the use fast-developing technologies. Moreover,
the financial inclusion of this disadvantaged group could positively reflect on the
economy in several ways, including more money turning over in the economy, more
job opportunities, more investments, and greater overall well-being for community
members.

3 The Mechanism of Financial Inclusion

Researchers see financial inclusion as a key to financial development and economic
sustainability. As most of the financially excluded are the poor, females, the illit-
erate, and youth who mainly live in rural areas and who make up society’s most
disadvantaged, [2, 12], researchers have focused on how these individuals deal with
financial inclusion. Enhancing their level of access to financial sources is a key factor
in improving their lives through employment, education, and healthcare. Enhancing
financial inclusion means addressing both supply and demand sides of this vital
factor, [13].

Moreover, It is not enough to encourage individuals and SMEs to access and use
formal financial sources, while financial services providers fail to offer suitable and
affordable services for the community members. Formal institutions, such as central
banks, other financial regulatory authorities, ministries of finance, and other govern-
ment institutions with an interest in financial inclusion and financial services, should
work together to encourage the financial services industry to develop products and
services that fit the real needs of community members. Banks as leading financial
services providers can play an essential role [14]. They have the resources, tech-
nologies, tools, and manpower to develop and innovate the types of new products
and services that can cover the needs of the disadvantaged, thereby helping them
to become employable or to create and develop their businesses. This all leads to
increased employment opportunities, poverty alleviation, and reduced unemploy-
ment, all of which lead to sustainable economic development. Meanwhile, an anal-
ysis of the individual characteristics that influence financial inclusion could lead to
policies, regulations, and strategies that help shape a financial system that enhances
the condition of people who have been excluded from the formal system. Figure 1,
presents the mechanism of financial inclusion on banks, individuals, and SME:s.
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Fig. 1 The mechanism of financial inclusion. created by the author

4 How Financial Inclusion Influence the Demand
and Supply Entities

As mentioned in the above sections, the philosophy of financial inclusion means
that the formal financial system includes all citizens and entities to use the financial
services. This section addresses the influence of financial inclusion on individuals
and SME:s.

4.1 The Influence on Individuals

In their efforts to achieve sustainable development, policy-makers in developing
countries continually face the triple challenge of poverty, inequality, and unstable
economic growth [15]. Access to and use of formal financial sources for busi-
ness development, education, healthcare, housing, and other needs can change indi-
viduals’ lives for the better and, thus, enhance economic growth and sustainable
development.
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Financial inclusion is not the final target. Rather, it is a key factor in achieving
development goals of economic growth, poverty reduction, and gender equality in
education, health care, and work opportunities and, thus, in having the necessary
resources for sustainable development [1]. Governments are working to ensure that
all citizens are involved in the development process. Strategies aim to include them
in the formal financial system, where they can open an account, make deposits,
save money and use the formal financial services so they can cover their needs and
participate in the development process. Poverty and inequality naturally occur in
society. The question is to what minimum level these factors can be reduced without
hindering the process of economic growth and sustainability.

In the past decade, several studies have examined the influence of financial access,
as a financial inclusion indicator, on economic growth and development [e.g. 16,
10, 17]. The results show that enhancing financial inclusion leads to a decrease in
inequality; however, its influence on poverty alleviation is not evident. Enhancing
financial inclusion positively reflects on economic stability by attracting deposits
to the banking system [10]. Further, Jin [18] points out that, in African and Latin
American countries, financial inclusion can reduce the gap between the rich and
poor. Where the recommendation is that governments promote financial inclusion
by restructuring financial regulations to enhance the level of financial access to the
poor and middle-income members of society.

Having a formal account consider as primary driver toward the use of formal
financial services. Global institutions such as the World Bank, IMF, and other orga-
nizations have been working with central banks and other formal financial institutions
to formulate policies and regulations that aim to increase the percentage of citizens
with formal accounts. However, some barriers remain; these are addressed in World
Bank surveys that measure financial inclusion, worldwide, [19]. In the survey, respon-
dents noted their reasons for not having a bank account as being lack of money, too
far away, too expensive, lack of trust, lack of documentation, religious reasons, or if
a family member has an account [17, 20]. For “lack of money”, the reason given is
that some banks charge a fee for opening an account and another fee for managing an
account. Another issue is that the disadvantaged do not have enough money to save
at the bank. Thus, they do not need to open an account just for the sake of having
one. For “too expensive”, people were deterred by the fee charged for opening an
account for the first time or for the monthly fee for maintaining an account [21].

“Lack of documentation” means that people do not have identity cards to use at
a bank. For “lack of trust”, people reported that they do not trust formal financial
institutions with their savings nor do they trust their services. For “religious reasons”,
such as the Islamic religion, there are rules associated with dealing with financial
services institutions, especially with banks. These rules influence the access level to
formal financial institutions [22, 23]. Furthermore, in some economies and countries,
if someone in the family has a formal account, then this is enough for other members
to not have one. These reasons addressed in the World Bank survey and considered
as barriers to not have a formal account.

Some of these barriers are related to the demand side of financial services, such
as lack of money, if a family member has a formal account, lack of documentation,
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and religious reasons; whereas other barriers are related to the supply side, such as
too expensive, too far away, and lack of trust [24]. Governments can devise rules and
regulations that encourage banks and other financial services providers to enhance
citizens’ abilities to obtain formal accounts and, thus, to use the formal financial
system. For example, governments and formal institutions can work together to
enhance financial awareness among citizens so they can see the importance of having
an identity card. They can also work together to develop services that are sensitive to
religious issues and that can be offered through specialized financial institutions [22,
23,25-29]. Further, on the supply side, financial services providers can either reduce
their fees or offer to open accounts free of charge; they can also increase banking
penetration in rural areas to reach all citizens. More effort can be made to enhance
trust in the financial system and financial services providers, such as the banks.

4.2 The Influence on SMEs

SMEs are important to an economy due to their percentage of the total number of firms
and, thus, their contribution to GDP, in creating jobs and adding value to economic
productivity [30]. In emerging economies, SMEs contribute to approximately 40%
of GDP and around 60% of total employment [31].

Due to the importance of SMEs to an economy, researchers, policy-makers, and
economists have examined the factors that influence SMEs’ performance and, thus,
their contribution to employment and growth. They found that access to financial
sources is the main obstacle to SMEs’ growth [30, 32, 34-36]. The nature of SME
firms limits their access to resources, mainly financial, technological, and labor.
SMEs in developing countries suffer from low credit ratings. In the Middle East,
North Africa, Afghanistan, And Pakistan (MENAP), less than 10% of SMEs have
access to the financial resource, through lines of credit or other resources because they
do not meet credit-rating requirements. Most studies found several issues, including
lack of collateral, weakness in the management of financial systems, and unstable
profitability [37, 38]. These limitations continuously reflect on their ability to inno-
vate and grow. To ensure that SMEs fulfill their role in innovation, job creation, and
economic stability and growth, government institutions and formal financial sources
should work to assist SMEs in overcoming the obstacles they face. The global agenda
should aim to enhance financial inclusion through reforming rules and regulations
and the financial infrastructure to provide a suitable environment for SME growth,
[12].

Reforming the infrastructure and innovating services to address the needs of SMEs
will enable banks to lend more to these entities, at lower risk, thereby, increasing
profits in the long term [33]. When banks attract SMEs’ deposits and they improve
their liquidity by improving the lending environment. However, enhancing financial
inclusion for SMEs depends on the initiatives taken on two sides. On the one hand,
for governments and official institutions, reforming the financial infrastructure would
mean developing rules and regulations related to collateral issues and the prices of
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products and services. Financial-services should develop product services that suit
the needs of SMEs in terms of both the type and price [30]. On the other hand, SMEs
can aim for efficient management and financial systems to enhance their performance
and decrease their risk.

Financial inclusion for SMEs means providing access and use of a diversity of
formal financial services and funding sources continuously. It also means making
them aware that some banks and monetary financial institutions offer analysis and
technical consultancy services. These services and funding sources can help SMEs
innovate, develop their products and distribution channels, reach new markets, and
invest more in technologies to enhance their performance and grow their businesses.
These develoments could positively reflect on job creation, reduction in poverty
and inequality, and increased innovation and improved living standards and, thus,
economic growth. Therefore, achieving sustainability development goals (SDG).

4.3 The Influence on Banks

Banks are the main players in the financial sector. They enhance financial inclu-
sion and their performance, profits, and revenues through their variety of services
and innovation, including online banking, digital channels, through penetration, and
investments.

4.3.1 Banking Services

Banks can benefit from the developing services that meet clients’ daily needs [13,
14]. One central principle for firms is continuity. Banks, as firms that work under this
principle, offer services and facilities to individuals and SMEs to earn more revenues
and profits. Community members increasingly seek new services to cover their needs,
according to the developments of their daily lives. Therefore, to efficiently maintain
the continuity of their products and services, banks should ensure that they keep pace
with the needs of their clients. Growing their operations though enhancing financial
inclusion means continually developing banking services.

4.3.2 Banking Penetration

Banks use multiple channels through which to supply their products and services
to their customers (i.e., branches, mobile banking, ATMs, internet banking, and
telephone banking), [39]. To earn more profits, banks expand their networks through
POS, ATMs, branches, and other electronic terminals [40, 41]. They aim to attract
deposits, reach more customers, and offer direct and indirect credit and other services.
Opening new branches allow banks to invest in technology and equipment and hire
more staff. This benefit the local economy as it allows individuals to access formal
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financial services, especially in disadvantaged areas [42]. Through branches, banks
can offer their services and receive feedback from their customers [14, 29]. This
enables them to innovate services that are directed to youth, women, craftsmen, and
farmers, population groups that are typically marginalized when it comes to access to
credit. In offering these services through their branches, banks can earn more profits,
especially if this expansion comes with innovative services and suitable conditions
for credit, such as reasonable collateral requirements and costs, [13, 43].

When banks invest generate new services to address customers’ needs, they
achieve suitable returns, which they use to enhance their performance. Taking this
approach means an increase in capital expenditures and profits might decrease in the
short run, due to the cost increment. As most banks cannot achieve earnings from
this type of short-term development, they aim to enhance their earnings over the long
term.

There are also costs related to ATMs and ATM services. These include the
purchase or lease and maintenance of the machines and the cost of new technology
and security. These conditions apply to services at the point of sale. As these are
deemed essential services and as essential services are usually offered free of charge,
they do not provide direct revenues for banks. However, banks that provide these
services can generate earnings by attracting new customers and their deposits. This
approach enhances its ability to lend money to (demand-side) clients. ATMs also
enhance customer loyalty [44]. Increasing the number of ATMs could also lead to
new customers opening up accounts and, thus, increased bank deposits [45]. Some
banks use ATMs to lend money to customers, offer new services, or allow customers
to pay their bills (school fees, university tuition, telephone charges, electricity and
water charges, and taxes) [46, 47].

4.3.3 Services Innovation

[45] linked service innovation with improvements in having a formal account and
payment tools, such as electronic cards. Enhancing these tools improves financial
inclusion level. However, the associated costs include risk, market research, adver-
tising, training, and delivery channels. These types of costs have no direct effect on
profits until customers use the new services, but banks can earn profits, from new
services, in the long term, [14]. However, creating a new service also poses chal-
lenges for banks and the financial system because customers may not find the new
service to be useful and may not utilize it [26].

Innovation as an essential issue for any sector of the economy. Therefore, Banks
innovates their services to enhance their competitive advantage [48, 49]. Several
empirical studies address the significant impact of financial innovation on banks’
performance [50, 52, 52-55]. On the one hand, these innovations must take into
account the needs of individuals and SMEs, thus, how these services can enhance an
individual’s daily lives and SMEs’ performance. On the other hand, researchers argue
about the causality of financial innovation on financial institutions’ performance,
especially that of the banks.
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There are two approaches to service innovation. On one side, banks can innovate
their services to cover their customers’ needs. They can use their networks (i.e.,
branches, ATMs, offices, online channels) to find out what customers are looking
for, and at what price, through feedback and inquiries. Thus, banks can find gaps in
the services offered in the community and, then, develop these services or introduce
new ones and attract more deposits and new clients. On the other side, banks can
work on market research to find out what new services can be developed. They can
motivate their customers to see a new need, based on the level to which the economy
is developing and the level of technology use and business entrepreneurship. This
kind of innovation could help banks attract more clients, deposits, and decrease their
risks through the diversification of services, thereby, increasing revenues and profits.

4.3.4 Online Banking and Digital Channels

Credit cards, debit cards, mobile banking, and internet services are used to deal
with financial services, both locally and internationally. Banks use these channels
to offer and promote their services and, thus, enhance their investment and profits.
They also reduce their risk. For example, before extending a line of credit, banks
require customers to guarantee that both the credit used and the interest owed will be
covered. Banks have also addressed the issue of increased technological risk and the
possibility of fraud and have reduced credit and liquidity risks [44]. Banks earn more
profits from credit cards, but they also suffer from the additional risks associated with
extending credit [56].

Increasing the use of online tools allows banks to invest more in these tools.
Offering online banking as a service decreases the number of visits to branches and
reduces the associated costs [58], for example, in the use of paper and employees’
time spent on delivering services on a person-to-person basis at bank branches.
Through online banking, customers can easily access financing, transfer money, and
pay utility bills, thereby, increasing monetary turnover, business innovation, and
work opportunities in the economy [45]. Moreover, as online banking is less costly,
banks can earn more revenues from individual transactions. Some of these revenues
do not directly come from online services. For example, Banks usually offer online
banking to new users free of charge; this encourages existing customers to use this
service, and it could attract more customers to open an account, thus leading to the
increased use of other banking services, [59].

Online banking can help banks reduce operating costs and increase operating
revenues, thereby, achieving efficiencies [59]. Further, enhanced customer use of
online banking will reflect on banks’ performance [60] When banks encourage
customers to open accounts through online banking, where they can transfer money
or make deposits at any time, these banks achieve more efficiency and profits than
other banks [16]. However, the efficiencies gained and profits earned depend on
several issues, such as internet access and cost, and prospective clients’ financial
awareness [62].
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4.3.5 Banking Investment

Banks base their targets on maximizing profits and revenues, thus, maximizing stock-
holder value [13, 63]. They invest their capital in opening new branches, offices, and
ATMs, acquiring new technologies and equipment, in market research, hiring and
training staff, and innovations and developing new services. These types of invest-
ments have helped banks achieve and enhance their targets, including increasing
financial inclusion.

The philosophy of financial inclusion means including more citizens in the formal
financial system of government institutions and financial-services providers. The
banks are the leading financial-services providers in terms of attracting deposits and
offering credit and other services. To provide these services, they seek to earn more
revenue and enhance their performance indicators. They also focus on decreasing
their costs and risks by balancing their loan portfolios; that is, they balance their
loans to individuals and SMEs with other kinds of investments, such deposits in
other banks and financial institutions.

Whereas banks seek to enhance their performance indicators, citizens want to
cover their daily needs, enhance their living standards, and establish their busi-
nesses through access to financial sources. Thus, financial inclusion means matching
banks’ targets and people’s needs. When banks enhance financial inclusion through
banking penetration and the provision of suitable services at affordable prices, this
can increase their profits and performance indicators.

4.3.6 Banking Competition

Banks compete within economies, countries, and regions. This competition could
be enhanced through increased banking penetration (i.e., branches, offices, ATMs,
POSs); services innovation; developing mechanisms to offer services through afford-
able pricing, collateral requirements, and other procedures; and activating and
enhancing online services [13]. This competition motivates banks to develop their
business and services, thus, attracting more clients and deposits, which are considered
the primary revenue sources for commercial banks. These developments in finan-
cial services provide an appropriate environment for using formal financial services
to develop businesses, innovate, and encourage entrepreneurship among youth,
females, and small firms, thereby creating more jobs, decreasing unemployment,
and achieving economic growth and sustainable development.

4.4 Financial Development, Economic Growth, and Stability

One key to enhancing economic development is enhancing financial inclusion [64,
65]. One main factor in enhancing financial inclusion is to reform the financial infras-
tructure through laws and regulations, payment systems, and collateral requirements.
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A considerable amount of research points to the need for countries and economies
to direct more effort toward reforming the infrastructure of their financial systems
[14]. This reform would include financial intermediation for all types of financial
institutions (i.e., banks, money exchangers, stock markets, brokerage companies, and
insurance companies, microfinance institutions, leasing companies). These institu-
tions provide several services to society’s individuals and firms. Therefore, reforming
the regulations that link these institutions and their customers will reflect on the
financial-development indicators and the access to and usage of financial services
[66-68].

Developments in financial intermediation should reflect on the level of trust in
these institutions and, thus, their ability to offer their services through savings and
deposits. Many companies offer their services through banks as they play a critical
role in the surplus and deficits of business units. Some of these services include
insurance and stock purchases. Therefore, through a policy of financial inclusion
whose goal is to include more people in the financial system, banks can attract
deposits, offer loans, and other services.

Reforming the financial system reflects on both financial inclusion (individuals
and firms at the micro-level) and financial development (stock markets, private credit
as a percentage of GDP at the macro level). In some empirical studies, no relationship
is made between financial development and economic growth as targets for coun-
tries [69]. Other studies point out the general relationship between these two factors
(Levine, [70-75]. Where, other studies found that there is a definite relationship
between the ability of the financial system to ensure financial inclusion and how a
country develops, [76]. They also point out that there is a definite significant rela-
tionship between financial-inclusion indicators and economic growth. Enhancing the
level of credit in an economy could reflect on its growth and development [77].

Furthermore, reforming the financial system to achieve financial inclusion will
mean that more individuals and firms will become engaged in the financial system,
and this can enhance the financial stability of the economy [66, 78]. In addition,
empowering households and SMEs will enable them to face financial and economic
shocks [79, 80]. Indirectly, a financial inclusion that enhances access to and usage
of financial services could enhance productivity and innovation, both of which lead
to economic growth [74, 75, 81].

5 Conclusion and Policy Recommendations

Financial inclusion considered a vital topic in economics and financial studies. It
contributes to improved economic and social indicators, particularly among the disad-
vantaged members of societies, and it significantly contributes to economic growth
and sustainable development. This study presents the mechanism and theoretical
framework of financial inclusion. This framework shows the definition and dimen-
sions of financial inclusion and its importance, according to the relevant global insti-
tutions. It discusses the influence of enhancing financial inclusion on both demands-
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(individuals and SMEs) and supply-side entities (mainly banks). It also presents how
financial inclusion influences banks’ activities, such as in investment in products,
services, innovation, and network expansion, and bank competition.

The main points show the vital role financial inclusions play in social and
economic development. The finance literature has widely examined financial inclu-
sion, its promotion and enhancement, and its impact on individuals and SMEs. Banks
use their resources and technologies to develop products and services at affordable
prices, under fair conditions, and extend their reach to the disadvantaged members
of society. In this way, they enhance their performance, reduce their risk, and earn
profits, while contributing to increased standards of living and overall economic
development. When individuals have access to formal financial services, they can
enhance their ability to increase their level of education and access to health care and
invest in their businesses. This results in poverty alleviation and the achievement of
equality between males and females in opportunities for work. Further, SMEs can
use financial sources to develop their businesses, find new markets, and improve their
growth and sustainability.

This study presented a theoretical framework of the connection between banks’
targets and citizens’ needs through financial inclusion. The connection between
formal financial institutions, particularly the banks, and citizens and SMEs, directly
contributes to long-term economic growth and sustainability. Moreover the current
study recommend that future research could focus on online banking services
according to the COVID 19 pandemic and how using online services will influ-
ence living for individuals and firms thus the influence on banks performance and
risk.
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