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The COVID-19 pandemic and the need for social distancing have put a spotlight on digital financial services. Digital
financial services allow for social distancing; they allow governments to disburse funds to those in need quickly and
effectively; and allow many households and firms to rapidly access online payments and financing. However, risks to
stability and integrity, always present, may worsen if the use of digital financial services is scaled up quickly in times of
crisis without appropriate regulations and safeguards. At the same time, efforts to ramp up the use of digital financial
services should avoid increasing existing divides across users.

I. DIGITAL FINANCIAL SERVICES AND THEIR USE

Digital financial services (DFS) are financial services (e.g., payments, remittances, and credit) accessed
and delivered through digital channels, including via mobile devices. These encompass established
instruments (e.g., debit and credit cards) offered primarily by banks, as well as new solutions built on cloud
computing, digital platforms, and distributed ledger technologies (DLT), spanning mobile payments, crypto-assets
and peer-to-peer (P2P) applications. These new solutions are commonly referred to as fintech. Box 1 examines
the use of DFS in emerging and developing economies (EMDEs) at the onset of the current pandemic.?

Digital financial services can be harnessed to respond to the COVID-19 shock, and the crisis has the
potential to accelerate their development and use.3* For countries where DFS have not been developed,

' For more information, contact MMartinezPeria@imf.org.

2 Financial services by banks in EMDEs are more limited; hence, nonbank DFS providers may add greater value and contribute more to financial inclusion in
such countries than in advanced economies.

3 See, e.g., Arner and others (2020), Auer, Comelli, and Frost (2020), Garcia-Mora and Rutkowski (2020), Goodwin-Groen (2020), GSMA (2020), Huang and
others (2020), IMF (2020a, b), and Pazarbasioglu and others (2020).

4 Sahay and others (2020) show that digital finance is increasing financial inclusion and is also associated with higher GDP growth.
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however, making progress to satisfy important preconditions will smooth the transition toward DFS’ use.® These
include having an adequate digital infrastructure (e.g., high-quality communication services that facilitate access
to the internet and mobile connectivity) and putting in place legal and regulatory requirements that enable DFS
(e.g., allow the use of third-party agents to facilitate access to DFS and develop a strong network of local agents,
establish a risk-based and proportionate anti-money laundering (AML) framework, foster interoperability and
competition). Incentives for local adoption and the existence of a national ID system can also facilitate the
development of DFS.

This note explores the opportunities associated with an expansion of DFS in EMDEs where these
preconditions are increasingly met, and highlights the potential risks associated with their rapid ramping

up.

Box 1. The Use of Digital Financial Services Pre-COVID-19 in Emerging and Developing Economies

Digital payments, digital lending, and digital remittances have grown in recent years. Digital payments are non-
cash transactions processed through digital channels. These include digital commerce and mobile point-of-
sale (POS) payments (Digital Payments Report 2019, Statista). Digital commerce refers to consumer
transactions directly related to online shopping for products and services that can be made via various payment
methods (e.g., credit cards, direct debit, invoice, or online payment providers, such as PayPal and AliPay).
Mobile POS payments are transactions processed via “mobile wallets” (e.g., M-Pesa) where the payment is
made by a contactless interaction of the mobile application with a suitable payment terminal belonging to the
merchant. Both digital commerce and mobile payments have increased in EMDEs over the last three years
(Figure B1.1). The numbers are, as expected, largely driven by China and, to a lesser extent, India.

Figure B1.1: The value of digital payments Figure B1.2: Number of users of digital payments
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The value of payments associated with digital commerce in EMDESs rose from $1.2 trillion in 2017 to $1.3 trillion
in 2018 and reached $1.5 trillion in 2019—an increase of approximately 8 percent and 15 percent, respectively.
While the value of mobile POS payments is significantly smaller—$613 billion in 2019—these payments rose
by 33 percent between 2017 and 2018 and by 50 percent in 2019, relative to the previous year. ¢ In EMDEs
the number of digital payment users has also risen since 2017 starting at 3.3 billion that year and reaching
almost 4.0 billion (or 64 percent of the population) in 2019 (Figure B1.2). In terms of the breakdown by type of
service, in 2019, 2.9 billion users conducted digital commerce transactions and 1.1 billion users conducted
mobile POS payments.

5 There is an extensive literature on the preconditions for the growth of DFS. See WEF (2014), CGAP (2018), GSMA (2018), D'Silva and others (2019),
Davidovic and others (2019), OECD (2019), Alper and Miktus (2019). For countries newly using DFS, the appropriate speed of scaling up DFS will be country-
specific and depend on the country meeting prerequisites highlighted in these references.

6 Data on the value of all payment transactions (digital and non-digital) are not available for the same EMDEs for which data on digital payments exists; hence,
numbers are reported in dollar terms and cannot be reported as shares of all payment transactions.
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Digital lending to SMEs (i.e., crowdlending) and to individuals (i.e., marketplace or peer-to-peer lending),
through private or institutional investors via online platforms, grew by 57 percent from a combined value of
$143 billion in 2017 to $225 billion in 2019. Over this period, business (SME) lending increased from $96 billion
to $166 billion while consumer lending rose from $47 billion in 2017 to $59 billion in 2019 (Figure B1.3). In turn,
the number of digital loans grew from 53.2 to 62.6 million between 2017 to 2019, with business loans growing
from 31.3 to 37.3 million and consumer loans increasing from 21.9 to 25.3 over this period (Figure B1.4).

Figure B1.3: The value of digital lending Figure B1.4: Number of digital loans
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Il. OPPORTUNITIES FROM EXPANDING DIGITAL FINANCIAL SERVICES DURING THE COVID-19
CRISIS

This section considers opportunities from the use of digital financial services during the COVID-19 crisis in five
areas: payments and transfers by governments, businesses, and households, as well as credit to businesses and
households.

Payments and transfers by governments’

Several governments already make digital payments and transfers to households and businesses.
Government payments to households, commonly referred to as G2P, include payments (or transfers) of tax

7 For social assistance programs introduced by various countries since the start of the crisis, see Gentilini and others (2020), IMF (forthcoming),
and Jerving (2020). Our note discusses opportunities and risks in a general sense, encompassing different payments and credit services
across uses. For a more detailed look at digital government services, see IMF (2020a, 2020b).
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refunds, subsidies, social programs, salary, stipends, pensions, scholarships, and emergency assistance.
According to the 2017 Global Findex Survey, approximately 16 percent of individuals received government
payments or transfers digitally during that year.® Pre-COVID-19 examples of digitized G2P payments include
Brazil’'s Bolsa Familia Program (providing low-income families with monthly transfers via electronic benefit cards
issued by a state-owned financial institution), Mexico’s direct electronic payments to the bank accounts of
providers of goods and services of the federal government, as well as payroll payments to the accounts of most
federal employees, and India’s use of electronic means of payment for government salaries, pensions, tax refunds,
and other G2P payments.®° Payments to businesses from the government (G2B) have also been increasingly
disbursed using digital payment methods, including in developing countries. In the case of Peru pre-COVID-19,
59 percent of subnational government G2B procurement payments were made via checks and 41 percent via
electronic transfers. !

Digital payments can support the social distancing measures imposed in several countries and help
reduce the spread of COVID-19. Digital payments allow payment transactions to continue and financial support
to reach those in need, when other forms of disbursement become cumbersome due to health guidelines.'? Paying
public wages and other public transfers (both G2P and G2B) digitally is also more cost-effective.'3

Digital payment technologies improve the ability to target cash assistance to households, particularly to
the unbanked, to women,' and to the informal sector. These technologies can also improve the speed of
transfers, which is of particular value in the COVID-19 crisis, as large informal sectors in many developing
economies are in urgent need of assistance.'51® Examples of country-specific uses include China (consumption
coupons disbursed via Alipay and WeChat pay), India (transfers via Aadhaar-linked accounts), as well as
Colombia, Morocco, Peru, and who have been expanding or leveraging existing digital payment systems,
particularly to the informal sector.'” M-Pesa using countries (e.g., Kenya, Tanzania, Uganda) are also leveraging
the system for transfers. Digital payments have also been successfully used in past health crisis experiences (Box
2). In addition, in crisis times digital G2B payments could include grants to cover wages for staff, employee
retention funds for small businesses, and lending programs for businesses.

Fintech developments could give governments the ability to better track consumer spending patterns
in real-time. This may be the case once central banks issue digital currencies (CBDC)," whose transactions
they can track or if digital service providers are willing or required to share their data with the government. If
so, this can help inform which sectors are suffering the largest consumption declines, based on payment
transaction records, and, therefore, where best to target government assistance to firms. Where granular

8 https://globalfindex.worldbank.org/#data_sec_focus

9 See, e.g., Cangiano Gelb, and Goodwin-Groen (2019), who discuss digitization of G2P for four cases: India, Mexico, Estonia, and Ghana.

% In India, the national digital biometric identify system (Aadhaar) facilitates KYC processing, providing residents with broader access to the banking system.
11 Better Than Cash Alliance (2016, p. 45).

12 There has been increasing public concern about the health risks of using cash for payments: while some of these concerns may be unwarranted according to
medical research, both cash and in-store card payments do often involve a degree of physical contact that can be avoided by the use of mobile payments (Auer,
Comelli, and Frost 2020).

13 According to Better Than Cash Alliance (2019) the cost of a cash G2P payment is higher than a digital G2P payment and varies across countries. The digital
payment is also more cost effective for the recipient (CGAP 2014).

4 Digital payments give women greater control over their income, potentially benefitting their entire household, especially children (McKinsey Global Institute
2016). While this benefit is always relevant, it may be even more important in crisis times, when for instance malnutrition risks affect a larger part of the population.
15 Reaching the informal sector with digital payment methods can also contribute to financial inclusion more broadly (i.e., offering opportunities beyond the current
crisis). As digital payments become more widespread, different stakeholders (from public authorities to financial institutions, payment service providers, and
businesses) can play a role in reducing the size of the informal economy. Digital payments can raise profits by lowering the costs of transacting with customers,
suppliers, and government officials. Informal sector workers and businesses would benefit from digital payments’ higher efficiency and security relative to cash.
16 See IMF (20203, b).

7 See Gentilini and others (2020) and https://qz.com/1828923/china-issues-digital-coupons-to-aid-coronavirus-economic-recovery/. Also, for various examples of
how informal sector workers are identified and reached, see Genltilini and others (2020) and IMF (2020a, 2020b).

'8 e.g., COVID-19 SME financing in China via virtual banks that receive government support. In addition, for other cases of digital payment use in health crises,
see Gurung and Perlman (2018).

9 e.g., CBDC pilots have been run, are currently being run or are planned by the central banks of The Bahamas, China, the Eastern Caribbean, Ecuador, and
Uruguay, while the Republic of Korea, Sweden, and Ukraine are working on proofs of concept for CBDC. It should be understood that the introduction of a CBDC
is a multiyear effort. It may not be advisable to rush this process in response to a crisis.
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payments data would allow a government to see not only transaction values, but also a breakdown of transaction
volumes and prices in different sectors, this could also help quickly identify where production bottlenecks are
occurring (i.e., from the observation of high inflation in specific product categories). Such collection and disclosure
of data would, however, depend on country’s information and privacy laws.

Box 2. Mobile Cash Transfers to Frontline Workers in Sierra Leone during the Ebola Crisis?°

Sierra Leone was among the countries hardest hit by the Ebola outbreak of 2014—16. Frontline response
workers numbered more than 60,000 and played a critical role in stemming the epidemic. However, cash-based
payments to these workers posed a significant problem, as missed, reduced, or delayed payments became a
major cause of strikes. In December 2014, Sierra Leone and the donor community turned to mobile wallets to
make payments to frontline response workers.

A crucial factor underpinning the feasibility of the mobile cash transfer approach in Sierra Leone was its
relatively high level of connectivity. Sierra Leone entered the crisis with 95 percent mobile phone penetration,
and a national network of more than 5,000 mobile payment agents, which could convert mobile payments to
cash.2".22 Moreover, the Bank of Sierra Leone issued mobile money guidelines during the Ebola crisis.

Although nearly all response workers owned mobile phones, at the outset of the mobile cash transfer program
only 15 percent of them were registered for mobile money. Authorities worked to fast-track minimum know-
your-customer (KYC) requirements so that response workers could be quickly registered and start receiving
digital payments. In this regard, a lack of identity documents proved particularly challenging. Sierra Leone’s
national identification system covers only 15 percent of the population. Moreover, 70 percent of the population
share the 10 most common surnames, compounding the problem of identifying payees. While the risk of
transmission of the Ebola virus by physical contact meant fingerprint scanning was problematic, the use of
facial recognition software proved an effective biometric identification solution.

Recipients reported a high level of satisfaction with the mobile transfers. During the program, 98 percent of
response workers were paid on time and in the correct amount. Mobile transfers also effectively ended
unauthorized deductions by managers, which ran up to 50 percent of workers’ hazard payments when
payments were made in cash. As a result, strikes subsided. Overall, Bangura (2016) estimates that mobile
transfers led to cost savings of US$10.7 million for the government, development partners, and response
workers.

Payments by businesses

Digital wage payments and digital tax payments ensure social distancing, in addition to being cost
effective and more secure. As compared to cash and check payments (to the extent that these are handed over
and cashed physically) the digital payment of wages, taxes and transfers to, respectively, employees, the
government, and other businesses benefits both payers and payees by better maintaining social distancing. Some
country case examples include Bangladesh and the Philippines on wage payment digitization, and Tanzania on
the benefits of digitizing B2G (as well as P2G) payments.?

Distributed computing has the potential to transform payments and securities settlement as well as back-
office functions by reducing costs and allowing direct business-to-business (B2B) transactions that
bypass intermediaries. Bypassing intermediaries may be of value where intermediaries are affected by the
COVID-19 crisis. For instance, banks may process payments more slowly due to staff shortages from

20 This Box is based on Bangura (2016) and Dumas Frisetti, and Radice (2017).
21 In contrast, there were only 50 ATMs available in Sierra Leone.

22 Nevertheless, some rural areas in Sierra Leone did face connectivity issues, especially in the northern Koinadugu district, where response workers faced
difficulties receiving text message notifications of their digital payments.

2 Better Than Cash Alliance (2017, 2019), and Pillai (2016).
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quarantines or illness. Moreover, certain types of payments, particularly cross-border transactions, can involve
chains of intermediaries, including correspondent banks, which can be vulnerable to global economic conditions.
For example, in the aftermath of the global financial crisis, correspondent banking links toward smaller developing
countries were reduced.?*

Payments and transfers by households

Contactless digital payments for P2P transfers and for purchases in stores could help maintain social
distancing and reduce the potential spread of COVID-19. Existing modalities for digital payments (debit/credit
cards, internet banking, mobile wallets, digital payment apps, Unified Payments Interface service, Unstructured
Supplementary Service Data, and bank prepaid cards, mobile) have been increasingly used by households around
the world. As an example, a recent survey of Indian households indicates the rising use of transactions conducted
using digital payments during the COVID-19 crisis.?®

Some governments are currently providing incentives to pay for goods or services digitally, through
mobile money or e-wallets. For example, Uganda has cut mobile money transfer fees, Egypt, Liberia, and
Myanmar have increased transaction size limits, while authorities in Bangladesh, Cameroon, the Democratic
Republic of Congo, Ghana, Kenya, Mozambique, Pakistan, Rwanda, Senegal, and Zambia have taken both sets
of measures (cutting mobile transfer fees and raising transaction size limits) in response to the pandemic.?6 As
the reliance on the online provision of goods and services increases during the pandemic, there will be a greater
need for digital methods of payments that are compatible with online use.

Digital forms of payment, including mobile money and digital currencies, can facilitate the processing of
remittances in times of crisis. This is especially the case when traditional forms of remittances require physical
gueuing.?” For instance, in the Pacific, the United Nations Capital Development Fund is working with mobile
network operators to temporarily waive fees for mobile remittances, to help maintain the flow of remittances that
is a key source of income for many Pacific island economies.??

The digitization of P2G payments, aside from its social distancing benefits, has the scope to raise tax
revenues. Digital payment of taxes could improve the visibility of tax payments, which can help combat tax
evasion and corruption. For example, digitization schemes for the mobile payment of municipal taxes in Senegal,
raised tax revenues by a factor of seven within three months.?° Higher tax revenues can be particularly important
during the ongoing pandemic given the large fiscal expenditure needs most governments will face.

Credit to businesses

Various technologies can be beneficial for lending to businesses, especially in times of crisis.3® For
example, machine learning algorithms can help nonbank lending platforms and digital banks that provide lending
to SMEs assess the creditworthiness of businesses remotely and distribute loans rapidly by automating the due
diligence process.3! Big data analytics could allow for the automation of credit approvals, facilitate regulatory
compliance and fraud detection. Fintech firms that combine the provision of other services, such as payments
or social media, with credit can harness data sources that other lenders cannot, subject to data and privacy

% See, e.g., Erbenova and others (2016).

%5 https://www.statista.com/statistics/1111087/india-coronavirus-impact-on-digital-payment-app-usage/

2 See GSMA (2020) and Goodwin-Groen (2020).

27 Garcia-Mora and Rutkowski (2020). Stablecoins are one example of digital currencies that could be used for cross-border payments and remittances.
28 https://www.uncdf.org/article/5452/covid-19

2 Sock, Mvondo, and Mensah (2018).

30 This paragraph pertains to both nonbank fintechs and fintechs partnering with traditional credit intermediaries to leverage big data for credit assessment.

31 Bazarbash (2019). Possible risks, however, include the introduction of a machine learning bias resulting in the exclusion of segments of the population, over-
indebtedness related to an expanded availability of credit, and the lack of digital and financial literacy to understand simple lending decisions, as well as more
complex machine learning-based expertise.
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rules, and competition policy.32 Such credit provision can be of particular importance in the informal sector, for
SMEs and for the smallest entrepreneurs about which relatively little public information is available, and that may
face difficulties accessing credit through traditional bank channels. This consideration is even more important
during crises when information asymmetries can amplify credit rationing.3? In the case of China, a reliance on
fintech-based credit provision has been found to improve SMEs’ shock resilience, both before and during the
current pandemic.34 Digital, contactless credit provision to businesses can also help implement social distancing
during the COVID-19 crisis, by reducing the need for entrepreneurs to physically go to the bank to interact with or
deliver documentation to loan officers. Finally, new nonbank lending platforms can become more important during
the crisis if bank balance sheets are impaired and their lending is constrained.

Credit to households

P2P lending platforms can offer benefits, and these may increase in crisis times. P2P lending platforms
operate with lower overhead and provide their services more cheaply than traditional financial institutions. Mainly
small to midsize lenders participate in such platforms. Lending software providers create solutions to process
loans faster, and lenders try to tap into new markets and demographics. Some examples, preceding the current
crisis, include the case of Brazil where the central bank authorized P2P lending across the whole country, the
introduction of a P2P scheme for first time home buyers by Malaysian authorities, and P2P lending in the United
States, which is recognized and regulated by the Securities and Exchange Commission as other financial
instruments. New P2P lenders often provide better service than established financial institutions due to recent
advances in lending technology and fully automated lending processes. P2P financing platforms can facilitate
access to credit, as highlighted for instance by emerging P2P lending platforms in China 3% and payment to
businesses (P2B) crowdfunding platforms that have taken off in several countries.3® In crisis times, when bank
financing may be harder to obtain, such platforms could provide an alternative potential source of credit for some
households and businesses, which would otherwise likely be credit rationed due to their small size and potential
lack of documentation.®” Digital, contactless credit provision to households can also help implement social
distancing during the COVID-19 crisis, by reducing the need for households to physically go to the bank to interact
with or deliver documentation to loan officers.

lll. RISKS INHERENT IN THE EXPANSION OF DIGITAL FINANCIAL SERVICES DURING THE COVID-
19 CRISIS

A rapid shift toward DFS, which might be incentivized during the current pandemic, could initially worsen
income and gender inequality, and exacerbate the rural-urban and young-old divide.3® Women in
developing countries are 23 percent less likely to access the internet via mobile phones than men.3° Moreover,
rural populations are 40 percent less likely to use mobile internet than urban populations, with both rural-urban
and gender gaps concentrated in South Asia and sub-Saharan Africa.° In some countries, access to digital

32 Banks could also obtain insight from account holders’ payment history (e.g., debit card usage) for their decisions on credit provision, but often face regulatory
constraints on the use of payments data in credit provision.

33 Agur (2012), Huang and others (2020).

34 Chen and others (2019), Huang and others (2020).
35 Lin, Li, and Zheng (2017).

36 Moritz and Block (2016).

37 This is not to suggest that P2P platforms are immune to strain from the COVID-19 crisis (see, e.g., linked articles in Financial Times and Forbes). Indeed, large
parts of the fintech space are under strain. In addition, P2P and P2B platforms are not risk free and can serve as a channel for the propagation of shocks. Platforms
may face severe funds withdrawals if loan quality deteriorates. In the case of nonperforming loans, the costs would be borne directly by households rather than
financial institutions, which may lack capital buffers.

38 It is widely acknowledged that DFS help inclusion in the long term (Sahay and others 2020). However, ramping up during a crisis is a different issue and could
initially exacerbate existing divides (e.g., generational and gender gaps). Concerns related to the ramping up are more about short-term effects and in this
regard careful planning and implementation of DFS initiatives are crucial (IMF 2020a,b).

39 GSMA (2019a).

40 GSMA (2019b).

IMF | Research | 7


https://www.sciencedirect.com/science/article/abs/pii/S1062940812000034
https://voxeu.org/article/saving-china-coronavirus-and-economic-meltdown-experiences-and-lessons
http://web.nbs.ntu.edu.sg/general/NTUFinanceConference2019/downloadpapers/paperfolder/FC2019D1_FinanceandFirmVolatility.pdf
https://voxeu.org/article/saving-china-coronavirus-and-economic-meltdown-experiences-and-lessons
https://www.tandfonline.com/doi/abs/10.1080/00036846.2016.1262526
https://link.springer.com/chapter/10.1007/978-3-319-18017-5_3
https://www.ft.com/content/c31a20cf-cb17-4958-9454-73763302b5dc
https://www.forbes.com/sites/jeffkauflin/2020/04/21/lending-club-is-laying-off-460-employees-or-30-of-staff/#432c98b43c7e
https://www.cbinsights.com/research/coronavirus-fintech-financing-impact/
https://www.imf.org/%7E/media/Files/Publications/covid19-special-notes/en-special-series-on-covid-19-digital-solutions-for-direct-cash-transfers-in-emergencies.ashx?la=en
https://www.imf.org/%7E/media/Files/Publications/covid19-special-notes/en-special-series-on-covid-19-reaching-households-in-emerging-and-developing-economies.ashx?la=en
https://www.gsma.com/mobilefordevelopment/wp-content/uploads/2019/07/GSMA-State-of-Mobile-Internet-Connectivity-Report-2019.pdf
https://www.gsma.com/sotir/wp-content/uploads/2020/03/GSMA-State-of-the-Industry-Report-on-Mobile-Money-2019-Full-Report.pdf

financial services can be challenging for the poor or the elderly. Moreover, transitions can be particularly difficult
for such parts of the population. For instance, the decision of the Indian government in 2016 to suddenly stop
accepting certain legal tender bills, known as demonetization, was followed by a large-scale push for the adoption
of digital payments. Surveys have revealed that poorer and less technologically adept parts of the Indian
population were disproportionally negatively affected by this shock.*! Efforts to quickly ramp up the use of digital
financial services during the COVID-19 crisis could encounter similar short-term adjustment problems and
mitigation measures might be needed.*?

The susceptibility of digital financial services to cyberattacks, digital fraud, and even runs could become
more prevalent. This could be the case particularly if efforts to rapidly scale up digital payments during the
COVID-19 crisis cannot be matched by equally paced improvements in cybersecurity.*3 Even where a digital
payment infrastructure is in place, quickly scaling up the services it provides could lead to operational risks,
including system capacity constraints and the unavailability of critical staff, particularly if staff are affected by
quarantines or illness. In addition, digital financial services based on social media apps could be more prone to
panics, particularly product runs during the pandemic. This could be triggered by messaging, including fake news,
disseminated on the social media.**

There could be tensions between quickly easing access to mobile payments, which several countries
have done in response to the COVID-19 crisis, and maintaining adequate know-your-customer (KYC)
procedures and AML compliance. The importance of these tensions depends on the manner in which the
improvement in access is achieved. For example, as part of its cash transfer program, Ghana has decided to
temporarily recognize the identity checks performed by mobile operators. Egypt and Senegal have similarly eased
KYC requirements.*5 Instead, as discussed before, several countries have opted to focus their push to increase
the attractiveness of mobile payments during the COVID-19 crisis on the reduction of mobile transfer fees. Such
an approach avoids immediate compliance concerns, unless the increased demand for new accounts places
significant strains on the existing KYC process. A high cost to mobile transfers can not only depress the intensity
of use by existing users but can also be a constraint to opening accounts and choosing to participate in the
payment network. The crisis has highlighted the need for many countries to adapt their regulatory and policy
frameworks with regard to the provision of payments and financial services by nonbanks, especially on KYC and
AML/CFT issues, questions related to taxation or data privacy, as well as requirements on interoperability in the
realm of digital financial services.*® Moreover, authorities and regulators should have sufficient understanding of
operations and risks posed by DFS for cost-benefit analyses of their DFS-related policies and regulations.

A large-scale move to digital financial services could create concerns about a “surveillance state.” This
could happen if for example the government has access to the payments data.*’ If data access is instead restricted
to companies, concerns about privacy, as well as data monopolies, could arise. While issues related to
government or private company use of payment data are always relevant, there is a risk that the checks and
balances provided by either democratic oversight or business regulation could be short-circuited during crisis
episodes.

41 Krishnan and others (2019). This study focuses on the initial impact of the demonetization, not its long-term impact on the Indian economy, for which, see
recent IMF Staff Reports on India.

42 For example, the young—old divide can be addressed by relying on multigenerational households, which are typical in parts of Asia and Africa.
Communicational campaigns can also foster collaboration between young and old (e.g., Argentina, Peru).
43 Evidence is already emerging that cybersecurity risk has risen considerably during the COVID-19 pandemic (Crisanto and Prenio 2020).

4 Arner and others (2020).
45 GSMA (2020).

46 See https://www.cgap.org/topics/collections/regulation-inclusive-digital-finance and https://www.cgap.org/blog/series/interoperability-and-digital-financial-
services

47 Arner and others (2020).
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https://www.researchgate.net/publication/330268551_Cashing_out_digital_payments_and_resilience_post-demonetization
https://www.imf.org/en/countries/ind?selectedfilters=Article%20IV%20Staff%20Reports#whatsnew
https://www.youtube.com/watch?v=O8wBs_qeoEk
https://www.youtube.com/watch?v=DbwPmAaWODs
https://www.bis.org/fsi/fsibriefs7.pdf
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3558889
https://www.gsma.com/mobilefordevelopment/resources/mobile-money-recommendations-to-central-banks-in-response-to-covid-19/
https://www.cgap.org/topics/collections/regulation-inclusive-digital-finance
https://www.cgap.org/blog/series/interoperability-and-digital-financial-services
https://www.cgap.org/blog/series/interoperability-and-digital-financial-services
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3558889

IV. TAKEAWAYS

Digital financial services can conveniently and affordably connect entrepreneurs with banks, employees,
suppliers, and new markets. They can facilitate peer-to-peer transactions (including remittances). And they can
allow governments to reach households and firms in a timely fashion. All of these take on added value during the
response to the COVID-19 crisis, as governments seek ways to disburse funds to those in need quickly and
effectively, and many households and firms aim to rapidly access online payments and financing. At the same
time, digital financial services allow for social distancing, which is of particular value during the pandemic. More
generally, digital financial services can promote financial inclusion in remote or poor areas where the physical
presence of financial institutions is absent.

However, attempting to quickly scale up digital financial services in the short timeframe during which a crisis
response needs to be formulated, is not merely challenging but potentially also risky. The risks to stability and
integrity, including from operational constraints, cyberattacks, fraud, money-laundering, data, and privacy issues
that are always present, may worsen if the use of digital financial services is scaled up in times of crisis.*®
Implementing a scaling up of DFS during a crisis involves greater risk if proper safeguards and regulations are
not in place. Moreover, when there are pre-existing significant gender gaps, rural-urban or young—old divides in
the use of digital financial services, ramping up digital financial services risks exacerbating inequalities. The same
is true if access to a large informal sector cannot be assured or when financial literacy is a significant constraint.

Looking forward, bank credit intermediation may be difficult in the recovery phase of the crisis. Many governments
have introduced measures to encourage banks to provide lending by giving them incentives, including guarantee
schemes or regulatory adjustments.4® Even if nonbank lending could also be affected by the crisis, there could
nonetheless be opportunities for digital nonbank financial services to provide the support needed where banks
and other traditional financial intermediaries are unable to meet the needs of households and firms. Provided risks
are properly addressed, digital innovations in payment systems and other financial services have the potential to
create value for all users during times of crisis and beyond.
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