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ABSTRACT 

The study was motivated by the growing innovation in the financial system in recent times. 

Though the move for innovation in the Ghanaian context has been slow relative to the 

advancements in developed economies, its impact in bank profitability and efficiency cannot 

be over emphasized. Hence, this study took the challenge to study the effect of bank innovation 

on Ghanaian banks’ profitability and efficiency between 2013 and 2017. The study employed 

a quantitative research approach in establishing the extent of bank innovation on banks’ 

profitability and efficiency. Data for the study was derived from the published accounts of 

Thirty – Four (34) banks between 2013 and 2017. Using the panel data, regression analysis 

was executed using fixed effect which emerged as the most appropriate and preferred model 

from the Hausman test. The results imply that innovation has a positive impact on profitability 

and efficiency. These findings are in consonance with the outcomes of Sampong (2016), 

Jiménez-Jiménez and Sanz-Valle’s (2011), Aduda and Kingoo (2012). The results also 

conform with Sibler’s 1983 financial innovation theory which explains that the reason for 

firms’ innovation is higher profitability.  

Notwithstanding, the results also showed that profitability and efficiency of the banks over the 

period seems to be degrading as banks increased their operating assets and loans (based on the 

control variables). Overall, the results point to the fact that innovative moves by Ghanaian 

banks led to improved profitability and efficiency; hence, banks have motive to engage more 

in value – adding innovations. 
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CH APTER  ONE 

INTR ODUCTI ON 

1.0 B ackgr ound  of the Study 

Inn ov ati on pl ays  a cruci al r ole in impr oving pr oductivity  of  a fin anci al instituti on. Jepkorir 

(2011) writes that Inn ov ati on is n orm ally defined  as “the intr oducti on  of new pr oducts t o  a 

m arket  or the pr oducti on  of  an existing  one in  a new m anner”. Fin anci al inn ov ati ons  occur 

 as  a result  of m arket p articip ants perpetu ally l o oking f or new w ays th at cre ates l arger pr ofits 

f or sh areh olders. The pr ocess  of fin anci al inn ov ati on includes ch anges in m oney instrument, 

instituti ons, pr actices  and m arkets. L argely, fin anci al inn ov ati on  affects the ch ar acter  and 

c omp ositi on  of fin anci al  aggreg ates thr ough new fin anci al instruments  or ch anges in 

previ ous instruments; likewise, the terms  and c onditi ons  of debt/credit  arr angements 

(Jepk orir, 2011).  

 

 Acc ording t o M al ak (2014), c ompetiti on  al ong with the expl osive ch anges in inf orm ati on 

techn ol ogy fuels the need f or b anks t o inn ov ate in pr oducts, services,  and delivery ch annels. 

Pushed by gr owing client dem and  and  als o the c oncern  of l osing m arket sh are, b anks invest 

he avily in b anking techn ol ogy. C oll ab or ating with h ardw are, s oftw are, telec ommunic ati ons 

 and  other c omp anies, b anks  are intr oducing new w ays f or c onsumers t o  access their  acc ount 

b al ances, tr ansfer funds, p ay bills  and buy g o ods  and services while n ot using physic al c ash, 

m ailing  a check  or le aving h ome. Humphrey et  al (2006) cite  ATMS, teleph one b anking, 

internet b anking,  and e-m oney  as being  am ong the signific ant inn ov ati ons  affecting 

distributi on system th at influence fin anci al perf orm ance f av or ably.  
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 Acc ording t o Lerner  and Tuf an o (2011), “fin anci al inn ov ati on is defined  as the pr ocess  of 

cre ating  and then p opul arizing new fin anci al  assets  or pr oducts,  as well  as new fin anci al 

techn ol ogies,  org aniz ati ons  and m arkets”. B ank inn ov ati ons inv olve the  advent  of new 

pr oducts/services  or pr oducti on meth od th at c ause ec on omic al  and effective  oper ati ons. 

N ofie (2011), described inn ov ati ons in the b anking industry  as the entr ance  of new  or 

impr oved pr oducts  or pr ocesses which reduces the  oper ati on al c ost  of rendering existing 

b anking services.  

 

In the recent p ast, it w as p ossible f or b anks t o s atisfy their cust omers  and t o meet their  own 

perf orm ance t argets with out the need t o devel op  any new pr oducts t o enh ance service 

delivery  as  a result  of the very f act th at  acc ount h olders  and b anks were few, with the l ow 

v olume  of tr ans acti ons,  and absence of intense c ompetiti on in the b anking industry. 

 Acc ording t o the 2014 b ank survey by Pricew aterh ouseC o opers; Gh an a h as 27 univers al 

b anks, 137 rur al  and c ommunity b anks, 58 n on-b ank fin anci al  org aniz ati ons including 

le asing firms, m ortg age pr oviders, fin ance h ouses,  and s aving  and l o an instituti ons. These 

d o n ot include the hundreds  of ‘Susu’ c ollect ors, wh o serve  as inf orm al, sm all-sc ale 

dep osit ory fin anci al  org aniz ati ons f or m arket sellers,  artis ans  and   tr ansp ort  oper at ors.  

 

The tr aditi on al   b anking is declining in terms  of c ompetiti on  and this c ould thre aten the 

fin anci al st ability  of these b anks. Hence, leading to incre asing b ank f ailures thr ough the 

exp osure t o higher risk by the b anks, which either m akes m ore risky  adv ances t o clients  or 

by inv olving in 'n on-tr aditi on al' b anking  activities th at gu ar antee higher returns h owever 

with further risk. The c onventi on al m anu al system  of b anking, f or inst ance, pl aces  a l ot  of 

stress  and str ain  on b ank st aff th at h ave t o  attend t o m any m ore cust omers  and h andle m ore 
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p aper w ork. T o reduce the incre asing c ost  of m anu al pr ocessing  of clients’ d at a, b anks  are 

thus, forced t o invent ways of incre asing their pr ofit ability  

One way of keeping up with the competition and high customer demands for convenience is 

for banks to innovate new/better methods/means of delivering services to their clients.  All 

these  activities eng aged in by b anks to cut down cost and improve customer convenience c an 

be c ateg orized  as fin anci al inn ov ati on in the b anking sect or, hence,  a cle ar underst anding  of 

the effect  of fin anci al inn ov ati on  on b ank perf orm ance is vit al. 

 

Fin anci al perf orm ance me asures h ow well  a firm is gener ating v alue f or the sh areh olders. It 

m ay be me asured thr ough v aried fin anci al me asures like pr ofit  after t ax, return  on  asset 

(R O A), return  on equity (R OE), e arning per sh are  and  any m arket v alue r ati o th at is 

gener ally  accepted.  Additi on ally,  a me asure such  as Net Interest M argin (NIM) is useful f or 

b anks. 

Gener ally, the fin anci al perf orm ance  of b anks  and  other fin anci al est ablishments h as been 

me asured empl oying  a c ombin ati on  of r ati os  an alysis, benchm arking  and  actu al  activity 

perf orm ance  ag ainst budget.  

On the premise of the preceeding arguments, it is imperative that thorough investigation be 

conducted to understand fully the impact of these innovations on the profitability and efficiency 

of banks. This however, has not seen much attention, despite the  obvi ous imp ort ance  of 

fin anci al inn ov ati on in expl aining b anking perf orm ance, the imp act  of inn ov ati on  on 

fin anci al perf orm ance rem ains misc onstrued f or sever al re as ons. It seems th at there is  a l ack 

 of underst anding  ab out drivers  of inn ov ati on  and inn ov ati on’s imp act  on fin anci al 

perf orm ance. Ahmed et al., 2011; put it this way “that the reverse causality between innovation 

and financial performance has been neglected in most past literature” 
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Fin anci al inn ov ati on is empl oyed by   b anks t o be  able t o vie in fin anci al m arkets  and  as  a 

result it will impr ove their perf orm ance  and m aint ain their effectiveness (B atiz- L az o  and 

W oldesenbet, 2006). This inspires fin anci al speci alists  and  ac ademic rese archer t o find  out 

the c onnecti on between fin anci al inn ov ati ons  and b ank perf orm ance. C ohen  and Levinth al 

(2011)  argue th at  ad opting specific inn ov ati on type will influence firm perf orm ance 

p ositively. Thus,  org aniz ati ons  add new kn owledge by building up on their previ ous 

kn owledge in fin anci al inn ov ati on. Pri or expertise with  a selected inn ov ati on kind c an 

supp ort m ore  applic ati on  of  a simil ar b ody  of inf orm ati on in  are as  of p ast success. 

Theref ore,  org aniz ati ons tend t o speci alize in  ad opting  one inn ov ati on kind since the 

kn owledge  accumul ated c an be integr ated t o build new  opp ortunities t o g ain perf orm ance 

 adv ant age (R oberts  and  Amit, 2010).  

 

The m ost c omm on fin anci al inn ov ati on t o ols include m obile m oney  and internet b anking, 

 ATMS withdr aw al  and dep osits. In  ass oci ati on with this, fin anci al inn ov ati on c an pr ovide 

c onsumer b ase  and c apit al b ase t o enh ance their pr ofit ability. Thus,  any  activity c arried  out 

by b anks which is n ot p art  of the c ore (tr aditi on al)  activity c an be deemed t o f all under 

fin anci al inn ov ati on. In m any c ountries, the st and ard fin anci al perf orm ance me asurement is 

C AMEL,  an  acr onym f or the five c omp onents  of  a b ank c onditi on th at  are  assessed; these 

 are c apit al  adequ acy,  asset qu ality m an agement, qu ality e arning  and liquidity. R atings  are 

 all oc ated f or e ach c omp onent in  additi on t o the  over all r ating  of  a b ank fin anci al 

perf orm ance (J ose, 2009).  All these devel opments t ogether with ch anges within the 

intern ati on al fin anci al setting  and the incre asing integr ati on  of d omestic  and intern ati on al 

fin anci al m arket h ave resulted t o the r apid  and incre asing fin anci al inn ov ati on (Ny ang osi, 

2008). 
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1.1 Pr oblem St atement 

The f ast-ch anging c ompetitive  atm osphere, gl ob aliz ati on, ec on omic ch anges, regul ati on, 

priv atiz ati on  and different c onnected f act ors dem and th at industri al b anks  are run with 

efficiency  and effectiveness by incess antly p art aking in fin anci al inn ov ati ons (Mel ody, 

2009).  

B anks in Gh an a h ave gener ally been sl ow in  ad opting new  and f ashi on able inn ov ative w ays 

 of service delivery t o their clients. M odern techn ol ogic al  adv ancements like E-zwich, internet 

B anking,  and Teleph one B anking  are  all envis aged t o reduce  oper ati on al c osts,  and t o  attr act 

m ore ret ail dep osit ors t o the b anks.  Acc ording t o Frimp ong (2010), inn ov ati ons give 

 ass oci ate impetus f or b anks t o enh ance their m arket perf orm ance rec overing fr om p alp able 

inefficiencies rife within the b anking system,  as is the c ase in Gh an a  and  other emerging 

c ountries. H owever, wh at still rem ains uncert ain t o b ank executives is whether b ank 

inn ov ati ons  assist t o  att ain the expected fin anci al perf orm ances  of the b anks  and the 

cust omer welf are.  

Even th ough b ank inn ov ati ons h ave  attr acted subst anti al interest by rese archers, the effect  of 

these inn ov ati ons  on b ank perf orm ance in Gh an a h as n ot been extensively rese arched, hence, 

the need t o c onduct this study.  Thus, m ost  of the current liter ature derived fr om  other western 

 and  Asi an ec on omies. F or ex ample;  a study w as c onducted by Wu, et  al (2007) in chin a  on 

the empiric al imp act  of fin anci al devel opment  and b ank ch ar acteristics  on the  oper ati on al 

perf orm ance  of   b anks in the Chinese Tr ansiti on al Ec on omy. P o oled cr oss- secti on al b anks 

 and time series d ate w as empl oyed in the empiric al estim ati on with s ample  of 14 Chinese 

b anks. The peri od under c onsider ati on w as fr om 1996-2004. Empiric al results exhibit higher 

levels  of m onetiz ati on th at m ay tr ansl ate int o higher R O A perf orm ance f or b anks.  
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 Alth ough the  am ount  of liter ature  on fin anci al inn ov ati on  and b ank perf orm ance in the 

devel oped ec on omies is en orm ous, this is n ot represent ative  of wh at pert ains in devel oping 

ec on omies like Gh an a. This is premised  on th at the f act th at techn ol ogy which the key driver 

 of fin anci al inn ov ati on is unequ ally distributed between the devel oped  and devel oping 

ec on omies (Ingenic o, 2012) 

 

Mw angi (2007) c onducted  a study  on f act ors influencing fin anci al inn ov ati on  of f orty-eight 

c orp or ati ons listed  at NSE. The  objective  of the study w as t o est ablish the m acr o- 

envir onment al  and its f act ors influencing fin anci al inn ov ati on in Keny a’s Securities M arket. 

The study w as c onducted between 2005  and 2006. Mw angi c oncluded fr om their study th at 

fin anci al c ompetiti on  ass oci ated with integr ati on h ad  an influence  on fin anci al inn ov ati on 

 am ongst fin anci al instituti ons.  

 Als o,  a study by S amp ong (2015)  on the effect  of b ank inn ov ati ons  on fin anci al perf orm ance 

 of univers al b anks disc overed th at m ost  of the inn ov ati ons h ave p ositive effect  on the inc ome 

gener ating p otenti als  of the univers al b anks in Gh an a. Thus, fin anci al inn ov ati on w as f ound 

 out by S amp ong (2015) t o h ave impr oved efficiency, liquidity  and pr ofit ability  of the b anks. 

S amp ong (2015)  als o  observed th at E-zwich  as  ass oci ate inn ov ati on within the fin anci al 

sect or h as n o direct result  on fin anci al perf orm ance  of the univers al b anks in Gh an a.  

 

Cle arly, there is the need f or m ore rese arch in the  are a  of fin anci al inn ov ati on  and 

perf orm ance  of   b anks in Gh an a. M ore imp ort antly, bec ause m ost  of the existing liter ature 

in this  are a were c onducted  outside Gh an a; this necessit ates  additi on al  and extensive rese arch 

in this  are a within the Gh an ai an ec on omy. N otwithst anding,  a number  of rese arches 

including Mens ah (2014), S arp ong (2015)  and Kumi,  Am o am ah  and Winful (2014) were 
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c onducted within the Gh an ai an sect or; h owever, n one  of these were c onducted s olely  on 

Gh an ai an   b anks.  

Theref ore, this study fills  a c ontextu al g ap in rese arch by c ontributing t o existing liter ature in 

the  are a  of fin anci al inn ov ati on  and its effect  on Gh an ai an   b anks. 

 

 Additi on ally, whiles m ost  of the existing used R O A  and R OE t o me asure the perf orm ance 

 of b anks, this study uses NIM in  additi on t o R O A  and R OE. The rese archer me asures th at 

Net Interest M argin is  a m ore specific me asure  of perf orm ance in the b anking sect or  and th at 

its use w ould give  a better perspective  of b ank perf orm ance. This study  als o me asures 

inn ov ati on with the r ati o  of Fees  and C ommissi ons t o Interest inc ome (revenue)  on the 

 acc ounts  of the b anks. This me asure is n ot c omm on in the b anking inn ov ati on liter ature; 

h owever, the rese archer premises its use  on the  argument th at the level  of diversific ati on 

 aw ay fr om the tr aditi on al b anking  activities is inn ov ati on in itself. Thereby pr oxies 

inn ov ati on with the r ati o  of Fees  and C ommissi ons t o Interest inc ome (revenue). The use  of 

these me asurements, the rese archer believes w ould s olve the pr oblem  of unre alism rec orded 

in m ost  of the v ari ables used in p ast liter ature.   

1.2 Rese arch  Objectives 

The gener al  objective  of the study is t o ex amine the effect  of fin anci al inn ov ati on  on the 

fin anci al perf orm ance  of b anks in Gh an a. Specific ally, the study seeks t o: 

1. T o ex amine the effect  of fin anci al inn ov ati ons  on the efficiency  of b anks in 

Gh an a. 

2. T o ex amine the effect  of fin anci al inn ov ati ons  on the pr ofit ability  of b anks in 

Gh an a 
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1.3 Signific ance  of the Study 

The relev ance  of  a pr ofit able  and spirited b anking sect or is undeni ably  one  of the bedr ocks 

 of  a well perf orming ec on omy. The b anking sect or  aids in the m oney cre ati on functi on  of 

every ec on omy by t aking dep osits  and m aking l o ans t o b oth individu als  and business, which 

is its c ore/tr aditi on al business. 

B anks in the dist anced p ast h ave h ad little  or n o ch allenge in m aking  a g o od m argin  on their 

 oper ati ons  and hence, were under n o pressures f or impr oving  on their  oper ati ons. H owever, 

with the  advent  of keen c ompetiti on resulting fr om  a number  of f act ors pred omin antly 

including c ommunic ati on techn ol ogy  and the c onsequenti al  or resulting  appetite  of 

cust omers f or simpler  and e asier w ays  of b anking; inn ov ative b anking pr oducts  and 

pr ocesses c ame t o the f ore.  

T o this sc ore, this study ex amines the effect  of fin anci al inn ov ati on  on the perf orm ance  of 

b anks in Gh an a. This study c ontributes t o existing liter ature in helping p olicy m akers, b ank 

m an agers  and the g overnment  of Gh an a t o f ormul ate  appr opri ate p olicies th at w ould  aid  a 

m ore vibr ant b anking ec on omy. The results  and findings  of this study will  als o the 

f ound ati on f or future sch ol arly rese arch in the  are a  of fin anci al inn ov ati on.  The study will 

 als o be imp ort ant in cre ating  aw areness  on the imp ort ance  of fin anci al inn ov ati on 

implement ati on ch allenges me asures  as  an essenti al pr ocess  of  a new entr ance in the B anking 

sect or. Fin ally, invest ors, p olicy m akers  as well  as ec on omic devel opers will use this 

imp ort ant finding t o br o aden their kn owledge  and further help t o c ontribute t o  administer 

their ec on omies. 

1.4 Sc ope  of the Study 

The study w as c onducted t o determine the effect  of fin anci al inn ov ati on  on b ank 

perf orm ance in Gh an a between 2013  and 2017. The  aspects  of inn ov ati on c overed in the 

study includes every f orm  of  activity undert aken by b anks  other th an the c ore  or tr aditi on al 
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 activity  of t aking dep osits  and m aking l o ans. Thus, the study identified inn ov ati on with 

diversific ati on f or the m akes. 

 

 Alth ough the study meets its full  objectives, it c ould h ave presented  a m ore r obust findings 

by c orr ob or ating the sec ond ary d at a fr om the b anks’ fin anci al st atements with prim ary d at a 

fr om b ank m an agers  of h ow they feel inn ov ati on h as influenced their perf orm ance. But the 

rese archer w as un able t o d o this due t o time c onstr aints.   
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CH APTER TW O 

LITER ATURE REVIEW 

2.0 Intr oducti on 

This ch apter undert akes  an  ac ademic  appr ais al  of diverse liter atures pert aining t o b ank 

inn ov ati on. The study f ocuses  on the f oll owing imp ort ant  are as  of the phen omen on under 

review; b ank inn ov ati ons  and their effect  on b ank perf orm ance. 

2.1 The oretic al Review 

 Aguil ar (2009), n otes th at  a the oretic al fr amew ork is fund ament al in  a study f or the purp ose 

 of identific ati on  of the v ari ables t o be ev alu ated in  a p articul ar study.  Acc ording t o D aws on 

(2006) p osits th at  a the ory is the b asis  of gener aliz ati on  of  a phen omen on. Thus it is true t o 

suffice th at the ories helps in m aking gener al  observ ati ons  ab out things. This study will be 

b ased  on the f oll owing the ories:  

2.1.1 Inn ov ati on Diffusi on The ory 

Inn ov ati on Diffusi on The ory (IDT) seeks t o expl ain the fl ow  of inn ov ati ons within  an 

 org aniz ati on.  Acc ording t o R ogers (2003), there  are v ari ous f act ors th at le ad t o the diffusi on 

 of inn ov ati ons fr om  one p oint t o  an other. F or inst ance if there is  a rel ative  adv ant age  of the 

new inn ov ati on when c omp ared t o the  alre ady existing t o ols, the inn ov ati on will be reg arded 

 as  an impr ovement  and m ay be  ad opted in the entire  org aniz ati on.  Als o, the c omp atibility 

 of the inn ov ati ons is cruci al with respect t o the  alre ady existing t o ols  and pr actices in th at 

th ose  are th at  are c omp atible  are e asily  ad opted. Inn ov ati ons  are  als o weighed  on the e ase 

 of use, if they c an be put  on tri al bef ore being c ommenced in full  and if their inputs  and 

 outputs c an be me asured with e ase. It is imp ort ant t o n ote th at the e ase  of use is viewed  as 

subjective since expertise is n ot unif orm  acr oss  all pe ople. 
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Lundbl ad  and Jennifer (2003), n otes th at diffusi ons  acr oss the dep artments  of  org aniz ati on 

m ay n ot be pr ob able due t o the differences  of  oper ati ons. This the ory is cruci al t o this study 

since it helps expl ains h ow inn ov ati on diffuse fr om  one segment  of the ec on omy t o  an other 

 or fr om  one dep artment t o  an other within the s ame  org aniz ati on.  Acc ording t o R ogers 

(2003) this the ory is b ased  on m ainly f our elements; inn ov ati on, time, c ommunic ati on 

ch annels  and the s oci al systems effects due t o the p articul ar inn ov ati on. Hern adez  and 

M azz on, (2006); n otes th at inn ov ati ons  are likely t o  ad opted by  an entity if they  are 

c onsistent with the v alues  of the specific entity. This the ory expl ains h ow inn ov ati ons  are 

 ad opted by entities  acr oss the industry. In p articul ar, the b anking sect or is ch ar acterized by 

ch anging cust omer preferences  and need f or timely delivery  of services. F or this re as on, the 

the ory gives insights  on h ow electr onic funds tr ansfers  and m obile b anking h as bec ome  a 

c omm on fe ature in the b anking industry. Electr onic funds tr ansfer ensures th at  a cust omer 

tr ans acti ons with out h aving t o visit the b anking h all in pers on. M obile b anking  on the  other 

is f ast  and inv olves the diffusi on  of the m obile techn ol ogy fr om telec ommunic ati on industry 

t o the b anking sect or. 

2.1.2 Schumpeter The ory  of Inn ov ati ons 

 Acc ording t o Schumpeter (1934) ch ances  of pr ofits c ould be cre ated by entrepreneurs wh o 

were independent. Schumpeter  argued th at this w as p articul arly  observed fr om independent 

invent ors  or fr om pe ople wh o were in Rese arch  and Devel opment engineering. 

C onsequently, due t o the  abn orm al pr ofits, new gr oups  of imit at ors w ould j oin  and l ower 

the pr ofits  as  a result  of the inn ov ati on. H owever, Schumpeter ide alized th at bef ore 

equilibrium c ould be re ached, there resulted int o  a new set  of inn ov ati on th at w ould ultim ate 

 an other business cycle. Thus,  at  any p oint in time, there is s omething new being inn ov ated in 

the ec on omy  and the fin anci al sect or is n ot exempted. 
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This the ory h as  a centr al theme th at entrepreneurship h as  a r ole in se arching f or new 

 opp ortunities  and cre ating utility in the ec on omy. Further, the  auth or  argues th at there is  a 

difference between inventi on  and inn ov ati on. T o this end, Schumpeter (1934) views inventi on 

 as the seeking  of new dimensi ons th at  are p otenti ally  ad opted by entrepreneurs while 

inn ov ati ons b asic ally  are seen  as the f orces le ading t o gr owths in  a self-pr op ag ating system. 

This the ory p osits th at inn ov ati ons  are s ought by the d aring individu als wh o h ave the ze al t o 

t ake risks by self-will. 

Schumpeter (1934) puts it th at inn ov ati ons  are  alw ays h appening in the industry  and f or this 

re as on, instituti ons needs t o be c ogniz ant  of them. The the ory  argues th at even bef ore 

inn ov ati ons h ave been  accepted by firms  other inn ov ati ons usu ally emerge le ading t o  a new 

cycle  ag ain. It is f or this re as on th at there  are  a v ariety  of inn ov ati ons th at c ommerci al b anks 

implement in  order t o b o ost their fin anci al perf orm ance. F or inst ance,  a c ommerci al b ank 

m ay  at  a single p oint in time  ad opt  agency b anking  and m obile b anking. 

Fin anci al inn ov ati on is inv olved in cre ating new  opp ortunities f or m ore pr ofits while  at the 

s ame sh ouldering the h az ards linked t o its existence. New dimensi ons present risks  and thus 

b anks must h ave mitig ating me asures.  As discussed by Schumpeter (1934), inn ov ati ons  are 

enh anced by entrepreneurs wh o  are independent  and  are willing t o t ake risks  as  an  act  of will. 

This the ory is imp ort ant t o this study since it helps in expl aining why c ommerci al b anks  are 

inv olved in new inn ov ati ons  and  als o discusses  on the c auses  of inn ov ati ons. 

2.1.3 C onstr aint-induced Fin anci al Inn ov ati on The ory 

Sibler (1983)  argues th at the entities h ave  a purp ose  of m aximizing their pr ofits  and this is 

the m ain f act or c ontributing t o inn ov ati ons. H owever, the  auth or n otes th at there  are inherent 

restricti ons t o t ow ards pr ofit m aximiz ati on. These includes: p olicies g overning the sect or 

 and intern al f act ors including the style  of m an agement  ad opted by the  org aniz ati ons. This 
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the ory is very relev ant t o this study since the  auth or n arr ows d own t o inn ov ati ons in the 

b anking sect or. 

 Acc ording t o Sibler (1983), the b anking sect or is strictly regul ated  and thus h as restricti ons 

t ow ards inn ov ati ons  and thus m ay limit inn ov ati ons. The presence  of these restricti ons is 

tw o f olds: reduce the b anks’  abilities t o venture int o new inn ov ati ons  and  als o m ay reduce 

the efficiency  of the b anking instituti ons  and it is f or this re as on th at c ommerci al b anks will 

 alw ays, c onst antly  act t o keep them  off. The the ory thus is imp ort ant in th at it helps shed 

light  on the re as ons th at m ake b anks venture int o fin anci al inn ov ati ons. M ore s o, b anks in 

Keny a  are strictly regul ated by the centr al b anks  of Keny a  and m ay n ot be free t o  ad opt  all 

fin anci al inn ov ati ons with out the express  appr ov al  of the regul at or. Fin anci al inn ov ati ons 

h ave been n oted  as per the the ory t o be  a m ove t o incre ase the pr ofits  of the fin anci al 

instituti ons. Thus this rese arch will seek t o est ablish the effects  of fin anci al inn ov ati ons  on 

the perf orm ance if c ommerci al b anks in Keny a. 

 

This the ory ide alizes th at inn ov ati ons  are ge ared t ow ards the  allevi ati on  of  a cert ain 

c onstr aint. In c onnecti on t o c ommerci al b anks in Keny a, there  are  a v ariety  of c onstr aints 

 arising fr om intern al envir onment  and the extern al envir onment. B anking h alls  oper ate 

within stipul ated time  of the d ay with r are c ases  of extensi on p ast the n orm al business h ours. 

Thus, Sibler (1983) indic ates th at entities must w ork t ow ards reducing the l osses br ought 

 ab out by the c onstr aints. T o this end, m obile b anking, internet b anking  and  agency b anking 

ensures th at cust omers c an tr ans act r ound the cl ock. The tr aditi on al b anks  oper ate in  a 

c onfined l oc ati on  and with strictness  of time. It is due t o this sh ortc oming th at led t o  ad opti on 

 of techn ol ogic ally en abled me ans  of delivery cust omer service t o cust omers. 
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2.2 C onceptu al Fr amew ork 

Figure 2. 1 Conceptual Framework 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

S ource:  Ad apted fr om  Adud a  and King o o (2012). 

 

2.3 Determining Financial Performance of Banks 

In shaping the financial status of banks, there are many factors to be taken into consideration.  

The determinants of financial performance of banks have been divided into two categories 

according to most studies. The categories are made of internal and external factors. The internal 

factor of profitability is further classified in two categories. This category includes non-

financial statement variables and financial statement variables. (Linyiru, 2006). 

The financial statement variable consists of decisions that directly include items in the income 

statement and statement of financial position. The non-financial statement factors includes 

factors which indirectly relate to financial statements. For example; number of branches, 

location of bank and status of bank (Haron and Sudin, 2004).  The external factors beyond the 

control of management are regarded external factors. Examples of the external factors includes 

regulation, inflation and size, market share, scarcity of capital, appointment based on political 

affiliation as well as frequent change in membership of boards.  Notwithstanding this, members 

of boards consider themselves as representatives of political leaders in sharing national 

resources and rather forgetting the core objectives of the bank. 

Automated Teller Machine 

Internet Banking  

Agency Banking 

Firm Performance: 

» Return on Asset (ROA) 

» Return on Equity (ROE) 

Independent Variables Dependent Variable 
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 On the side  of the priv ately- owned b anks, sh areh olders c onstituted  a pr oblem.  As  a result  of 

the insiders  abuse  of recruiting inexperienced  and inc ompetent pers onnel t o h old key 

p ositi ons in the b ank, deteri or ati on  of m an agement culture  and we ak intern al c ontr ol system 

instig ated by the squ abbles  am ong the high r ank m an agement decisi on m aking te am,  and 

n on- c ompli ance with l aws  and prudenti al st and ards, mism an agement seemed t o pl ay  a 

m aj or r ole in b ank f ailure in Gh an a. 

 

B ank l osses incre ased  and m an agement res orted t o hiding the l osses in  order t o buy time  and 

rem ain in c ontr ol, ( Ogumu, 2006). The b anking industry being the nerve centre  of the 

ec on omy is inv ari ably  affected by ec on omic  and p olitic al envir onment/c onditi on  of the 

c ountry. F or inst ance the Structur al  Adjustment Pr ogr amme (S AP) intr oduced in 1986 led t o 

 a wide r ange  of ec on omic ref orms th at  affected the b anking system.  Als o p olitic al situ ati on 

like the p olitic al crisis like the disputed electi on in 2008, led t o m assive withdr aw al  of funds 

th at  affected b anks (especi ally) th ose  ar ound  affected regi ons, (CBK, 2008).  

The regul at ory  and supervis ory me asures  of the CBK  are un able t o keep p ace with the r apid 

ch anges in the b anking industry. The CBK brief (2007) n oted th at the  ability  of the CBK t o 

perf orm its regul at ory r ole h ad in the p ast been  affected by p olitic al le adership  and c orrupti on 

in the f ormer regime.  Acc ording t o K otelnik ov (2008), pr oduct inn ov ati on is the result  of 

bringing t o life the new w ay  of s olving cust omer’s pr oblem th at eventu ally benefits b oth 

cust omers  and b anks. B oth extern al  and intern al f act ors c ontribute t o devel opment  of 

inn ov ative pr oducts t ail ored t o specific needs  and speci al niches. Imp ort ant extern al f act ors 

include m arket rese arch, exch ange  of new pr oduct ide as between b anks  and rese arch  or 

techn ol ogic al devel opments. Intern al f act ors c ould rel ate t o in-h ouse devel opment  of new 

pr oducts, m onit oring  and ev alu ati on  of existing pr oducts  and feedb ack fr om empl oyees  and 

cust omer (Sh arm a, 2004). There  are m any  aspects  of the perf orm ance  of c ommerci al b anks 
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th at c an be  an alyzed. This study f ocuses  on the fin anci al perf orm ance  of  a c ommerci al b ank 

due t o its pr oducts.  Arun  and Turner (2004)  and ( Ath an as ogl ou et  al., 2006)  argued th at the 

imp ort ance  of b anks is m ore pred omin ant in devel oping c ountries bec ause fin anci al m arkets 

 are usu ally underdevel oped,  and b anks  are typic ally the  only m aj or s ource  of fin ance f or the 

m aj ority  of firms  and usu ally the m ain dep osit ory  of ec on omic s avings. 

 

Gener ally,  a b ank’s perf orm ance is me asured by fund ament al  an alysis, which prim arily relies 

 on ex amining its fin anci al st atements (Th or aneenitiy an, 2010). The princip al  aim  of fin anci al 

 an alysis is t o impr ove the  ability  of the firm t o f orec ast future m ovements in st ock 

perf orm ance, which c an then be used t o design investment str ategies ( Avkir an  and M orit a, 

2008). Whilst s ome studies ex amine whether e arnings reflect s ome  of the fin anci al 

inf orm ati on in st ock prices, recent rese arch, h owever, h as shifted t ow ards the use  of 

 additi on al d at a such  as ec on omic v alue  added  and efficiency t o underst and h ow they  affect 

st ock prices  and returns (Th or aneenitiy an, 2010). 

 

There  are m any  aspects  of the perf orm ance  of c ommerci al b anks th at c an be  an alyzed  and 

me asured. Line items such  as revenue fr om  oper ating inc ome  or c ash fl ow fr om  oper ati ons 

c an be used,  as well  as t ot al unit s ales. Furtherm ore, the invest ors m ay wish t o l o ok deeper 

int o fin anci al st atement  and seek  out m argin gr owth r ates  or  any declining debt. F our useful 

me asures  of firm pr ofit ability  are the r ate  of return  on firm  assets, the r ate  of return  on firm 

equity,  oper ating pr ofit m argin  and net firm inc ome (Zeni os et  al, 1999). Reilly  and Br own 

(1997)  argue th at  org aniz ati on al perf orm ance c an be me asured in terms  of pr ofit ability. This 

me asure is used t o ev alu ate  on h ow well is the m an agement  of the firms t ot al c apit al  and the 

r aising  of funds. Pr ofits d o serve  as  a cushi on  ag ainst  adverse c onditi ons such  as l osses  on 

l o ans  or c aused by unexpected ch anges in interest r ate (Chen, 2001). 
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2.4 Financial Innovation Drivers 

 There is no general agreement on the drivers of financial innovation as a result of varying 

explanations. In this study, a considerable review of a number of drivers of financial innovation 

was considered.  

2.4.1 Cost of Transactions 

Cost minimization is one of the main factors that has given rise to financial innovation (Merton, 

1989). This will help maximize revenue whiles reducing the cost of marketing which isinherent 

in security design environment(Madan & Soubra, 1991). According to the views of Merton’s 

(1989), which is in line with  Tufano (2003) work, it was demonstrated that there is a significant 

growth in ATMs and smart cards is propelled by the need to reduce transaction costs.The study 

c oncludes th at  ATMs h ave  a p otenti al t o reduce tr ans acti on c osts by  a f act or  of 100. 

Inn ov ati on in p ayment systems  are in the pr ocess  of repl acing tr aditi on al p aper b ased 

p ayments in  a number  of c ountries.  

Acc ordingly, Humphrey, Kim, & V ale; (2001), postulated that electr onic p ayments c ost 

around  thirty-three percent  to  fifty percent c omp ared t o p aper-b ased n on c ash p ayments. 

Humphrey et  al. were of the opinion however, th at major determinants of cost are the kind of 

tr ans acti on as well as the v alue of the transaction, these also inform the type of payment 

methods customers use in various countries. Their study used proxies such P oint of Sale (POS) 

p ayments,  bill payments, p ayr oll p ayments  and fin anci al p ayments B2B de alings. Also, 

m obile transactions h ave rev oluti onized the m oney tr ansfer industry in the recent p ast. The 

intr oducti on  of m obile p ayment system M-Pes a  and  other m obile p ayment pl atf orms in 

Gh an a h as f orced the est ablished m oney tr ansfer c omp anies such  as Western Uni on  and 

M oneyGr am t o subst anti ally reduce their m oney tr ansfer ch arges (Mbiti & Weil, 2011). 

These ex amples pr ovide evidence  of pr actic al reducti on in tr ans acti on c osts credited t o the 

us age  of different fin anci al inn ov ati ons. 
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2.4.2 Taxes and Regulations 

Taxes and regulations have crucial roles to play in financial innovation. Literature review 

suggests that there is a negative link between tax and financial innovation whiles there is a 

positive link between regulations and financial innovation. There have been debates as to 

whether a tax system applies different tax rates on different income streams or on different 

types of assets, the higher taxed parties will find ways of reducing the tax burden (Frame & 

White, 2004). The study finds th at higher t ax ati on levels will le ad t o l arger fl ow  of fin anci al 

inn ov ati ons  and th at, regul ati ons m ay  or m ay n ot inhibit fin anci al inn ov ati ons. F or ex ample 

where regul ati on prevents b anks fr om  owning insur ance c omp anies,  any inn ov ati on th at 

w ould  arise fr om j oint  ownership will n ot  occur.  As f ar  as the rel ati onship between 

regul ati on  and fin anci al inn ov ati on is c oncerned, Fr ame  and White st ate th at “…it is 

imp ossible  a pri ori t o  assign  a p ositive  or neg ative sign t o the c onnecti on between the 

stringency  of regul ati on (h owever me asured)  and the p ace  of fin anci al inn ov ati on” (2004, 

p.121). The implic ati on  of Fr ame & White’s (2004) findings is th at the imp act  of regul ati on 

 on fin anci al inn ov ati on depends  on the intenti on  of the regul ati on  or the t ax regime 

intr oduced by the st ate. 

 Alth ough signific ant studies link regul ati on t o fin anci al inn ov ati ons, Fr ame  and White 

(2004)  argue th at n o hyp othesis h as been tested t o supp ort the br o ad liter ature. This  argument 

is c onsistent with Silber (1983)  and C ohen  and Levin (1989) studies.  

 Alders on  and Fr aser (1993) study  of  aucti on r ate preference st ocks, c onsiders new security 

inn ov ati ons by issuing firms f or the peri od 1980s t o e arly 1990s t o est ablish the 

ch ar acteristics  of e arly issuers  and the m otiv ati ons behind e arly redempti on  of the preferred 

st ocks. The study p osits th at b anks  and thrifts deemed risk t akers  are e arly issuers  and th at 

this speci al purp ose vehicle is driven by t ax benefits. The  auth ors’  asserti on  of t ax benefits 

fr om use  of the security, h owever, is n ot supp orted by  any empiric al test. H owever, Fr ame 
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 and White (2014) c ontend th at regul ati on c an curt ail inn ov ati on  and  at the s ame time 

pr om ote  others, in  an  attempt t o byp ass the regul ati on. F or ex ample,  acc ording t o the 

 auth ors, “…regul at ory c apit al  arbitr age –  or the  ability t o h old  a p articul ar risk in  a different 

f orm  and receive regul at ory c apit al relief f or d oing s o – h as been  a key driver  of U.S. 

m ortg age securitiz ati on  activity f or tw o dec ades. Fin ally, t axes c an spur fin anci al 

inn ov ati ons t o the extent th at they cre ate incentives t o rep ack age ( or re-l abel) specific inc ome 

stre ams s o  as t o reduce t ax li ability…” (p.6). C onversely, recent study  observes th at fin anci al 

inn ov ati ons  are m ore likely t o c ause b ank inst ability  and dr ops in perf orm ance in times  of 

fin anci al crisis in c ountries with very stringent c apit al regul ati ons (Beck et  al., 2014). These 

studies reve al  a br o ad c onsensus  on the f act th at regul ati on  and t axes h ave  an imp act  on 

fin anci al inn ov ati on  alth ough this is n ot b acked by  adequ ate empiric al evidence. The 

implic ati on is th at the imp act  of regul ati on  and t axes  on fin anci al inn ov ati on is p ositive but 

the speed  and m agnitude  of inn ov ati on will v ary depending  on the n ature  of the regul ati on 

 or t ax. Sec ondly, the imp act  of regul ati on  on fin anci al inn ov ati on is p ositive but with  a 

different time l ags depending  on the intenti on  of the regul ati on. Thirdly, if the regul ati on is 

me ant t o stifle fin anci al inn ov ati on, m an agement c ounter  acti ons  aimed  at side stepping the 

regul ati on will h ave  a l onger time l ag th an when the intenti on  of the regul ati on is p ositive.  

C onsequently, it will t ake  a f airly l onger time t o design fin anci al pr oducts  and pr ocesses 

 aimed  at c ountering the regul ati on th an the time it w ould t ake t o devel op pr oducts  and 

pr ocesses pr om oted by the regul ati on. The risk  of devel oping fin anci al inn ov ati ons t o 

sidestep regul ati ons  and t axes is th at further regul ati on  or t ax m ay be imp osed which m akes 

the new inn ov ati ons redund ant, un attr active  or illeg al. 

2.4.3 Inefficiency within Financial Markets 

According to Home (1985), a market is said to exist when all contingencies within the world 

is in line with exclusive marketable securities. H orne (1985) asserted th at when the number 
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 and types  of  av ail able securities d oes n ot c over these c ontingencies, inc omplete m arkets will 

prev ail. Where there is  an inc omplete m arket it is n ot p ossible t o sp an  all the p ossible st ates 

 of n ature, le ading t o  a situ ati on where pl ayers  are un able t o m ove the funds freely  over time 

 and sp ace  and  are un able t o m an age risks (Tuf an o, 2003). F or  a m arket able security t o c over 

every c ontingency in the w orld, the m arket where the security is tr aded will need t o be 

efficient. B asu (1977)  argues th at in  an efficient c apit al m arket, security prices pr ovide 

unbi ased estim ates  of the underlying v alues by fully reflecting the  av ail able inf orm ati on in  a 

r apid  and unbi ased m anner. This is supp orted by M alkiel (2005), wh o finds th at equity prices 

r apidly  adjust t o new inf orm ati on, denying invest ors  any  arbitr age  opp ortunities  of  att aining 

 ab ove  aver age returns with out  accepting  ab ove  aver age risks. The implic ati on is th at security 

prices will rise in resp onse t o bre aking g o od news  and f all in resp onse t o bre aking b ad news 

c onsistent with the r and om w alk the ory. 

 

H owever, B all (2009)  argues th at the Efficient M arket Hyp othesis (EMH) d oes n ot me an th at 

 one sh ould be  able t o predict future security prices  as this w ould m ake the m arket inefficient 

f or f ailure t o reflect the inf orm ati on c ont ained in the f orec ast. The EMH  argues th at it is n ot 

p ossible f or  an invest or t o m ake  abn orm al returns by using the inf orm ati on th at the m arket 

 alre ady h as, c asting  aspersi ons  on the v alue  of fin anci al st atement  an alysis.  A m arket c an 

 oper ate  at  a we ak, semi-str ong  or str ong f orm efficient. B orges (2010)  argues th at in  a we ak 

f orm efficient m arket security prices tr aded in the m arket c ann ot be predicted by use  of 

hist oric al price inf orm ati on, implying th at prices in such m arkets  are l argely unc orrel ated. In 

 a semi-str ong efficient m arket, security prices reflect p ast  and published inf orm ati on, while 

in  a str ong efficient m arket security prices reflect the p ast, published  and priv ate (inside  or 

priv ate) inf orm ati on. 
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H ouseh olds in inc omplete m arkets, b orr ow by  only  accepting  a fin anci al c ontr act specifying 

 a fixed rep ayment (Sheedy, 2013). Due t o un av ail ability  of credit fr om f orm al s ources f or 

l ow inc ome e arners  or h ouseh olds, such b orr owers  are f orced t o b orr ow fr om inf orm al 

lenders  at b orr owing r ates f ar  ab ove the m arket r ates. H owever, Sheedy c oncedes th at the 

b orr ower is l argely uncert ain  as t o the s ource  of inc ome th at will be used t o rep ay the 

b orr owed  am ount, which le ads t o inefficient distributi on  of risks. Inefficient distributi on  of 

risks c ould be due t o the f act th at fin anci al m arket imperfecti ons  are ch ar acterised by 

inf orm ati on  asymmetry, we ak instituti ons f or c ontr act enf orcement  and high tr ans acti on 

c osts (Guiz ar-M ate os, 2013). In  additi on, inc ompleteness in fin anci al m arkets is c aused by 

fin anci al repressi on  and/ or imperfect inf orm ati on (Steel,  Aryeetey, Hettige, & Niss anke, 

1997).  Acc ording t o J oh anss on  and W ang (2011), fin anci al repressi on  or fin anci al 

regul ati on is  one  of the m ain c auses  of structur al imb al ances especi ally in highly regul ated 

c ountries. Structur al imb al ances in  an ec on omy  are evidenced by fr agment ati on in fin anci al 

m arkets. 

 

The c ost  of remitt ances  or funds tr ansfer in inc omplete m arkets c an be very punitive in view 

 of the high tr ans acti on c osts incurred in remitting c ash thr ough  offici al ch annels (Gupt a, 

P attill o, & W agh, 2009) C onsidering  a size able pr op orti on  of h ouseh olds in such ec on omies 

live  on less th an  a US d oll ar  a d ay, the high c ommissi ons  on remitt ances  and funds sent t o 

p o or rur al b ased rel atives er ode the inc omes th at w ould  otherwise be used t o purch ase 

f o odstuffs. C onsequently,  any inn ov ati on th at subst anti ally reduces such tr ans acti on c osts is 

likely t o be embr aced by m asses within  a sh ort time le ading t o immedi ate g ains f or the 

inn ov at ors. Studies sh ow th at fin anci al inn ov ati ons  are  as  a result  of inc ompleteness in 

fin anci al m arkets  and thus inn ov ati ons  arise t o c omplete the m arkets by intr oducing 

securities m arkets f or securities with n o cl ose substitutes s o  as t o hedge  ag ainst cruci al risks 
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(Duffie & R ahi, 1995b; Tuf an o, 2003).  Alth ough fin anci al inn ov ati ons  are designed t o 

reduce risks in inc omplete m arkets, recent studies sh ow th at  overc onfidence with respect t o 

risks  of new fin anci al pr oducts w as centr al t o the 2008 U.S. A credit crisis ( Ar auj o, Kubler, 

& Sch ommer, 2012). Pr ocess fin anci al inn ov ati ons such  as m obile m oney  and  agency 

b anking  arise t o  address inefficiencies in cust omer service, high c osts  of service delivery  as 

well  as the high c osts  of funds tr ansfer in inefficient m arkets (M asil a, Chepkulei, & Shib air o, 

2015). 

 

Devel oping c ountries h ave  a li on’s sh are  of unfulfilled needs in fin anci al m arkets  and s ome 

 of the inn ov ati ons such  as m obile m oney th at h ave f ailed t o t ake  off in devel oped c ountries 

h ave bec ome  an inst ant hit in devel oping c ountries (Ingenic o, 2012). Sec ondly, the l ow 

penetr ati on  of f orm al fin anci al services in  additi on t o the high r ate  of m obile subscripti on 

h as signific antly c ontributed t o the rise in m obile p ayments (C apgemini & RBS, 2013).  

2.4.4 Agency Pr oblems  and Inf orm ati on  Asymmetry 

Jensen  and Meckling (1976, p. 308) define  an  agency rel ati onship  as “...  a c ontr act under 

which  one  or m ore pers ons (the princip al(s)) eng age  an other pers on (the  agent) t o perf orm 

s ome service  on their beh alf, which inv olves deleg ating s ome decisi on m aking  auth ority t o 

the  agent...” The  auth ors  argue th at  agency c ost is the  aggreg ate  of c osts incurred by the 

princip al t o m onit or the  agent, b onding c osts by the  agent  and the residu al l oss. The study 

p osits th at, firstly, m onit oring c osts ent ail budget restricti ons, p olicies reg arding 

c ompens ati on  and rules  of  oper ati on while residu al l oss is the c ost  arising fr om the  agent’s 

diversi on  of c ommitment fr om the princip al’s firm. Sec ondly, b onding c osts  are incurred by 

the princip al t o rew ard the  agent t o ensure th at the  agent d oes n ot eng age in  activities, which 

w ould  am ount t o c onflict  of interest  and t o ensure th at if the  agent undert akes such  acts, the 

princip al will be  adequ ately c ompens ated by the  agent. Thirdly,  as m an ageri al  ownership 
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decre ases,  agency c osts incre ase. These findings  are c onsistent with J. S.  Ang, C ole,  and Lin 

(2000) study, which p osits th at  agency c osts  are higher  am ong firms wh ose m an agement 

 owns less th an 100% sh ares  and th at  as equity sh are  of the  owner declines,  agency c osts 

incre ase. 

 

 Agency pr oblems  arise even where the m an aging direct or ( or m an agement) c ontr ols 99% 

sh areh olding since the direct or  or the m an agement rem ains  an  agent  or  agents f or the  other 

 one percent sh areh olders. In gener al, every empl oyee is  an  agent  of the sh areh olders  and 

hence, f ailure  or refus al  of the empl oyee t o perf orm well w ould le ad t o  agency pr oblems. In 

the b anking sect or,  agency pr oblems  arise where: The m an agement f ails either kn owingly  or 

unkn owingly t o c arry  out due diligence when  appr aising l o an  applic ants le ading t o b ad debts, 

fr auds, p o or cust omer service  or l ow st aff efficiency with reg ard t o cust omer service r ate per 

st aff member. In such c ases, b anking h alls get c ongested, cust omer diss atisf acti on gr ows, 

 and st aff m or ale g oes d own resulting in b ank’s p o or fin anci al perf orm ance in the l ong run. 

P o or st aff perf orm ance c ould be rel ated t o the systems  and pr ocesses in use  at the b ank. If 

the systems  are user friendly  and f ast, this h as p ositive implic ati ons in terms  of efficiency 

sc ore per st aff, which is me asured by the number  of cust omers served by  an empl oyee  over  a 

given time peri od. H owever,  an  attempt by the m an agement t o res olve st aff perf orm ance 

issues c ould le ad t o c onflict  of interest between the m an agement  and sh areh olders. 

 

 Agency rel ati onships m ay cre ate c osts  ass oci ated with inf orm ati on  asymmetry  as f ar  as the 

c omp any’s perf orm ance is c oncerned. This is bec ause the m an agement  at  any given time h as 

inf orm ati on th at is n ot  av ail able t o  outsiders in gener al  and invest ors in p articul ar (B o ot & 

Th ak or, 1997; He aly & P alepu, 2001;  Oluw abiyi, 2014). The pr oblems  ass oci ated with 

inf orm ati on  asymmetry between  a buyer  and sellers  of  an investment pr oduct, c omm only 
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referred t o  as the ‘lem ons pr oblem,’ h ave been exemplified in  a number  of studies ( Akerl of, 

1970; Myers & M ajluf, 1984; Zh ang, 2014).  Acc ording t o  Akerl of, inf orm ati on  asymmetry 

le ads t o ec on omic c ost  of dish onesty which c omprises the sum by which the purch aser is 

che ated  and the l oss incurred fr om driving genuine firms  out  of businesses. This is c onsistent 

with F.  Allen  and G ale (1999) wh o sh ow th at p articip ati on  of firms  and invest ors in c omplex 

st ock m arkets is h ampered by the need f or expensive inf orm ati on  acquisiti on  and  an alysis. 

 Acc ording t o Tuf an o (2003) the e arly hist ory  of devel opment  of securities sh ows th at 

inn ov ati ons were in resp onse t o inf orm ati on  asymmetries. Tuf an o  observes th at cert ain 

inn ov ati ons in the nineteenth century c apit alised  on the  av ail ability  of m ore reli able  and 

che aper inf orm ati on.  Acc ording t o  Akerl of (1970), devel oping c ountries t ake the li on’s 

sh are  of dish onesty in business  and th at credit m arkets in these c ountries str ongly reflect the 

 oper ati ons  of the ‘lem ons principle’. 

 

The ‘lem ons’ pr oblem in devel oping c ountries h as been exemplified in l ater studies such  as 

 An ayi ot os (1994), (Menkh off, Neuberger, & Rungruxsiriv orn, 2012)  and (Mien o & 

Ch aleunsinh, 2014). These findings h ave implic ati ons f or fin anci al inn ov ati ons in devel oping 

c ountries in gener al  and Keny a in p articul ar. Firstly, high levels  of inf orm ati on  asymmetry 

incre ases  agency c osts  and thus pr ovides  a higher incentive f or devel opment  of fin anci al 

inn ov ati on th an in devel oped c ountries. Sec ondly, the needs  of the h ouseh olds in devel oping 

c ountries  are n ot h om ogene ous t o th ose  of devel oped c ountries  owing t o v ari ati ons in the 

level  of ec on omic devel opment. This me ans th at  agency pr oblems in devel oping  and 

devel oped ec on omies  are heter ogene ous  as well. Thirdly, the n ature  of fin anci al inn ov ati ons 

th at  appe al t o the devel oped c ountries m ay n ot necess arily  appe al t o devel oping c ountries. 
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2.4.5 Gl ob aliz ati on  and Risk 

Gl ob aliz ati on “…refer t o  a high ( and incre asing) degree  of interdependency  and 

interrel atedness  am ong different  and ge ogr aphic ally dispersed  act ors…” ( Archibugi & 

I amm arin o, 2002, p. 99). The  auth ors c ontend th at the ec on omic  applic ati on  of new ide as 

 and kn owledge is technic al,  org aniz ati on al, m an ageri al  and instituti on al. This  argument 

suggests th at inn ov ati ons h ave implic ati ons f or technic al  applic ati on,  org aniz ati on al 

structures, m an ageri al decisi ons  and instituti on al designs.  Acc ording t o N orris (2000), 

gl ob aliz ati on elimin ates n ati on al b ound aries, integr ates n ati on al ec on omies, techn ol ogy, 

g overn ance  and cultures thereby gener ating c omplex rel ati ons  of mutu al interdependence. 

The integr ati on  of n ati on al fin anci al systems h as led t o the emergence  of  an integr ated 

fin anci al system which presents  opp ortunities, risks  and thre ats t o fin anci al inn ov ati on 

devel opment. F or ex ample, gl ob aliz ati on exp oses firms t o f oreign exch ange risks, interest 

r ate risks, p olitic al risks  and tr ans acti on exp osure risks (B oyer, 2000). The  act ors in the 

gl ob al fin anci al system  are  affected by different p olitic al, ec on omic, s oci al, cultur al, 

religi ous  and leg al envir onments th at  affect the design  and distributi on  of their fin anci al 

pr oducts  and pr ocesses. 

2.5 B ank Inn ov ati on  and Perf orm ance 

Jiménez-Jiménez  and S anz-V alle’s (2011) w ork finds  a p ositive rel ati onship between 

inn ov ati on  and firm perf orm ance. The  auth ors  argue th at the strength  of the rel ati onship 

between inn ov ati on  and firm perf orm ance is higher f or bigger  and  older firms in the 

m anuf acturing sect or. The resp ondents t o the questi onn aires used in the study were  asked 

 ab out the ev oluti on  of their firm’s perf orm ance  over the preceding 3 ye ars. The findings  of 

the study; h owever, m ay n ot be replic ated in  other studies in view  of the subjective n ature  of 

the perf orm ance me asures used. Recent studies  observe  a link between inn ov ati on  and firm 

perf orm ance. F or inst ance,  Adud a  and King o o’s study in (2012)  of the rel ati onship between 
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electr onic b anking  and fin anci al perf orm ance  of c ommerci al b anks in Keny a finds  a str ong 

p ositive rel ati onship between b ank perf orm ance  and e-b anking inn ov ati ons. Using R O A  as 

pr oxy f or b ank perf orm ance  and the number  of  ATMs  and debit c ards  as pr oxy f or e-

b anking,  Adud a  and King o o (2012) find th at inn ov ati on c ontributes t o perf orm ance  of l arge 

firms  as well  as sm all  and medium enterprises.  Additi on ally, R osenbusch et  al. (2011)  argue 

th at inn ov ative pr oducts en able sm all-  and medium-sized enterprises (SMEs) t o c ompete with 

l arge  and est ablished firms.  Acc ording t o R osenbusch et  al. (2011), inn ov ative pr oducts 

en able sm all firms t o  av oid price c ompetiti on  and  als o cre ate new dem ands which c ontribute 

t o the firm’s gr owth. 

 A number  of studies h ave reviewed the rel ati onship between firm fin anci al perf orm ance  and 

inn ov ati on in m anuf acturing  as well  as inn ov ati on in services. F or inst ance, R osenbusch et 

 al. (2011),  and  Andre as (2011) met a- an alysis  of previ ous rese arch  on the rel ati onship 

between inn ov ati on  and firm perf orm ance  aims  at est ablishing the directi on  and strength the 

rel ati onship h as  on the perf orm ance  of sm all  and medium enterprises. The study m akes  a 

number  of findings. Firstly,  a p ositive rel ati onship between inn ov ati on  and perf orm ance is 

est ablished. Sec ondly, f ostering inn ov ati on  orient ati on h as  a str onger p ositive rel ati onship 

with perf orm ance th an gener ating inn ov ati on pr ocess  output such  as pr oducts  and services. 

Thirdly, investment in pr ocess inn ov ati on le ads t o higher firm perf orm ance th an investment 

in pr oduct inn ov ati ons. The findings  are l argely equiv oc al  as t o wh at expl ains the v ari ati on 

in returns fr om investment in pr ocess  and pr oduct inn ov ati ons. L af oret (2013) c onsiders 

inn ov ati on  orient ati on  as  a pre-requisite f or inn ov ati on.  Acc ording t o the study, inn ov ati on 

 orient ati on ent ails risk t aking  attitude  as the m ain fe ature  of inn ov ative c omp anies. 
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 Acc ording t o L af oret (2013), few c omp anies h ave empiric ally ex amined inn ov ati on 

 outc omes  at firm level  or the link between firm’s inn ov ati on  and firm perf orm ance. H owever, 

the  auth or d oes n ot pr ovide  a pl ausible expl an ati on f or sh ort age  of the empiric al studies.  

C onversely,  Artz, N orm an, H atfield,  and C ardin al (2010) study 272 firms derived fr om 35 

industries  over 19 ye ars t o est ablish the firms’  ability t o gener ate benefits fr om their 

inventi ons  and inn ov ati on  as well  as the effect  of the inn ov ati on  on firm fin anci al 

perf orm ance. The study  observes  a neg ative rel ati onship between p atents  and perf orm ance 

 as me asured by b oth R O A  and s ales gr owth. H owever, the neg ative link between inn ov ati on 

 and firm fin anci al perf orm ance  observed in  Artz et  al. (2010) c ould be  as  a result  of the use 

 of  an in appr opri ate pr oxy f or inn ov ati on, n amely p atents. This is bec ause p atents m ay n ot 

necess arily result t o inn ov ati on. 

 

It  appe ars fr om the liter ature th at m ost  of the studies  on firm perf orm ance  and inn ov ati on 

h ave been c arried  out in devel oped c ountries. H owever, critic al success f act ors f or 

inn ov ati on m ay n ot be replic able  acr oss ge ogr aphic al regi ons  and m arkets due t o cultur al 

differences ( Al- Ans ari, Perv an, & Xu, 2013; L af oret & T ann, 2006). C onsequently, m ore 

studies  are needed  acr oss ge ogr aphic al regi ons f or purp oses  of c omp aris on. Using R OI, 

R O A, R OS  and  Over all pr ofit ability  as pr oxies f or firm perf orm ance with d at a fr om  a wide 

r ange  of US industries, C al ant one, C avusgil,  and Zh a o (2002) find th at  a firm’s 

inn ov ativeness is str ongly p ositively rel ated t o firm perf orm ance. 

 

The link between firm perf orm ance  and inn ov ati on is c omplex necessit ating further rese arch 

(Jiménez-Jiménez & S anz-V alle, 2011). The study, h owever, finds  a p ositive rel ati onship 

between inn ov ati on  and firm perf orm ance. The  auth ors  argue th at the strength  of the 

rel ati onship between inn ov ati on  and firm perf orm ance is higher f or bigger  and  older firms in 
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the m anuf acturing sect or. The resp ondents t o the questi onn aires used in the study were  asked 

 ab out the ev oluti on  of their firm’s perf orm ance  over the preceding three ye ars. The findings 

 of this study, h owever, m ay n ot be replic ated in  other studies in view  of the subjective n ature 

 of the perf orm ance me asures used. 

 

C ainelli et  al. (2006)  assess the imp act  of inn ov ati on  on the service firms’ ec on omic 

perf orm ance by c onceptu ally  and empiric ally expl oring the bi-rel ati onship between 

inn ov ati on  and firm level ec on omic perf orm ance in services. The  auth ors  attempt t o est ablish 

the existence  of virtu ous circle between inn ov ati on  and firm level ec on omic perf orm ance. 

The study gener ates imp ort ant findings. Firstly, the study finds  a str ong p ositive rel ati onship 

between inn ov ati on  and firm’s ec on omic perf orm ance. Sec ondly, inn ov ating firms perf orm 

better th an n on-inn ov ating firms in terms  of ec on omic gr owth  and pr oductivity. Thirdly, the 

study  observes reverse  or circul ar rel ati onship between inn ov ati on  and firm perf orm ance 

evidenced by the higher pr opensity f or better perf orming firms t o inn ov ate  and c ommit their 

c apit al t o inn ov ati on. The findings indic ate th at firms with high turn over  as evidenced by 

high s ales gr owth sh ow  ab ove  aver age inn ov ati on expenditure in ICT enc omp assing b oth 

h ardw are  and s oftw are. These findings  are c onsistent with e arlier w ork  of G op al akrishn an 

(2000)  on the reverse c aus ality between inn ov ati on  and fin anci al perf orm ance. 

 

DeY oung et  al. (2007) studied 424 c ommunity b anks c omprising the e arliest  ad opters  of 

internet b anking in US A. The study c omp ares the ch ange in the b anks’ ye ar 1999-2001 

fin anci al perf orm ance with th at  of 5,175 c ommunity b anks using br anch- only b anking. The 

 auth ors find  an impr ovement in the pr ofit ability  of the e arly  ad opters  of internet b anking 

 am ong c ommunity b anks  ass oci ated with internet b anking. The  auth ors l argely  attribute this 

pr ofit ability t o revenues fr om dep osits  and service ch arges.  Acc ording t o the study, internet 
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b anking is used  as  a c omplement f or physic al br anch use  as  opp osed t o being  a substitute f or 

it. 

 

The studies reviewed in the preceding secti on pr ovide evidence  of existence  of  a link between 

inn ov ati on  and firm perf orm ance in different setups. Fr om the reviewed studies, there is 

evidence linking inn ov ati on t o firm fin anci al perf orm ance f or b oth sm all  and l arge firms. 

Pr oduct  and pr ocess inn ov ati on helps the firms in impr oving perf orm ance  as well  as en abling 

sm all firms c ompete with l arge firms. Sm all firms use inn ov ati on t o cre ate niche m arkets f or 

their new pr oducts  and t o  av oid price c ompetiti on with l arge firms. The rel ati onship between 

inn ov ati on  and firm perf orm ance is tw o w ay, me aning there is  a reverse c aus ati on between 

the tw o. Inn ov ati on en ables sm all firms t o bec ome big en ough t o  aff ord huge expenditures 

in inn ov ati on  and  ass oci ated rese arch  and devel opment. 

2.6 C onclusi on  

Fr om the liter ature review, pr oduct inn ov ati on in b anks  as the intr oducti on  of new credit, 

dep osit, insur ance, le asing, hire purch ase, deriv atives  and  other fin anci al pr oducts such  as e-

b anking, investment  and ret ail b anking. These pr oducts  are intr oduced t o resp ond better t o 

ch anges in m arket dem and  or t o impr ove efficiency. H owever, c onsidering the ev oluti on  of 

b ank pr oducts, W atkins (2007) c ateg orizes b ank’s pr oducts int o three gr oups - C ore pr oducts, 

F orm al pr oducts,  and  augmented pr oducts. 

C ore pr oducts  are pr oducts which define the business. F or  a b ank, s ome  of the c ore pr oducts 

 are S avings B ank  Acc ount, Current  Acc ount, Term dep osit, Recurring dep osit, C ash credit, 

Term l o an,  overdr aft  and the like. F orm al pr oduct is usu ally  a c ombin ati on  of tw o  or m ore 

c ore pr oducts  and they h ave str ong m arketing c ontent  as they c ater t o s ome specific cust omer 

needs. F orm al pr oduct h as the qu ality  of pr oviding right pr oduct with specific n ames  as 

 acc ording t o the requirements  of cust omers t o b o ost the b anking business.  
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 Augmented pr oduct is  a further m odific ati on  of f orm al pr oduct. This is the  age  of v alue 

 additi on. Everyb ody is s old t o the ide a  of v alue  added pr oduct  and services. The m ain 

 adv ant age  of  an  augmented pr oduct stems fr om its str ong m arketing c ontent bec ause 

 augmented pr oduct is m ade  out  of f orm al pr oduct which itself h as  a str ong m arketing 

c ontent.  All these f orms  of pr oducts h ave c onstitutes b anking business  oper ati ons. S ome  of 

the pr oducts h ave underg one inn ov ative tr ansf orm ati on  as  a m arketing  and c ompeting 

str ategy.  As  a result, inn ov ative pr oducts determine the st atus  of gr owth  and the gener al 

perf orm ance  of b anks. 
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CHAPTER THREE 

RESEARCH METHODOLOGY 

3.0 Introduction  

This section provides the methodology adopted for the study. It highlights the research design; 

Population, sampling techniques; data sources; Variables measurement; model specification; 

estimation strategy and ethical issues. 

3.1 Research Design  

In undertaking a research either a qualitative approach, quantitative approach or a mixed 

research approach can be employed. This research uses a quantitative research approach in the 

compilation and analysis of data for the research. The appropriateness of a quantitative 

approach is due to the numerical nature of the secondary data (i.e. banks financial statements) 

to be used in assessing or examining the econometric effect of bank innovation and other 

relevant control variables on bank performance in Ghana. 

 

This study uses a panel regression in order to examine the effect of bank innovation and other 

control variables on bank performance. This will help the researcher to examine a number of 

banks over a number of years using variables from their financial statement. 

 

This research uses explanatory research approach since the objective of the study was to know 

and understand the trait and mechanisms of the relationship and association between the 

independents and dependent variables. According to Cooper and Schindler (2006), this 

approach is appropriate for this kind of study because it sought to describe the relationship 

between two variables in which one variable led to a specified effect on the other variable. 

Explanatory research seeks to recognize and clarify a causal association which is substantively 
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significant and meaningful. The relationship being investigated in this study is the effects of 

bank innovation on financial performance of banks in Ghana. 

3.2 Data Source and Sample Selection 

This study uses secondary data from the annual financial statements of all the licensed banks 

in Ghana between 2013 and 2017. The sample for the study comes from the banks in Ghana 

over the study period, the study includes all the thirty – four (34) licensed banks in Ghana as 

at 2017 in the analysis in order to arrive at a comprehensive and complete research finding.   

 

Thus, the study uses longitudinal (panel) secondary data from 2013 to 2017. The panel 

however, is unbalance due to the following reasons among others: 

 Some of the banks could not publish their financial statements for some of the years. 

 Some of the banks only commenced operation somewhere over the study period. 

 Some of the banks also stopped operations somewhere over the study period. 

As a result of the above reasons, the panel used for the study is unbalanced. 

 

Below is the list of licensed banks for the study: 

Table 3. 1 List of Banks for the Study 

S/

N 

Name of Bank 

Codin

g 

Majority 

ownership 

No. of 

Branches 

1 Access Bank (Ghana) Limited ACB Foreign 47 

2 

Agricultural Development Bank 

Limited 

ADB Local 78 

3 Bank of Africa Ghana Limited BOA Foreign 26 

4 Barclays Bank Ghana Limited BBGL Foreign 60 

5 CalBank Limited CAL Local 30 
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6 Ecobank Ghana limited EBG Foreign 68 

7 Energy Commercial Bank Limited ECB Foreign 12 

8 Fidelity Bank Ghana Limited FBL Local 72 

9 GCB Bank Limited GCB Local 183 

10 Guaranty Trust Bank (Ghana) Limited GTB Foreign 32 

11 HFC Bank Ghana Limited HFC Foreign  

12 National Investment Bank Limited NIB Local 49 

13 Prudential Bank Limited PBL Local 40 

14 Societe General Ghana Limited SG-GH Foreign 43 

15 

Standard Chartered Bank Ghana 

Limited 

SCB Foreign 27 

16 The Royal Bank Limited TRB Local 28 

17 UniBank Ghana Limited UGL Local 57 

18 United Bank for Africa (Ghana) Limited UBA Foreign 28 

19 Zenith Bank (Ghana) Limited ZBL Foreign 27 

20 OmniBank Ghana Limited OBL Local 25 

21 Heritage Bank Limited HBL Local 6 

22 The Biege Bank TBB Local 70 

23 First Atlantic Bank FABL Foreign 31 

24 Bank of Baroda Ghana Limited BOB Foreign 3 

25 FNB Bank Ghana Limited FBN Foreign 18 

26 First National Bank FNB Foreign 7 

27 Universal Merchant Bank Ltd UMB Local 38 

28 Republic Bank Ghana Ltd RBL Foreign 43 

29 Sovereign Bank Ltd SBL Local 4 

30 Premium Bank Ghana Ltd PRB Local 4 

31 Sahel Sahara Bank Ghana Ltd BSIC Foreign 17 
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32 The Construction Bank Ghana Ltd TCB Local 1 

33 GN Bank Ltd GNB Local 298 

34 UT Bank Ghana Ltd UTB Local 30 

Source: PWC, 2018 

3.3 Variable Measurement  

The objective of the study is to examine the effect of financial innovations on the performance 

and efficiency Ghanaian banks between 2013 and 2017. To be able to run analysis, the study 

defines the study variables as follows: 

3.4 Dependent Variables  

The dependent variable of a study is the variable being tested and measured in a scientific 

research. The dependent variables of this study are Profitability and Efficiency of Ghanaian 

banks. 

 

The study posits that the adoption of financial innovation should ideally improve the 

profitability (i.e. performance) and efficiency of the banks. The study measures profitability 

using the return on operating asset (ROOA), return on equity (ROE) and net interest margin 

(NIM). The first two measures; ROOA and ROE have been used extensively in literature as 

measures of profitability. In addition to the two, the researcher uses (NIM) which is another 

determinant that shows not only the performance, but also the efficiency of the banking system. 

NIM shows the difference of interest income and interest expense divided by total earning 

assets. It is believed that more efficient banking systems have lower margins, and as the 

efficiency decreases banks charge higher markups from their clients. ROOA, ROE and NIM 

will make up the dependent variables that will proxy for the performance of the banks. 
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Efficiency is measured using Cost to Income Ratio (ratio of overheads to operating income), 

this ratio reflects the operational costs generated for realizing a unit of income. The lower this 

ratio, the more cost-efficient a bank is in its operations. 

3.5 Independent Variables 

The independent variable is the variable that is changed or controlled in a scientific research to 

test the effects on the dependent variable.  

 

There are many channels that a bank can adopt innovation. It may exist many different forms 

such as Internet Banking, Automated Teller Machines (ATMs), Credit Cards, and Mobile 

Banking. This study believes that what a form bank innovation takes, it has the ultimate effect 

of increasing the non-traditional income of banks on their financial statement. Thus, the extent 

of financial innovation undertaken by a bank would be reflective in its Fees and Commission 

income on the financial statement. Hence, this paper proxies innovation with Fees and 

Commission divided by Revenue. 

3.6 Control Variables  

The control variables are other variables or factors that affect the result of the research (in this 

case, the performance and efficiency of banks). In order not to distort the results of the research 

and to show clearly the effect of financial innovation on bank performance and innovation; the 

study holds the control variables constant. 

 

Other factors that are assumed to have an impact on bank performance are the size of loans on 

the financial statement and the total assets of the banks. These are represented by Log of Total 

Loans and Log of Total Assets respectively for size of loans and total assets of banks.  
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3.7 Model specification 

The study objectives in chapter one conditioned the Performance and Efficiency of banks on 

Innovation. Considering the measurement variables of innovation and other control variables, 

Bank Performance and Efficiency is modeled as a function of Fees and Commissions divided 

by Revenue as well as relevant control variables. 

 

The model is specified as follows; 

itit3it2 it1 iit    ) Loanslog(  ) TAlog(  ) vRe/FClog(     E/P    

The study uses panel regression model as per the above to estimate the relationship between 

financial innovations and bank financial performance.  

Where P/Eit is the measure of Profitability and Efficiency (i.e. ROOA, ROE, NIM, 

Cost/Income) of bank i at time t, αi is the constant value of P/E when all independent variables 

are equal to zero, β1(FC/Revit) is the measure of Financial Innovation (i.e. fees and 

commissions divided by revenue) of bank i at time t, β3log(TAit) is the log of the total assets of 

bank i at time t, β3log(Loansit) is the log of Loans for bank i at time t and εit is the error term 

for a given bank i at time t. 

 

In order the meet the objectives of the study, the model is dissected as follows; 

(1)      ) Loanslog(  ) TAlog(  ) vRe/FClog(     ROA                                    itit3it2 it1 iit    

(2)      ) Loanslog(  ) TAlog(  ) vRe/FClog(     ROE                                    itit3it2 it1 iit    

(3)      ) Loanslog(  ) TAlog(  ) vRe/FClog(     NIM                                    itit3it2 it1 iit    

(4)      ) Loanslog(  ) TAlog(  ) vRe/FClog(     I/C                                    itit3it2 it1 iit    
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3.8 Estimation strategy 

The data for the study is on all the thirty – four (34) licensed banks in Ghana over the study 

period (2013 – 2017). This represents a panel data. The researcher would use the Eviews 

application to run regression analysis using the model specified. To ensure the authenticity of 

the results, a number of tests would be conducted on the data. 

The study employs serial Linear Model (Breusch – Pagan Lagrange Multiplier) test in the in 

measuring the serial correlation effect present in the model/equation and to measure the effect 

of autocorrelation in the absence of the Durbin Watson test. Accordingly, if the p-value of the 

F-statistic is insignificant at the 5% level of significance then there is no autocorrelation among 

the residual values. On the other hand, if the P-value of the F-statistic is significant at the 5% 

level of significance, autocorrelation exists among the residual values. 

 

Additionally, in order to determine the appropriateness of using the random effects model 

(REM) or the fixed effects model (FEM) the researcher would use the Hausman test. If the p-

value is greater than 5% (i.e. insignificant), the Random Effect would be used otherwise; the 

fixed effect (i.e. if there is significance) would be used. 

The study also shows a descriptive analysis of the data to show the general characteristics of 

the data over the study period. 

3.9 Ethical Issues 

The study uses data from the published financial statements of the licensed banks gathered 

from the website of the banks. The main research tool for the regression analysis of data is the 

econometric package, Eviews. Consequently, there is no confidentiality regarding the use of 

these data but when necessary; confidentiality will be maintained as standard practice requires.  
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No financial statements will be requested from the individual banks but where additional data 

is necessary to support data from the financial statements, such information obtained would be 

used solely for research purposes. In sum, the researcher pledges complete allegiance to any 

confidentiality requirement (s) and laws or regulation. 
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CHAPTER FOUR 

PRESENTATION AND INTERPRETATION OF RESULTS  

4.0 Introduction  

This chapter presents the results of the study. The chapter begins with presentation and analysis 

of the general characteristics of the research data collected. This was followed by a Hausman 

test, to help in choosing between fixed effect and Random effect (Esarey and Jaffe, 2017). 

The actual presentation and analysis of the research findings are done in two parts. First, the 

study analyses the effect of financial innovation of Banks’ Performance; using return on equity, 

return on operating asset and net interest margin. The second part examines the effect of 

financial innovation on banks’ efficiency; using cost to income ratio. 

4.1 Descriptive Statistics 

The descriptive statistics of the dependent and explanatory variables are presented below in 

table 4.1. From the table, the mean (maximum) Return on Equity (measured as post – tax profit 

divided by the average total shareholders fund) of the banks was 13.18% (51.11%); also, the 

average (minimum) Return on Assets was 0.0245 (-0.1020). The Net Interest Margin recorded 

a mean (minimum) of 10.17% (3.6%) while the Cost to Income ratio showed a median 

(maximum) of 0.5950 (6.0900). 

The ratio of Fees and Commissions to Interest income recorded a minimum (maximum) of 

0.1% (37.7%); thus, the banks in Ghana had a minimum is 01% and a maximum of 37.7%. The 

table also shows that the banks had an average (median) of 3.1114 (3.1705) for the Log of 

Operating Assets, while the Log of Total Loans showed an average (maximum) of 8.3356 

(9.5420). 
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Table 4. 1 Descriptive Statistics – Licensed Banks in Ghana (2013 – 2017) 

        

  ROE ROOA NIM C/I FC/REV LOG_OA LOG_TL 

Mean 0.1318 0.0245 0.1017 0.6638 0.1306 3.1114 8.3356 

Median 0.1510 0.0255 0.0940 0.5950 0.1300 3.1705 8.8495 

Maximum 0.5110 0.1000 0.3970 6.0900 0.3770 3.9170 9.5420 

Minimum -0.7000 -0.1020 0.0360 0.1200 0.0010 2.0250 3.0180 

Std. Dev. 0.1892 0.0342 0.0448 0.5180 0.0781 0.4178 1.3271 

Skewness -1.0415 -0.6162 2.8258 7.8445 0.5804 -0.3983 -2.3927 

Kurtosis 5.6369 4.1195 16.4250 81.6790 3.4152 2.4059 8.5541 

        

Jarque-Bera 70.5794 17.3266 1,326.0630 40,228.3000 9.4988 6.1723 335.9312 

Probability 0.0000 0.0002 0.0000 0.0000 0.0087 0.0457 0.0000 

        

Sum  19.7750 3.6820 15.2550 99.5627 19.5920 466.7033 1,250.3340 

Sum Sq. Dev. 5.3347 0.1741 0.2993 39.9878 0.9078 26.0031 262.4127 

 

4.2 Hausman Test for Endogeneity (Hausman Specification Test) 

In order to successful use the regression model stated in the methodology, the Hausman test 

was ran to detect any endogenous regressor in the model; so as to make the use of linear 

regression possible. Table 4.3 below displays the results from the Hausman test. 

Table 4. 2 Hausman Test 

Correlated Random Effects - Hausman Test  

Equation: Untitled         

Test cross-section random effects 

Test Summary   Chi-Sq. Statistic Chi-Sq. d.f. Prob. 

Cross-section random   22.434619 3 0.0001 

 

As a general rule, when using the Hausman test to choose between fixed and random effect; 

the null hypothesis is that the preferred model is random effects and the alternate hypothesis is 

that the preferred model is fixed effects (Esarey and Jaffe, 2017). 

As shown above, the p – value from the Hausman test is less than 5% and hence, fixed effect 

is appropriate for running the regression. 
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4.3 Regression Results 

4.3.1 Financial Innovation and Return on Equity  

Table 4.3 shows the regression results of between the dependent variable (return on equity) and 

the explanatory variables. From table 4.3, the R2 implies that 69% of the banks over the period 

are represented by the variables in the model.  

The results show a positive but insignificant relationship between return on equity and the ratio 

of fees and commission to interest income (which proxies for innovation). The insignificance 

and positive coefficient of the ratio of fees and commission to interest income suggests that for 

banks in Ghana; innovation does not necessarily influence return on equity (i.e. performance); 

thus, though financial innovation may have a positive effect on ROE, the impact is not 

significant. This results vary slightly from the findings of Sampong (2016), Jiménez-Jiménez 

and Sanz-Valle’s (2011) and Aduda and Kingoo (2012) in terms of the significance, thus, they 

reported the relationship to be positively significant.  

The results also show how other firm level factors affect profitability and efficiency. As shown 

in table 4.3 below, both total operating assets and total loans (control) have a reverse 

relationship with return on operating assets, with total operating assets indicating an 

insignificant reversed relationship while total loan indicated a significant negative relationship. 

The implication is that, total operating asset and total loan does not necessarily affect the 

profitability of Ghanaian banks. Interestingly, the negative relation means that increasing total 

loans is associated with decrease in profitability (ROE). 
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Table 4. 3 Regression Model Results (Dependent Variable – ROE) 

Dependent Variable: ROE 

Method: Panel Least Squares 

Date: 06/10/19   Time: 13:38 

Sample: 2013 2017 

Periods included: 5 

Cross-sections included: 34 

Total panel (unbalanced) observations: 151 

Variable Coefficient Std. Error t-Statistic Prob. 

C 1.454186 0.468843 3.101647 0.002400 

FC/REV 0.548874 0.337005 1.628684 0.106100 

LOG_OA -0 013620 0.106521 -0.127860 0.898500 

LOG_TL -0.161955 0.075916 -2.133355 0.035000 

Effects Specification 

          

Cross-section fixed (dummy variables)         

R-squared 0.691987 Mean dependent var 0.132609 

Adjusted R-squared 0.594720 S.D. dependent var 0.188827 

S.E. of regression 0.120210 Akaike info criterion -1.190164 

Sum squared resid 1.647358 Schwarz criterion -0.450830 

Log likelihood 126.8574  Hannan-Quinn criter. -0.889808 

F-statistics 7.114297 Durbin-Watson stat 1.897556 

Prob(F-statistic) 0.000000       

 

4.3.2 Financial Innovation and Return on Operating Assets  

Table 4.4 shows the regression results of between the dependent variable (return on operating 

assets) and the explanatory variables. From table 4.4, the R2 implies that 82% of the banks over 

the period are represented by the variables in the model.  
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Table 4. 4 Regression model results (Dependent Variable – ROOA) 

Dependent Variable: ROOA 

Method: Panel Least Squares 

Date: 06/10/19   Time: 17:08 

Sample: 2013 2017 

Periods included: 5 

Cross-sections included: 34 

Total panel (unbalanced) observations: 151 

Variable Coefficient Std. Error t-Statistic Prob. 

c 0.250984 0.065145 3.852698 0.0002 

FC/REV 0.103415 0.046826 2.20848 0.0292 

LOG_OA 0.014916 0.014801 1 007791 0.3157 

LOG_TL -0 034338 0.010548 -3.255287 0.0015 

Effects Specification 

          

Cross-section fixed (dummy variables)         

R-squared 0.817312 Mean dependent var 0.024570 

Adjusted R-squared 0.759621 S.D. dependent var 0.034068 

S.E. of regression 0.016703 Akaike info criterion -5.137467 

Sum squared resid 0.031805 Schwarz criterion -4.398134 

Log likelihood 424.8788  Hannan-Quinn criter. -4.837112 

F-statistics 14.167100 Durbin-Watson stat 2.052660 

Prob(F-statistic) 0.000000       

 

Table 4.4 above sets out the results of how innovation impacts return on operating assets. As 

shown above, financial innovation has a positive significant impact on profitability (ROOA). 

Thus, an increase in innovation by Ghanaian bank increases ROOA, this is consistent with the 

findings of Jiménez-Jiménez and Sanz-Valle, 2011; Aduda and Kingoo, 2012; and Rosenbusch 

et al., 2011. Additionally, table 4.4 shows that total operating assets has an insignificantly 

positive relationship with ROOA, at the same time; total loans indicate a negative significant 

relationship with ROOA. This implies that an increase in total loans result in a decrease in 

ROOA while increase or decrease in total operating asset does not necessarily affect ROOA.  
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4.3.3 Financial Innovation and Net Interest Margin  

Table 4.5 below shows the results of the effect of financial innovation and other control 

variables on NIM. From the table, the R2 implies that 50% of the banks over the period are 

represented by the variables in the model.  

Table 4. 5 Regression Model Results (Dependent Variable: NIM) 

Dependent Variable: NIM 

Method: Panel Least Squares 

Date: 06/10/19   Time: 17:09 

Sample: 2013 2017 

Periods included: 5 

Cross-sections included: 34 

Total panel (unbalanced) observations: 151 

Variable Coefficient Std. Error t-Statistic Prob. 

c 0.520473 0.140577 3.70241 0.0003 

FC/REV -0.113208 0.101047 -1.120356 0.2649 

LOG_OA -0 032671 0.031939 -1 022918 0.3085 

LOG_TL -0 036217 0.022762 -1.591085 0.1144 

Effects Specification 

          

Cross-section fixed (dummy variables)         

R-squared 0.505267 Mean dependent var 0.101642 

Adjusted R-squared 0.349036 S.D. dependent var 0.044673 

S.E. of regression 0.036044 Akaike info criterion -3.599194 

Sum squared resid 0.148102 Schwarz criterion -2.859860 

Log likelihood 308.7391  Hannan-Quinn criter. -3.298838 

F-statistics 3.234096 Durbin-Watson stat 1.924858 

Prob(F-statistic) 0.000001       

  

As show above (table 4.5), there is no significant relationship between financial innovation 

NIM. This implies that bank innovation in Ghana does not have any palpable effect on banks 

NIM. This finding contradicts Aduda and Kingoo, 2012. Also, both total operating assets and 

total loans show a negative and statistically insignificant relationship with NIM. Which means 

that banks’ engagement in huge operating assets investment and giving out large loans would 

not necessarily improve their NIM. 
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4.3.4 Financial Innovation and Cost – to – Income  

 Table 4.6 below shows the results of the effect of financial innovation and other control 

variables on Cost – to – Income (measure of efficiency). From the table, the R2 implies that 

50% of the banks over the period are represented by the variables in the model.  

Table 4. 6 Regression Model Results (Dependent Variable: C/I) 

Dependent Variable: C/I  

Method: Panel Least Squares 

Date: 06/10/19   Time: 17:10 

Sample: 2013 2017 

Periods included: 5 

Cross-sections included: 34 

Total panel (unbalanced) observations: 150 

Variable Coefficient Std. Error t-Statistic Prob. 

c -0.903215 0.378835 -2.384192 0.0188 

FC/REV -0.274995 0.273142 -1 006784 0.3162 

LOG_OA -0 064371 0.086891 -0.740822 0.4603 

LOG_TL 0.216322 0.061665 3.508045 0.0006 

Effects Specification 

          

Cross-section fixed (dummy variables)         

R-squared 0.973324 Mean dependent var 0.663751 

Adjusted R-squared 0.964826 S.D. dependent var 0.518049 

S.E. of regression 0.097159 Akaike info criterion -1.614853 

Sum squared resid 1.066702 Schwarz criterion -0.872230 

Log likelihood 158.114000  Hannan-Quinn criter. -1.313149 

F-statistics 114.529600 Durbin-Watson stat 2.049562 

Prob(F-statistic) 0.000000       

 

Table 4.6 above shows how financial innovation in Ghanaian banks affect efficiency, as 

measure by cost – to – income ratio. The results indicate that financial innovation in the banks 

has a negative and statistically insignificant effect on efficiency. What this means is that, 

innovative engagements by Ghanaian banks would not necessarily give rise to a palpable 

improvement in cost of running the banks as compared to their operating income. This supports 
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the findings by Sampong, 2016; where he posited an unclear relationship between financial 

innovation and efficiency. 

Additionally, table 4.6 above shows the relationship between control variables (operating assets 

and total loans) and efficiency. As indicated, operating assets show a negative and statistically 

insignificant effect; total assets on the other hand shows a positive and statistically significant 

effect. Implying that, for Ghanaian banks; increased investment in operating assets does not 

guarantee increased efficiency. Contrarily, an increase in the total loans would lead to a 

material increase in the efficiency (cost – to – income ratio) of the banks.  
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CHAPTER FIVE 

SUMMARY, CONCLUSION AND RECOMMENDATION 

 

5.0 Introduction  

This section summarizes the finding of the study, draws implied conclusions and the makes 

recommendations to bank managers as well as suggestions for future studies.  

5.1 Summary of Findings 

This study is motivated by the fact that most related work done in the field of bank innovation 

and its impact on performance (i.e. profitability and efficiency) had certain gaps which needed 

to be addressed. 

Thus, most of the empirical studies depended mainly on primary data from individual 

stakeholders and hence, examined only fragmented aspects of bank innovation and not the 

entirety of the concept. Additionally, most of the empirical studies derived outside the 

Ghanaian context, and the few within the Ghanaian context did not use a panel regression 

approach which is most likely the best approach to establishing a clear relationship between 

financial innovation and firm profitability and efficiency over time. Available Ghanaian 

empirical studies also sampled only a number of the banks in Ghana for their studies. 

Consequently, this study examines the effect of bank innovation on the profitability and 

efficiency of all Ghanaian banks between 2013 and 2017 by analyzing banks’ financial 

statements and proxied innovation with the amount of Fees and Commissions (i.e. other 

income). By using Fixed Effect in estimating the regression equation, it was found out that 

innovation impacts positively but not so significantly on Ghanaian banks’ ROE. ROOA shows 

a significantly positive association with bank innovation, thus, increased innovation in 

Ghanaian banks tend to increase profitability. The results also implied an insignificant 
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relationship between bank innovation and NIM. With regards to efficiency, there seems to be 

a negatively insignificant relationship between bank innovation and cost-income ratio; 

implying that efficiency among Ghanaian banks is not necessarily improved by engaging in 

innovation. 

Regarding the other controlling variables (i.e. Total Operating Assets and Total Loans), there 

is an insignificantly inverse relationship with profitability and efficiency. Thus, increase in 

operating assets and loans does not have any obvious impact on the profitability and efficiency 

of Ghanaian banks. 

5.2 Conclusion 

The findings of this study have successfully established a relationship between bank innovation 

in Ghanaian banks and profitability and efficiency. The results imply that innovation has a 

positive impact on profitability and efficiency. These findings are in consonance with the 

outcomes of Sampong (2016), Jiménez-Jiménez and Sanz-Valle’s (2011), Aduda and Kingoo 

(2012); all of which posited that bank innovation has a significant positive impact on the 

profitability and/or efficiency of Banks. By this, the findings from other similar empirics are 

confirmed by this paper’s results; signifying that bank innovations increase profitability and 

efficiency of Ghanaian banks.  

Results from the analysis lend credence to the fact from previous literature that; banks which 

engage in innovative products and/or processes have a high chance of improving their 

profitability and efficiency.  

These findings also support Sibler’s 1983 financial innovation theory which explains the reason 

for firms’ innovation to be the quest for higher profitability. And since Ghanaian banks are able 

to improve on profitability and efficiency through innovation, Sibler’s 1983 theory is 

confirmed as an underpinning theoretical source for Ghanaian bank innovation. 
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Notwithstanding, profitability and efficiency of the banks over the period seems to be 

degrading as banks increased their operating assets and loans (based on the control variables); 

a phenomenon which suggests an inconclusive and wild inference that Ghanaian banks over 

the period probably acquired non-value adding assets or gave out bad loans – this however 

requires further probing. 

 

It is worth noting also that the above inferences were based on a number of assumption which 

may render the findings limited or confined. For example, the study relied solely on secondary 

data which in one vein is objective in nature, could in another vein be seem as susceptible to 

bank managers’ manipulation. Also, due to the inadequacy of previous work one the subject 

matter across the Ghanaian economy, a good majority of the literature reviewed to support the 

study originated from outside the Ghanaian context; and drawing inferences from such may 

not have the required geographical relevance.   

5.3 Recommendations 

Based on the conclusions drawn, the study makes the following public policy 

recommendations. 

Firstly, there is the need for Ghanaian bank managers to re-assess their innovative products and 

process to ensure that they are in tandem with the needs and preferences of their clientele. Thus, 

banks should decide on whether to develop innovative products/processes that would serve the 

needs of all their clientele or on those products/processes that would serve a selected niche. 

 

Secondly, since bank innovation has been found to be a positive contributor to bank 

performance, Ghanaian banks need to engage more in innovative products and processes by 

either establishing (or resourcing) their own innovation departments or partnering with expert 

innovation firms whose core activity is developing innovative products/processes. 
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Thirdly, the regulator (Bank of Ghana), should encourage bank innovation by abolishing 

regulations which might stifle banks’ ability to innovate and also by enacting regulations which 

encourage good innovation among Ghanaian banks. 

5.4 Suggestions for Future Studies 

This study analyzed the effect of bank innovation and efficiency of all Ghanaian banks. 

However, future studies can consider the following options: 

1. Conducting a similar study on listed and unlisted banks separately. 

2. Conducting a similar study on pre and post the 2017; to reflect the effect of the financial 

system restructuring done by the BoG in 2017. 

3. A study on the quality of operating assets and loans on the balance sheet of Ghanaian 

banks. 
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