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Abstract

The integration of financial systems across East Africa is changing the landscape of
banking, capital markets, and digital financial services. This shift brings new
opportunities but also presents governance and regulatory challenges. This paper
explores governance frameworks for integrated financial systems by blending
theoretical models, empirical evidence, and regulatory viewpoints relevant to the
region. Using institutional governance theory, network regulation, and multi-level
supervisory frameworks, the study examines how governance structures affect
financial stability, market efficiency, and inclusion. Evidence from selected East
African countries, especially Rwanda, shows significant progress in regulatory
reforms, modernization of the financial sector, and cross-border cooperation.
Countries with clear regulatory roles, strong coordination among agencies, and active
oversight of digital finance—particularly payment systems and mobile money—show
better integration outcomes. However, challenges remain, such as inconsistent
regulations, varying supervisory capacities, and gaps in harmonizing prudential,
consumer protection, and financial integrity standards. The paper highlights the
regulatory implications for central banks and supervisory bodies, stressing the need
for coordinated governance frameworks to manage systemic risk while fostering
innovation. It offers policy recommendations that focus on harmonizing regulations,
improving information sharing, building supervisory capacities, and developing

interoperable digital infrastructure to support sustainable regional financial integration.
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1. Introduction

Financial integration has increased globally due to capital account liberalization,
financial innovation, and technological progress (Claessens & Kodres, 2017). In East
Africa, regional initiatives by the East African Community (EAC), the expansion of
cross-border banking, and the rapid rise of mobile money and fintech platforms have
significantly boosted financial inter-contentedness (Allen et al., 2022). While
integration has enhanced financial inclusion and efficiency, it has also revealed
structural weaknesses in governance and regulatory frameworks, especially in

emerging economies with uneven institutional capacities (IMF, 2023).

Global frameworks for governing integrated financial systems emphasize principled
rules, macro-prudential coordination, and capacity building. Theoretical models draw
from systems theory and institutional economics to balance market efficiency with
system resilience, while standard-setting organizations focus on implementation,
safeguards, and supervisory convergence (IMF, 2023). Recent multilateral reviews
and work by the Financial Stability Institute highlight that strong governance—clear
roles, audits for central banks, and cross-sector supervisory protocols—is vital for
scaling interoperable systems without increasing systemic risk (IMF, Financial
Stability Institute, 2023-2024).

At the regional level, the East African agenda combines these global ideas with
practical harmonization. The East African Community Secretariat and regional
regulators are advocating for regional capital markets and shared market infrastructure
to enhance depth and liquidity. Additionally, regional securities and payment bodies
are working towards common rules for new areas, like sustainable finance instruments
(EAC Secretariat; EAC regulators, 2023-2025). These efforts demonstrate how
integration theories are put into practice through rule-making, common platforms, and

joint capacity building to lessen cross-border fragmentation (EAC Secretariat, 2024).
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Locally, evidence from East Africa highlights both the advantages and governance
challenges of integrated digital finance. The rise of mobile money has led to increased
inclusion, high transaction volumes, and noticeable GDP growth in Kenya, Tanzania,
Uganda, and Rwanda. Yet, studies and reports show that agent-level workarounds,
data privacy issues, and operational risks need specific consumer protection and agent
oversight rules (GSMA, 2024; national central banks, 2022-2024). Policymakers,
therefore, must balance enabling interoperability and scale while tightening
governance around agents, data, and liquidity arrangements (GSMA,; national
regulators, 2024).

Together, the theoretical, regional, and local evidence points to three regulatory
implications for East Africa: establish layered governance that aligns global standards
with regionally harmonized rules and national enforcement; invest in shared
infrastructure (clearing, identity, AML/CFT controls) and joint supervision to handle
cross-border spillovers; and create proportional frameworks for consumer protection,
agent oversight, and resolution to promote inclusion without increasing systemic
fragility (BIS Financial Stability Institute; IMF; EAC Secretariat, 2023-2025).

2. Statement of the Problem

Despite the growing financial integration in East Africa, governance and regulatory
frameworks remain fragmented, mainly focused on national institutions. Financial
institutions and digital platforms operate across borders, but regulatory oversight is
limited by jurisdictional boundaries and insufficient coordination. This regulatory gap
raises the risks of systemic contagion, regulatory evasion, and weak crisis

management (Buch et al., 2023).

Research shows that financial integration can heighten systemic risk without robust
governance and macro-prudential oversight (Claessens et al., 2019). In East Africa,
the fast growth of mobile money and fintech has further complicated regulatory
oversight, creating gaps in consumer protection, data governance, and cyber-risk
management (Allen et al., 2022). While governance models like institutional
regulation, functional regulation, and the Twin Peaks framework are well-documented
in literature (Goodhart et al., 2012), their effectiveness in integrated financial systems

in developing regions like East Africa remains largely unexplored.
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This study aims to fill the gap in empirical evidence and theoretical understanding of
how governance frameworks can be adjusted to manage integrated financial systems

in East Africa.

3. Research Objectives

3.1 General Objective

To examine how effective governance frameworks are in managing integrated
financial systems in East Africa and propose a flexible, regionally coherent

governance framework.

3.2 Specific Objectives

i. To analyze how governance alignment affects financial stability in East Africa.

ii. To assess the current state of regulatory harmonization concerning financial

stability in East Africa.

iii. To empirically investigate the relationship between supervisory capacity and

financial stability in East Africa.

iv. To evaluate the quality of shared infrastructure concerning financial stability in
East Africa.

v. To assess how market structure and competition influence financial stability in East
Africa.

4. Research Questions

i. How does governance alignment impact financial stability in East Africa?

ii. To what degree does regulatory harmonization affect financial stability in East

Africa?

iii. What is the empirical link between supervisory capacity and financial stability in
East Africa?
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iv. How does the quality of shared financial infrastructure influence financial stability

in East Africa?

v. What is the effect of market structure and competition on financial stability in East

Africa?
5. Theoretical Framework
This study relies on four complementary theoretical perspectives:

Neofunctionalism, initially proposed by Ernst B. Haas in The Uniting of Europe:
Political, Social and Economic Forces, 1950-1957 (1958), explains how economic
integration leads to “spillover effects” that create demands for deeper institutional and
regulatory integration. It suggests that initial cooperation in one sector (e.g., coal and
steel) generates functional needs that can only be met by expanding cooperation into
related areas and governance frameworks. The theory argues that functional
spillover—where integration in one policy area creates demands for cooperation in
neighboring areas—political spillover—where political actors adjust their loyalties
towards supranational institutions—and cultivated spillover—where supranational
bodies promote further integration—combine to create a self-reinforcing process of

expanding cooperation and building institutions.

Neofunctionalism posits that economic interdependence and initial integration efforts
will consistently create demands for regulatory and institutional harmonization. Early
proponents like Haas recognized that spillover is not automatic, pointing to events
like the 1960s “Empty Chair” crisis in the European Community. Later refinements
by scholars like Philippe Schmitter introduced concepts like spillback and
institutional-driven dynamics to explain non-linear integration paths. Empirically,
European integration serves as the most prominent example of these dynamics, where
sectoral treaties evolved into broader policies and supranational institutions.
Meanwhile, other regions, such as Latin America and ASEAN, demonstrate varying
degrees of spillover or alternative integration processes, highlighting the strengths and

limitations of neofunctionalist mechanisms.
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Systemic Risk and Financial Network Theory focuses on interconnectedness,
contagion, and non-linear risk transmission in modern financial systems. It models the
financial sector as a network of linked institutions where shocks can spread through
interbank exposures and other financial connections. Foundational work by Daron
Acemoglu, Asuman Ozdaglar, and Alireza Tahbaz-Salehi (2015) illustrates that as
networks become more interconnected, they initially enhance stability by sharing
risks. However, beyond a certain point, dense connections can amplify shocks and
increase fragility, demonstrating a shift in systemic risk dynamics. Their analysis,
presented in the American Economic Review paper "Systemic Risk and Stability in
Financial Networks," uses network structures to show how contagion operates when
negative shocks move through interconnected financial institutions. The same
network features that improve resilience during small shocks can become major

channels for risk transmission during larger shocks.

This framework predicts non-linear effects of network density on overall system
stability and highlights the “robust-yet-fragile” nature of financial networks — a
concept further supported by broader literature showing that topological features such
as centrality, clustering, and multilayer exposures significantly influence the
likelihood and extent of contagion. Empirically, research grounded in this network
perspective has been used to study systemic risk in various contexts — for example,
demonstrating that high interconnectedness can drive contagion in India’s financial
sector and that neither sparse nor fully complete network structures are optimal for
minimizing systemic losses — underscoring the complexity of risk transmission and

the importance of network topology for financial stability.

Institutional Complementarity Theory, which explains how existing institutional
arrangements shape regulatory outcomes and constrain reform (Hall & Soskice, 2001).
Institutional Complementarity Theory, central to the Varieties of Capitalism
framework developed by Peter A. Hall and David Soskice in Varieties of Capitalism:
The Institutional Foundations of Comparative Advantage (2001), explains how
existing institutional arrangements shape regulatory outcomes and constrain reform
by creating mutually reinforcing relationships between different institutional domains,
such that the presence or efficiency of one institution enhances the performance and

incentives of others; this complementarity leads to coherent clusters of institutions
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(e.g., labour markets, corporate governance, financial systems) that are resistant to
change because policy adjustments in one domain often require compatible changes in
others to avoid destabilising existing equilibria. In this perspective, institutions are not
randomly distributed but form complementary configurations where, for example,
financial market structures, labour relations, and skill formation systems work
together to produce comparative institutional advantages and stable patterns of
economic coordination; as a result, reforms that do not align with these
complementarities are difficult to implement, and even piecemeal changes can have
system-wide effects that either entrench the status quo or necessitate coordinated
reform across multiple domains. Institutional complementarities have been shown to
shape policy outcomes and economic performance in comparative political economy,
reinforcing institutional stability and explaining why certain regulatory frameworks

persist or evolve more slowly in the face of pressures for change.

Regulatory Governance Theory, as articulated by Julia Black in her influential 2008
article “Constructing and Contesting Legitimacy and Accountability in Polycentric
Regulatory Regimes,” emphasizes how institutional design, coordination mechanisms,
and accountability structures shape regulatory effectiveness, legitimacy, and
stakeholder responses within modern regulatory systems. Black’s framework moves
beyond the traditional state-centric view of regulation to recognize polycentric and
networked governance where multiple public and non-state actors interact as
regulators and regulators, creating complex accountability relationships that influence
how rules are interpreted, applied, and contested. The theory posits that effective
regulatory governance requires clear and transparent institutional arrangements that
balance legitimacy (derived from rule-based norms and constitutional values) with
accountability to diverse constituencies, and it analyzes how organizations respond to
overlapping claims and expectations in dynamic regulatory environments. Black
(2008) identifies that legitimacy and accountability are dialectically constructed
within these polycentric regimes, shaped by institutional norms, communicative
structures, and how regulatory actors justify and respond to claims against them,
rather than by formal authority alone. This, in turn, affects regulatory coordination,
enforcement credibility, and systemic stability. Empirical studies of regulatory
governance, including those exploring fragmented regulatory domains and network

governance, build on Black’s insights to show how coordination among agencies,
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transparency mechanisms, and institutional design influence regulatory outcomes,

effectiveness, and trust, underscoring that without robust governance structures, even

well-designed rules may fail to achieve intended objectives.

Independent Variables

Governance Aliment:
e Legal and Institutional
Convergence
e Policy Coordination
o Information Sharing and Transparency

.
-

Regulatory harmonisation:
Existence/coverage of common
laws/regulations across EAC
members.

Dependent Variables

/Financial stability
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e volatility of payment flows,
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6. Empirical Literature Review

6.1 Global Empirical Evidence
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Claessens and Kodres (2017) show that financial integration improves efficiency but
increases vulnerability to global shocks. Buch et al. (2023) find that cross-border
banking integration amplifies systemic risk unless accompanied by strong macro-
prudential governance. Claessens et al. (2019) provide evidence that macro-prudential

tools reduce systemic risk but are less effective in countries with weak institutions.

6.2 African and East African Evidence

Allen et al. (2022) document how mobile money in East Africa has integrated formal
and informal financial sectors, increasing systemic interdependence. Assefa (2024)
finds that fin-tech adoption improves banking efficiency in Ethiopia but introduces
supervisory challenges. Kanga and Mlachila (2021) show that weak regulatory
coordination in African regional blocs heightens exposure to financial shocks. IMF
(2023) highlights regulatory inconsistencies in digital finance across EAC member
states.

6.3 Research Gaps

Despite growing empirical work on financial integration and fintech, three major gaps
persist: Limited region-wide empirical studies on integrated financial governance in
East Africa. Insufficient application of systemic risk and network models to East
African financial systems. Lack of empirically grounded, region-specific governance

frameworks addressing fintech-driven integration.

7. Methodology

7.1 Research Design

A mixed-methods research design combining quantitative panel analysis and

qualitative institutional analysis.

7.2 Data Sources

World Bank Global Financial Development Database, IMF Financial Soundness
Indicators, Central Banks of EAC member states, Fintech and mobile money datasets,

and Regulatory and policy documents
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7.3 Quantitative Analysis

Panel regression (System GMM), Financial integration indices, Systemic risk

indicators (Z-score, NPL ratios),

7.4 Qualitative Analysis

Comparative regulatory analysis, Key informant interviews, Policy document analysis

8. Expected Contribution to Knowledge

This study contributes by extending systemic risk theory to regional financial
integration in developing economies, providing the first region-wide empirical
assessment of governance frameworks in East Africa, and proposing an adaptive

governance framework tailored to fin-tech-driven integration.

9. Policy Significance

Findings will inform EAC financial harmonization efforts, support macro-prudential
policy design, and guide fin-tech regulation to enhance financial stability and

inclusion.

10. Conclusion

As East Africa’s financial systems become increasingly integrated, governance
frameworks must evolve beyond fragmented national models. This PhD research aims
to generate theoretically grounded and empirically robust evidence to inform adaptive,

coordinated, and resilient financial governance.
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