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ABSTRACT
Improvement of financial innovations is widely rgoized as one of the essential elements in
strengthening the competitiveness of an entityshArp acceleration in the pace of innovation,
deregulation and structural change in recent ybasstransformed the international financial
system in many important ways and the advances ompater and telecommunication

technologies make many of the innovations possibiee present world.

For the purpose of this study the researcher sotmhidetermine the effect of financial

innovations on the competitiveness of commerciahkbain Kenya. This study adopted a
descriptive research design as it is concerned fmthing out the what, where and how of a
phenomenon. The focus of descriptive researchasctreful mapping out of circumstances,
situation or set of events to describe what is bap or what happened.

The target population of the study constituted ®frdgistered commercial banks in Kenya who
were senior managers, relationship/branch mandgeaace officer at commercial banks in

Kenya. The study administered the questionnaireshwimcluded structured and unstructured
guestions to all respondents since it was the rapptopriate way to gather information also
secondary data was derived from banks websitesiratebanks websites and various
publications. Descriptive statistics as mean, stethdleviation and frequency of distribution
were used to analyze the data. Data presentatie deae by use of tables for ease of

understanding and interpretation.

This study found out that there is a direct relsiup between financial innovations and
competitiveness of commercial banks. The absolusdueg indicate that Process and
technological innovations had greater weight whamimes to determining the competitive level
of a commercial bank. This study recommends thatngercial banks should put more emphasis
on technological advancement so as to enhancadlcegses they offer to the general public and
this will enable the bank to offer efficient andegtive services to the public and as a result of

this they will be very competitive in the markets.



CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

Innovation generally refers to the introductionuse of new ideas, or ways of doing things.
Financial innovation consists of firms' developingew products or services or new
production processes. These new products are béteed on new processes; sometimes also

new organizations are involved.

A sharp acceleration in the pace of innovationedelation and structural change in recent
years has transformed the international financyeitesn in many important ways (Suzuki,
1987). In many respects, innovation has improvesl dfficiency of international financial

markets, mainly by offering a broader and more ifiex range of instruments both for

borrowing and hedging interest and exchange rgiesexes (Tufano, 2003).

Much of the theoretical and empirical work in ficéal economies (Merton and Miller , 1986;
Silber, 1977; Tufano, 1986; Rohalfs, 1974 Wesley &evine ,1989 ) considers a highly
stylized world in which there are few types of s#@s (debt and Equity) and maybe a handful
of simple financial institutions (Banks or exchasngeHowever, in reality there is a vast range
of processes that these products, many differgrastyf financial institutions and a variety of

processes that these institutions employ to danlessi (UNEP FI, 2002; Matsushita, 1996).

Ross (1989) and Tufano (2003) contend that ondefféatures of world economy in recent
years is the further acceleration of economic diebfon, particularly the strengthening of
relationship between the emerging economies andhthestrialized countries. Another feature
is the progress of horizontal division of labor amgarious economies in the world, which is
occurring with the intensified division of labos, $pecialization by individual countries in one
area of a specific industry, perhaps in one spediftermediate good or in one specific

manufacturing process.

Rapid economic globalization is largely attributedthe fast industrialization of the emerging
economies, achieved through improved industrialastfuctures and transfers of technology

from the industrialized countries. Propelled byhsgbanges in the real economy, the financial
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markets are also undergoing globalization, anchatven faster pace. The major driving force

has been the rapid progress in information prongsand telecommunications technology.

New types of financial instruments such as déinea and securitized products have grown
rapidly in financial markets in recent years. Thasa instruments have been developed owing
to progress in computer technology, which has itatédd statistical analysis and management of
risks (Fame and White, 2004).

1.1.1 Financial Innovation

Tufano (2005) Defines financial innovation as thet of creating and popularizing new

financial instruments and technologies, institusioand markets.

All instruments, markets and financial techniqulest exist now in various financial systems

were at one time created. The idea of financiabuation is therefore not a new phenomenon.
The ranges of products that result from finanammovation as well as the frequency of these

innovations form the basis of interest ire thtudy of financial innovation.

Solans (2003) defines financial innovation as rrefg both to technological advances which
facilitate access to information, trading amgkans of payment, and to the emergence of
new financial instruments and services, new fooh®rganization and more developed and
complete financial markets. To be successful, fr@ninnovation must either reduce costs
and risks or provide an improved servicet thmeets the particular needs of financial
system participants. Akhtar (1984) argues thatvations can be grouped by functional basis,
“aggressive” or “defensive”. Aggressive innovatig the introduction of new product or
process, in response to perceived demand. Defemsnavation is the response to changed

environment or transaction cost.

Merton and Miller (1986) and Allan and Gale (19%gue that stimulus financial innovation is
strong, arising from the interaction of changingulatory environment, expanding technology,
and volatile markets and growing competition améngncial institutions. Competition among

financial institutions brings forth and fosters thhevelopment of new products in the markets.

Regulations that impede the free flow of capitall @ompetition among financial institutions

2



motivate the development of financial products dratling strategies to get around these
restrictions. The global pattern of financial whattansforms financial markets from local

markets into globally internationalized financiahrkets.

Innovations that pass the test of time provide naffieient mechanisms for redistributing risks.
Others may just represent a more efficient wayahgl things. Tufano (1989) observes that the
ultimate causes of financial innovation are: Insezhvolatility of interest rates, inflation, equity
prices and exchange rates, advances in computetelembmmunication technologies, greater
sophistication and educational training among @®ittmal market participants, financial
intermediary completion, incentives to get arourgtéeng regulations and tax laws and changing

global patterns of wealth.

Increased Volatility comes with the need for certmarket participants to protect themselves
against unfavorable consequences, which means nemoe efficient ways of risk sharing in
the financial market. Many of financial productsjuege the use of computer to create and
continually monitor them Grinblatt and LongstaffO@®). The advances in computer and
telecommunication technologies make many of theovations possible. Although financial
products and trading strategies created by somé&emparticipants may be complex for other

market participants to use.

Campbell (1988) and Schumpeter (1950) contend tiiastable macroeconomic and
microeconomic factors such as interest rates,tioflarates, create uncertainities and risks thus
are likely to spur more innovation, than would b&able macro and micro environment.
Financial Innovation has got several impacts oarfoial system. Lawrence and White (2001)
argue that functions of financial innovations areod&lening, deepening, Diversification,

structural transformation, internalization and sepation of financial system.



1.1.2 Competitiveness of Commercial Banks

Competition is at the core of success or failuréirais. Thompson and Strickland (1998) argue
that for a firm to be very competitive it must hav@lan. They further states that a competitive
strategy concerns the specifics of management'segplan for competing successfully and

achieving a competitive edge over rivals. There ragy competitive strategies as there are
competitors. However, beneath the superficial diffiees, there are impressive similarities
between competitive strategies when one considexmgany’s target market and the type of
competitive advantage the company is trying to echi

Competitiveness of a commercial bank is how ithkedo apply a competitive strategy so as to
respond to various changes within the operatingrenment. Ansoff and Mcdonell (1990) define
competitive strategy as the distinctive approadhicly affirm uses or intend to use to succeed in
the market. Firms Develop competitive strategied #nable them develop strategic initiatives
that enables them develop strategic initiatives araintain a competitive edge in the market
(Grant, 1998).

Thompson and Strickland (2003) argue that a firooie competitive strategy consists of internal
initiatives to deliver superior value to customdosi it also includes offensive and defensive
moves to counter the maneuvering rivals, actionshifi resources around to improve the firms
long term competitive capabilities, market positimnd tactical efforts to respond to whatever
market conditions prevailing at the moment.

Kotler and Gertner (2002) contend that competittgsnmay lead to higher productivity of
domestic firms through access to new ideas, teoigied and organizational skills either through
direct exposure to overseas markets or inward tov®sor indirectly, through knowledge
spillovers. Furthermore, they may stimulate contjetias foreign firms compete with domestic
ones, both for resources (e.g. labor, land, equipraed raw materials) and in the markets for

products and services.

Churchill (2007), argues that financial instituttohegun as SMEs, and grow through the five
stages of small business development from simpla fo a complex institution with very



sophisticated combination of products and systeAlsng the growth path competition
intensified and those firms that were able to facehallenge the competition in the market
strived and these firms changed in size, geograpltieverage, the range and complexity of
product and service they offer in the market.

Companies pursue competitive strategies to gainpetiive advantage that allows them to
outperform and achieve above average profits. @hithe other hand enables companies to find
a position in the industry where it is able to daefetself against competitive forces or use the
forces in their favor and in turn focuses on impmngvthe competitive position of a company’s
products within the specific market segment that tompany serves (Wheelan and Hunger,
1996).

Thompson and Strickland (1998) observed that @astdrship strategy enables a firm to be the
low cost producer in its industry for given levélquality. This can be at an average industry
price to earn profits higher than the competitiorbelow the average price to grow the market
share. This becomes handy in the price war enviesmwhere the firm may retain some profits

and the competition booking losses.

Pearce and Robinson (1997) assert that differemianables firms to produce products and
services that are unique in ways that are valuabt@istomers and that can be sustained by the
firm. For firms to embark on this they need toically study the needs and preferences of the
buyer to consider what is important to them and twieue are they willing to pay for this.
Porter 1980 strengthens that the uniqueness oprh@ucts may be in the form of customer
service, design, brand image or technology.

Porter 1980 argues that firms tend to employ fostuategy to narrow down to a particular
segment in the market and attempts to achieveredtloest advantage or differentiation within
the segment. The target segment may be defined elogrgphical uniqueness, specialized
requirements in using the product or by speciaibaties that only appeal to the segment
members. This is based on the assumption that diysilog entirely on a specific segment, the



firm will be able to serve it better.

1.1.3 Effect of Financial Innovation on Competitiveness of Commer cial Banks
Innovations are often credited with helping fuebsy growth in the many economies (Coombs
et al, 1987. It seems apparent then that, innovation affexts just banking and financial
services, but also the direction of an economyitndapacity for continued growth. Innovation
has enhanced ease access, storage, processisgpttation or transfer and delivery of products

and services.

Alu (2002), argues that innovations in financiastitutions eases enquiries, saves time, and
improves service delivery. In recent decades, itmvest in IT by commercial banks has served
to streamline operations, improve competitivenesy] increase the variety and quality of
services provided. It has brought revolution in foectioning of the banks and the financial
institutions. It is argued that dramatic structuchlanges are in store for financial services

industry as a result of the Internet revolution.

Many banks are making what seem like huge invedriartechnology to maintain and upgrade
their infrastructure, in order not only to providew electronic information-based services, but
also to manage their risk positions and pricing.tihd same time, new off-the-shelf electronic
services such as online retail banking are makinmpssible for very small institutions to take

advantage of new technologies at quite reasonaidts.cThese developments may ultimately

change the competitive landscape in the finaneialices.

1.1.4 Commercial Banksin Kenya

Commercial banking took root in Kenya at the tufrthe 20" Century with the partitioning of
the Africa by the European Imperial Powers. Thetfibank to establish operations was the
National Bank of India, which started a branch iorivbasa in 1896. By 1972, there were a total
of 12 commercial banks operating in the Kenyan-marks at December 2012, the banking
sector comprised of 43 commercial banks, 1 mortdiagace company. (Central Bank of Kenya
website 2012)



The banking industry in Kenya today operates inbardlized economic environment with a
rapidly changing environment due to the presenamaniy players in the industry most of them
being local banks with a huge presence of mulmati banks such as Barclays Bank of Kenya
(BBK), Standard Chartered Bank (SCB), and DiamonasTBank (DTB) among others. Most
banks have segmented their banking business intaikéions with almost similar names for
the segments, Personal Business Banking (PBB}dkat care of banking needs of individuals,
while Corporate Business Banking (CBB) takes cdrarmge corporates’ banking requirements.
Therefore the operating environment is very contipetiwhere all the banks have gone to the
extent of hawking their services by the roadsigetigipating in numerous road-shows and also
in offices. (MacDonald and Koch, 2006).

The major issues affecting the Commercial bankoiw o reduce costs of operations, finding
new ways or innovations that will enable them berancompetitive than other banks in the
industry, a bloated workforce especially at thenagement level, low levels of customer
service, frequent cases of fraud and forgeries.tiddse issues can be attributed to its many

procedures and policies when it comes to acce&sing products especially credit facilities.

The innovation of Safaricom limited’s Mpesa and télirKenya's Airtel Money transfer
technology among others, has redefined how furaissters were done traditionally through
banks. The retail sector has been revaluation phaceng full service branches with the plastic —
debit and credit —card and other automated paynvémts the wholesale or corporate banking is
affected in a way that deposit taking, foreign enay transaction and many other roles do not

require a physical presence in a given market eentr

1.2 Research Problem

The concept of financial innovation is fundamemtalit spurs competition of financial institutions
worldwide. Presently, innovation is a continuousgass geared towards providing a wider range
of financial products and financial intermediatiovhich is a crucial factor in determining
competitiveness of financial institutions (Moha#gtyPanda, 2004). Financial innovation is a key
feature of the world economy, and has importantlicapon for management of risk and for



securities and political system yet it remaindelistudied outside the economics and business
studies (The Economist, 2005).

The Kenyan banking and investment industry has amgut tremendously in the last Decade and
its relatively more developed than those of manyntiees in Africa (Banking Survey 2008). The

finance sector has widened and deepened througihetredopment of more financial institutions

and better products. Financial institutions in Kangday operates in a liberalized economic
environment with a rapidly changing environment dodhe presence of many players in the
industry most of them being local banks with a hpgesence of multinational banks. Therefore
the operating environment is very competitive whaltethe banks have gone to the extent of
hawking their services by the roadside, particigatn numerous road-shows and also in offices.
This research seeks to determine the effect ofviaian on the competitiveness of commercial
banks as the banking industry has become very dignand developed with customers having

growing complex needs and globalization challenges.

Currently the financial sector has widened and dee@ through the development of more
financial institutions and constant growth of cusér’'s needs and globalization challenges. The
research deems banking sector fertile context toycaut this research so as to determine
whether innovation as enhanced the competitiveaes®mmercial banks. The study done by
Silber (1983) just confirmed various factors thatiated financial innovation in America, which
is a different setup to the current Kenyan econasiti@tion. The Previous Kenyan scholars who
have shed light on the aspects of innovation inyedid not relate the innovation to the
competitiveness of commercial banks in Kenya. Thdude Mwangi (2007) who studied the
factors that influence financial innovations in kais securities market in the NSE and in his
study he found out that regulatory factors influifinancial innovations. Chege (2008) analyzed
the common strategies applied by Equity Bank toaieraompetitive in the market. In a study on
effect of financial innovation on the financial femance of Commercial banks Otoo (2010) in
his study found out that there was a significamati@enship between financial innovation and
financial performance of commercial banks. Mugol@0showed that financial innovations
were a crucial growth strategy adopted by variousrd/Finance Institutions. Both Otoo and

Mugo did not relate the innovation to competitivene



Apparently, the above scholars did analyze innowaliut left out the aspect of competitiveness
of financial institutions and how this competitiems affects growth of the institutions.
Therefore this research sought to fill the knowkedgp by answering the questions; What are
the types of financial innovation adopted by conui@rbanks in Kenya? And how these

innovations types affect the competitiveness of mancial banks in Kenya?

1.3 Objective of the Study

To establish the effect of financial innovation i@ competitiveness of Commercial banks in
Kenya.

1.4 Value of the Study

The study findings will help reinforce the existimgnovation theories by providing a clear
impact of innovation on the competitiveness of carsial banks. The study findings will also
add to the existing theory of financial innovatithre correlation between financial innovation
and competitiveness, which will be resourceful utufe scholars, for reference and academic

advancement purposes.

The research findings will give insight to managergnhance their precision in the practice by
selection of the best innovations at various dgvelent stages. In addition the findings will shed

light on the relationship of innovations and thenpetitiveness of commercial banks.

To the regulators it will provide useful informatioegarding the innovations and its effects and
hence help regulators to supervise commercial bdnwall also assist in setting-up of favorable
policies and creation of condusive environment ncograge innovation at different levels
(Llanto and Fukui, 2003).

To the General Public who would like to like tookn more about innovations so as to build on
their existing knowledge would find this materiaéry important in the area of financial

innovations.



The study findings will enable the Customers ander@$ to appreciate the impact that
innovation has brought in redesigning how commeérognks operate in the market today as
compared to the olden days.
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CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter focuses on the theoretical part anpirezal evidence of financial innovation. The
theoretical part explains theories of innovatigmets of innovation and the benefits of financial
innovation in the banking sector and the industmpetitiveness. The empirical review looks at

previous studies done relating to financial innawa in financial institutions.

2.2 Theoretical Review
Different Scholars have looked at financial innomatin different contexts, while analyzing
different variables they have given different thesr behind the experienced financial

innovation.

2.2.1 Traditional Theory of Financial Innovation

This Theory was stipulated by Sundbo in 1997, wineresuggested two paradigms based on the
causal patterns, namely Technology-economic pamadigd entrepreneur paradigm based on
two different models of innovation process. Teclbggteconomic paradigm emphasizes on the
technological development as the core of innovagimtess which was pegged on the random

technology advancements.

Smith, Smithson & Wilford, (1990) observed that adees in information and technology
support sophisticated pooling schemes that we wésar the securitization while IT and
improvements in telecommunications (and more régéime¢ Internet) has facilitated a number of
innovations ( not all successful), including new tinoels of underwriting securities (e.g.,
openlPO), new methods of assembling portfoliostadls (folioFN), new markets for securities
and new means of executing security transactionste/f2000) refers to this phenomenon as the

technological view of financial innovation.

In the entrepreneur paradigm of innovation Sundi897) pointed out that financial innovation
is largely driven by the entrepreneurial act of thlayers in the market. It involves the
developments of new financial entrepreneurs andagiag of the old entrepreneurships in

11



addition to the products and process innovatiordajjove see companies investing heavily in
technology so as to be able to design new wayoimigdousiness in order to be very efficient
and effective in their operations so as to remamjetitive.

2.2.2 Financial Constraints Theory

The Theory of constraints dates back to 1950 whaimtpeter revealed that firms innovate to
address the constraints and inconveniences caugeddrket imperfections, regulations,
operation costs and taxes. Silber (1983) also atltgdinancial innovation is done to lessen the
financial constraints that limit the firm’s earnigpacity, therefore firms innovate to optimize
the returns on capital in the light of the firm'sais. Silber further suggested that firms need to

continuously renew themselves to prosper in thigadyic environment.

According to Tufano (2002) financial innovation carabout as a result of high interest rates,
taxes and regulation. Therefore, individuals amchdiinnovated to circumvent these constraints
to lessen the cost of borrowing, reduce expensdsiraprove investment options. Innovation

also seeks to tackle the financial investment camdts through low deposits, less interest
income, constrained lending, consequently less ddniar deposits and the entire efficiency,

among others.

Miller (1991) contends that financial innovationnist a new phenomenon and argues that it is a
response to the increasing volatility in the finahmarkets. He argues that there are three main
reasons for the increasing volatility: The oil essin the early 1970s and early 1980s that
directly and indirectly resulted in the significadtops in the stock prices and increase in

commodity price volatility; the increased inflati@md interest rate risk; and the breakdown of

Bretton Woods system and the end of fixed exchaaigs for most industrialized countries.

2.2.3 Strategic Theory of Financial Innovation

Sundbo (1997) emphasized that firms strategy ise cdeterminant of the innovation.
Consequently, innovation is formulated within thenfs strategy and must be kept within the
firm’s strategy to prevent firm's activities frometjing out of hand. These often involve
deliberate financial engineering, where innovatisrsystematically planned and strategically

12



operationalised to improve performance of speséictions. Tufano (1989) noted that innovation
makes the financial market complete, wide and ieffic This reduces the cost of transactions
and gives the participants greater freedom of imwest of choice thereby satisfying all the

participants in the finance industry.

Merton (1992) holds that the period from mid-196@s mid-1980s shows that financial
innovation has been a critical persistent parthef @conomic landscape of the world financial
markets. He holds that financial markets have ooetil to produce a multitude of new products,
including many new forms of derivatives, alternagk transfer products, and exchange traded
funds. In his view we see companies today comingitip new products that are less costly and
friendlier to customers as they are designed ta theedynamic environment which they operate
and thus this strategy enhances their competitagemethe market.

2.3 Types of Financial Innovations

Financial engineers have placed greater emphadi®iog able to tackle the new challenges by
innovating new products, better processes and immging more efficient solutions to tackle
the increasingly complex financial problems (Tufa2®02). Financial innovation therefore
represents a systematic process of change of ietis, institutions, operating procedures and
policies that determine the products and the stracof our financial system. Lariviere and
Martin (1998) classified micro finance innovatiang various categories.

2.3.1 Financial Systems |nnovations

Financial system innovation is the deliberate cleang the systems employed from manual book
records to interconnected computer systems anerdiyrto interconnected financial and other

financial institutions. According to Omasaja (20@g)Micro finance institutions, the staff and the

managers get overwhelmed by volume of tasks, neatesg for the need for better systems that
are faster, effective in reports generation, imprqerformance and support high volume

business.
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Mugo (2012) showed that financial innovations wererucial growth strategy adopted by
various Micro Finance Institutions. He showed timaist Micro Finance Institutions (MFIs) have
innovated new services like mobile banking, busnascounts, SME loans, school fee loans,
financial trainings and partnerships. Other Micrnodface Institutions (MFIs) have networked
their offices, opened new branches and innovate meaucts in a bid to grow their firms.
Besides, there was strong positive correlation eetwfinancial growth and reason like

addressing clients’ needs, clients’ retention atlicing transaction time.

2.3.2 Financial Institution Innovations

This is the introduction of new institutions or esigning of the institutions to strategically serve
the target market segments appropriately. It ine®lwerging, splitting institutions to their
specialties or inclusion of the related servicesisTenables these institutions to maximize on
capital and serve different target groups effetyivénstitution innovation has introduced
economies of scale and uses of technology effeativevations have brought costs and interest
rates down for MFIs. It has brought a vast oppotyufor MFIs to offer more micro financial
products to both rural and urban household under mof. These include additional loan
products, such as housing, auto and educationjmawance schemes for health, life and assets,

bill payment hence benefitting through economiesaaile.

Imady and Seibel (2003) argue that financial ingths innovate to expand the product
distribution channels. Innovation has increaseddik&ibution channels to reach more people in
rural and urban centers by use of cheap and afitedaeans of distribution like agencies of
some commercial banks have gone viral in the cguodlay like KCB Mtaani, Co-op Jirani,

Equity agent and these cuts down costs of operation

2.3.3 Process | nnovation

These are technological processes that increaggeaffy and effectiveness with regards to
payment systems, communication, computing and a@mss clearing methods. These are
aimed at reducing transaction costs, reduce il balances | response to higher interest rates

and take advantage of quicker computer transactipimnerty, 1988). The notable feature of
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process innovation among the commercial banks és dlectronic banking which all the
commercial banks in Kenya have introduced in thenfof ATMs, internet banking and
telephone banking to access the banking serviagscemveniently, fasts and around the clock.
Also the RTGS system which is a type of funds ti@nmechanism where transfer of money
takes placefrom one bank to another on real time and Groasis. Real time means the
transactions are processed as they are receivesds Gettlement means the transactions are
settled on one to one basis without batching witly ather transaction. RTGS system is
primarily for large value transactions. As soontrassactions are remitted by the paying bank
they are credited in the receiving bank.

Kamotho (2009) carried out a study on mobile PhBaaking: Usage Experiences in Kenya.
The study covered the two main dominant mobile bankervice providers- Safaricom and Zain
— during the three year period 2006-2008, from ptioe with total outlets of 8000 agents. This
number tripled compared to 876 branches and 142¥1 #&f commercial banks (CBK, 2008).

Kamotho; observed that Competition triggers innmraaind creativity. Continuously innovation
not only yield new products but rather promotescefhtly in the performance of activities.

Hence lowering the transaction cost. Contrary tputer wisdom that mobile phone money
services are meant for funds transfer and remiggnbis findings concluded that 96% of
respondents used M-Banking service as form of gaeirfunds.

2.3.4 Product Innovation

This is Products diversification through the depet@nt of either new instruments or
modification of the existing financial products asetvices to align them with the client’s needs.
Product innovation can also be seen as bringitidetoew way to solve the customer’s problem
that benefits both the customer and the finanagtitution. Product innovation is done through
the ongoing research and development of new predwservices or ideas which are more
flexible and tailor made to satisfy customers. Rmbdinnovations in commercial banks are
introduced to respond better to changes in marketashd or to improve the efficiency of
services provided. Examples of product innovatiomdude; Airtel and Safaricom introduced
mobile phone money transfer services M-pesa aridl aimoney to tap the potential for small

scale transactions at reasonable costs. Equity Barsk partnered with Safaricom to introduce
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the Mkesho service. Bank accounts tailored for ifpeage groups such as Co-operative
Bank's Jumbo, Junior account, Diva and X Bank ant®of Standard Chartered Bank, Bankika

and Biashara accounts of Kenya Commercial Bank

Orry (2011) in his study on product differentiatias a strategy for sustainable competitive
advantage in Banks issuing credit cards found loat banks do operate in a very competitive
market and with product differentiation strategeyhwill achieve a sustainable competitive
advantage and with this commercial banks needdogréze visa and master cards and identify
its appropriate market for processing payments austlas they will help the banks develop their
own brand image and separate themselves fromdbeipetition by being different thus achieve

a sustainable competitive advantage.

Companies persistently are striving to create mashss for differentiating themselves from
their competitors within the market (Barney, 200Cpmmercial banks have been forced to
dissect their business processes for the purpodetefmining what product to develop and offer
to the market so as to attain a competitive adggntdne adoption of bank credit and debit cards
in delivering financial service has been a key tasging and retaining competitive advantage
(Foster and Kaplan, 2001).

2.4 Empirical Review

During the innovation time between 1960s and 1988gercentage of non-interest income rose
tremendously as new products add off-balance siatrities increased. The high interest rates
can be reduced by increasing completion and fimhmenovation. Franklin and Federic (1995)

analyzed the effect of innovation on the bank’®me within the innovation period.

Generally financial innovation brings about finacdeepening, increased lending, financial
flexibility and ability to monitor loan recipienthat eases burden of default for lenders, which
allows reduced interest rates on loans (Roussé®i8)1Fame and White (2004) in their study
on innovation among banks revealed the number afidhres of a bank induces centralization

therefore necessitating for the adoption of innmmatechnology to encourage better decision
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making. Regulation does spur financial innovatidmlevdiffusion of new technologies by banks
is positively relates to institution size. Also thdoption of new technologies by consumers is
positively related to an individual's education amtome. The welfare effects of financial
innovation appear to be generally positive. Moredheés study targeted the American banking

sector which is somehow very different from the i@mbanking sector.

Chege (2008) notes that the success of finanam@viation can be pinpointed quite precisely to
the method of its implementation. A successful watmn lies in the commercializing the new
products quickly to benefit from first mover advage. Kihumba (2008) analyzed the reason for
innovation and performance of 43 banks between 2&@fd 2007, how each factor caused
innovation in the Kenyan market and how innovati@s increased annual revenue, business
volume, customers’ turnover, and reduced costspefation, facilitate expansion of the market
share and geographical coverage of the bank. Acgprid Kihumba (2008) some financial
institutions do innovate to utilize their excespagty and to maximize its revenue within the

existing capacity.

Mugo (2012) showed that financial innovations wererucial growth strategy adopted by
various Micro Finance Institutions. He showed timaist Micro Finance Institutions (MFIs) have
innovated new services like mobile banking, busnascounts, SME loans, school fee loans,
financial trainings and partnerships. Other Microdface Institutions (MFIs) have networked
their offices, opened new branches and innovate mealucts in a bid to grow their firms.
Besides, there was strong positive correlation eetwfinancial growth and reason like

addressing clients’ needs, clients’ retention atlicing transaction time.

2.5 Summary of Literature Review

Financial innovation is a key feature of the woglcbnomy, and has important implication for
management of risk and for securities and politigagkem yet it remains little studied outside the
economics and business studies (The Economist,)20@slay the financial market is very

competitive and customer complex needs keep chgradirihe times and for commercial banks
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to be competitive in the banking industry they néedealign their financial innovations with
their strategies that impact their competitiveneserder to gain a competitive edge over other
players in the market if not then they will clodeop. This will be resourceful to the future
scholars and other interested parties in the fiahmoarkets, as it will reinforce the existing

knowledge pertaining to reasons for innovation,es/mf innovations and effect of financial

innovation.
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction

This chapter outlines how the research was condwstd how data was analyzed, with different
sections showing the research design, target populssample size, data collection and data

analysis.

3.2 Research Design

This research problem was studied through the uUsa @escriptive survey design that

was aimed at examining the effect of financial imabon on the competitiveness of

commercial banks in Kenya. According to Donald &aanela (1998), a descriptive study is
concerned with finding out the what, where and lodv@ phenomenon. Descriptive surveys are
used to develop a snapshot of a particular phenomen interest since they usually involve

large samples. The focus of descriptive researdhascareful mapping out of circumstances,
situation or set of events to describe what is bapy or what happened (Donald, 2005).

3.3 Target Population

The population study comprised of all the registecmmmercial Bank (appendix I) who
were all drawn from the finance directory obtairfexm Central Bank of Kenya. There were
43 commercial banks as at*3December 2012 whose mandate is to receive depaosit

give credit to customers. A census survey was cotedu on all the forty three (43)
registered commercial banks. This is because thmilption was considerably small and

manageable.
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3.4 Data Collection Method

Data was collected from primary source using sestriictured questionnaire based on a six
point likert scale. Strauss (1990) argues thakgsint scale eliminates the clustering which is
common for an odd numbered likert scale. The rebequestionnaire targeted the managers
and senior employees of commercial banks assumelet&nowledgeable on matters of
innovation. The questionnaire consisted of bothsedb and open ended statements to
contextualize and understand the respondents’ p@gooewith regards to both quantitative and
gualitative aspects of financial innovation. It hidmlee parts namely firm’s details, financial
innovations and the effect of innovations on contpeness. To ensure reliability of the data,
the questionnaire was self-administered, which leoathe researcher and the respondents to

interact and obtain reliable and accurate respdaseop and pick later method was used.

3.4.1 Data Reliability and Validity

Reliability of questionnaire was evaluated be uge€Cmnbach’s Alpha which measured the
internal consistency. Cronbach’s Alpha was caleddiy the application of SPSS for reliability
analysis. The value of alpha coefficient rangednfi@1 and was used to describe the reliability
of factors extracted from dichotomous and or moitip formatted questionnaires or scales. A
higher value shows a more reliable generated sCaleper & Schindler (2008) has indicated 0.7

to be an acceptable reliability coefficient.

3.5 DataAnalysis

Data was analyzed to be understood very easily lmpramon man. Before analysis, the
researcher picked the questionnaires from the relpus thoroughly examined the data and
checked for completeness, edited, classified ad@dohe data. A descriptive statistic analysis
was used to analyze the coded quantitative dateséyf SPSS software and presented through
percentages, frequencies, mean scores and stasheldatdion. The presentation of the data was
done through tables for ease of understanding aatysis. Content analysis was used to test
the qualitative data or the aspect of the data fiteenopen ended questions to capture the effect

of financial innovation in their operations.
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3.5.1 Data analytical Model

After data analysis the research variables’ retatiip was portrayed in a model to link the
competitiveness to innovation variables. Analyticeddel is a mental construct consisting of a
set of elements in interrelation (Hagen 1961). Researcher used multiple regression analysis
because we were studying the relationship betwedgpandent variable and more independent
variables. Competitiveness that was used for tlipgse of this study constituted the element of
financial performance; that is operational (funtity competiveness being the depend variable

on the regression model.

The variables of the study comprised of the comtipenhess of commercial banks as the
dependent variable and the financial innovationghasindependent variables. The Multiple
regression model was used to test the effect anfiral innovation on competitiveness of
commercial banks in Kenya. The basis of the regrassodel was to express Competitiveness

as a function of financial innovations in the study

The multiple regression analysis model equatiorl wess:

Competitiveness 0 + B1(Institution innovation) +p2(Product Innovation) #33(Process

Innovation) +34 (Technological innovations)+

This model was simplified to;
Y = B0+ p1X1 + p2X2 + B3X3 + p4X4 +¢

Where by

Y = represents Competitiveness of Commercial Bardepandent variable.
X1 = Institutional innovations

X2 = Product Innovations

X3 = Process innovations

X4 = Technological innovations

21



B0 = is the constant factor value of the interceptariables Y and Xi measuring average value
of Y when Xi=0

Bl, 2, p3 andp4 are coefficients of determination

€ = Error term being the difference in value betwtenith observation and the model expected
to be equal to O.
The study used the ANOVA to test the level of digance of the model of the independent

variables on the dependent variable at 95% levsigpfificance.

For measuring independent variables, in order terdene their values, the following criterion
was used;

Institutional innovation - where there was an agamtationship the value that was assigned was
1 and where an agency relationship did not exestetlue that was recorded was 0.

Product innovation - where there was product intiomahe value that was assigned was 1 and
where there was no product innovation the valuewias recorded was 0.

Process Innovation - where there was wide accdsartking services the value that was
assigned was 1 and where there was no wide aacessiking services the value that was
assigned was 0.

Technological innovations - where there was usgr@dit and smart cards in doing business the
value that was assigned was 1 and where there evasenof credit and smart cards the value

that was assigned was 0.
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CHAPTER FOUR
DATA ANALYSIS, RESULTS AND DISCUSSIONS

4.1 Introduction

The chapter presents the results of the analyisidinfjs and interpretations on the effect of
financial innovations on the competiveness of conemebanks in Kenya. The results were then
presented in the form of tables where qualitati@dvas analyzed through MS Excel and SPSS

statistical software analyzed through coding.

4.2 Findings

The target Population of the study was 43 banksrevbg 38 respondents out of 43 registered
commercial banks returned the filled questionn#ia was given out to them and secondary
data collected from various publications and bam&bsites. This represents 88.4% response rate
which is actually a good representation of thedapppulation.

From the data collected from the questionnaire8p @8 the respondents agreed that there is a
direct relationship between financial innovatiord grofits, growth of banks. The respondents
noted that without financial innovation, many bank&enya could have collapsed or have very
serious financial problems. The questionnairesectd#ld qualitative data as well as small
insignificant quantitative data that provided infation on the level of financial innovation
adopted by commercial banks.

Based on the secondary data collected from banidécptions, websites and the central bank of
Kenya, there was enough evidence to suggest thayakeommercial banks have had leap in
profitability especially when the first ATM startéd gain ground with customers.

Other related studies carried out by Paul Volckarggested that some types of financial
innovations  are driven by improvements in corepaind telecommunication technology. For
example (Paul Volcker, 1998) suggested that fortrpesple, the creation of the ATM was a
greater financial innovation that asset-backed rsezation. Others types of financial innovation

affecting the payment system include credit anditdedrds and online payment systems like
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Paypal. These types of innovations are notableusecthey reduce transaction costs especially

for the banking sector.

4.2.1 Effect of card transactions on sales of commer cial banks

Table4.1: Cards Transactions/Usage (Millions)

MEASURE 2011 2012 Change (%)

Number of Cards 10.1 10.7 5.9 0.0594059

Number of ATMS 2,205.0 2,381.0 8.0 0.0798186

POS Terminal Number 16,604.0 18,478.0 11.3 0.112864
Transaction Volumes 122.4 224.6 83.5 0.8349673
Transaction Values 577,852|0 1,009,758.0 74.7 @33a

Source: Research Findings

Table 4.1 shows that payments card usage grewgsgranterms of automated Teller machine
(ATMs) cards, credit & debit cards, and point ofleSEPOS) terminals in 2012 compared to
2011.The number of transactions and the equival@hie increased from 122.4 Million
transactions worth KES 577.9 Billion in 2011 to Z2Million transactions worth KES 1,009.8
billion in 2012.From this increase we see a diretationship increase in card issued results into
an increase in the card users thus we see the gadfitnansactions and values in 2012 increased
by 83.5% and 74.7% respectively, it shows that n@gple are embracing technology.
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4.2.2 Extent to which Innovations have benefited Banks
Five statements were used to assess the extertioh ywmnovations has benefited commercial

banks operations. A summary of the responses ataioed in table 4.2.

Table 4.2: Extent to which financial innovations have benefited commercial banks

Qualitative VLE |LRE |LE |HE | GE VGE | Total Standard
Variable f f f f f f f Mean Deviation
Customer

satisfaction 0 0 0 7 7 24 38 5.45 0.80
Transaction time| 1 1 1 8 4 23 | 38 5.16 0.74
Reduced

customer queue

in the hall 0 0 0o |8 9 21 38 5.34 0.77
Client retention | 2 4 1 5 6 20 38 4.82 0.68
Enable Banks

fight competition| 0 0 0 |10 |11 17 38 5.18 0.73

Source: Research Findings

Table 4.2 shows the extent of the effect of inniovet on the competitiveness of commercial
banks. From the findings Customers satisfacti@guced customer queue in the halls,
transaction time, and enables banks fight compatithave been enhanced by financial
innovations in commercial banks operations to & \ggeater extent as indicated by a mean of
5.45, 5.34, 5.16 and 5.18 with a standard deviaifdh80, 0.77, 0.74, and 0.73 respectively. The
study found out that financial innovation does havereat impact on client’s retention as
indicated by a mean of 4.82 and standard deviaifdh68. This clearly indicate that financial
innovations affect the competitiveness of commérdanks as it enhances customers
satisfaction, reduces transaction time and custgueues in banking halls and enables banks to

fight competition in the market to a very greateteat.
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4.2.3 Regression Analysis

A multivariate regression model was applied to thestrelationship between financial innovation
and competiveness of commercial banks in Kenya.
The regression used in this model was

Y = B0+ B1X1 + p2X2 + B3X3 + p4X4 +¢

Where by

Y = represents Competitiveness of Commercial Bartkstwis dependent variable.
X1 = Institutional innovations

X2 = Product Innovations

X3 = Process innovations

X4 = Technological innovations

B0 = is the constant factor value of the interceptariables Y and Xi measuring average value
of Y when Xi=0

BL, 2, p3 andp4 are coefficients of determination

€ = Standard Error

Model summary

Table 4.3: Model summary

Mode | R R Square Adjusted R Square | Std. Error of the Estimate

1 0.916 (a) 0.839 0.744 0.4436

a. Predictors ( Constant), product, process, Institutional technology

Source: Research Findings
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From table 4.3 the study results under column Rasgjis the measure of how the variability in
the outcome is accounted for by predictors anddébed the coefficient of determination. It
gives the extent to which competitiveness of conumébanks varies with variation in types of
financial innovation. From the table above the gabf R square is 0.839 which means that
product, process, institutional and technologiocalovations accounts for 83.9 % of the level of
variability on the changes of sales of commerceiks at a confidence level of 99.95%. The
adjusted R square gives us how well our model gdéimes from the table, 0.744 is the value for
Adjusted R square which means it would account7m®% variance in change of sales of

commercial banks.

Table4.4: ANOVA (b) Analysis

Sum of .
Model Squares df Mean Square | F Sig.
Regression 2.534 3 1.267 7.563 0.0236 (a)
1 Residual 9.307 35 2.327
Total 3.465 38

Source: Research Findings
A) predictors: product, process, Institutional andhtedtogical innovations

B) Dependent Variable Competitiveness

The strength of variation of the predictor variabiefluences the competitiveness of commercial
banks variable at 0.023 significant levels. The tiplé regression results indicate there is a
significant relationship between the variables afamcial innovation and the level of

competitiveness of commercial banks in Kenya witie$t 7.563 at significant level of 5%.
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Coefficients of Deter minants

Table 4.5: Coefficients (a) of deter minants

Model Unstandardized Standardized
Coefficients Coefficients
B Std. Error Beta t Sig.

1 (Constant) 1.157 0.335 3.454 0
Product Innovation| 0.797 0.213 0.167 3.741 0
Process Innovation 0.897 0.241 0.076 3.721 0.012
Institutional 0843 | 0.215 0.186 302 | 0
Innovation
Technological
Innovation 0.88 0.225 0.186 3.9111 | 0.011

Source: Research Findings

The study results under table 4.5 indicate thatrethis a direct relationship between
competitiveness and technological and process attians while the rest of the variables remain
positive on their relationship with competitivenessom the above regression model it was
found that competitiveness of commercial banks Wde at 1.157 holding product, process,
institutional and technological innovations constaf unit increase in product innovations
would lead to increase in sales in commercial bamka factor of 0.797, a unit increase in
process innovation would lead to increase in shajea factor of 0.897, while a unit increase in
institutional and technological innovations wouéd to increase in sales by a factor of 0.843

and 0.88 respectively.
Test at 5% (0.05) significance level, all the vhalés under review are significant since their P

values (sig) is greater than 0.05 (p>0.05) for afllthem. The study used values under

unstandardized coefficients B for the coefficiefuis the variables. This indicates the extent to
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which each of the variables affect competitiveraasd it further gives weight of each and every

one of them on competitiveness.

Y=1.157+0.797X1+0.897X2+0.0843X3+0.88X4
Where

X1 = Institutional innovationX2 = Product Innovation¥ 3 = Process innovations
X4 = Technological innovations

The study found out that there is appositive refethip between competitiveness and process
and Technological innovations in commercial bankdenya clearly indicating that effective
process and improvement in technology enhances eoomh banks to perform very much
effective and efficiently thus influencing the fimaal performance of banks in Kenya.

4.3 Inter pretation of the Findings

The researcher sought to determine the relationsbtpreen competitiveness of commercial
banks and financial innovations where the researcdo&ducted a regression analysis to
determine the coefficient of each variable on thmpetiveness. From the model study results
the R square is a measure of how much the vatlnilithe outcome is accounted for by the
predictors. It was found out that its value is @.8®&hich means that product, process,
institutional and technological innovations acceutar 83.9% of the level of variability on the
changes of competitiveness of commercial banks.atiested R square informs us of how well
our model generalizes the variables. The adjustedure is 0.744 indicating that there was a
variation of 74.4% of competitiveness with variation financial innovations practices. This
reveals that there exists strong positive relahgndetween competitiveness and financial
innovations types influencing the competitivenegscommercial banks in Kenya clearly
indicating that effective implementation of procegsoduct institutional and technological

innovations influences the competitiveness of conerakbanks in Kenya.

The study results indicate that Technological iratmns has a direct relationship with

competitiveness of commercial banks meaning whesfeniological innovations are implemented
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then the banks performance was up and competitsgeokthe bank had a positive relationship
with the process banks offered to the customersningahat whenever the competitiveness
moves in a particular direction, technology andcpes innovations being implemented will also
move in the same direction. The study results lees booking at the absolute values indicated
that process innovations has a greater weight ithemes to determining the competiveness of
commercial banks as it had 0.89 followed by tetdnp at 0.88 then Institutional (0.84) while
product innovation (0.80) was the least.

Commercial banks have stepped up efforts to opere lo@anches. This move is meant to tap
into huge deposits and facilitate faster processinipan applications according to the Central

Bank of Kenya (CBK) Bank Supervision Annual Ref20fl2. Latest data from the CBK shows

that total branch network of the Kenyan banks h@sen by 20 per cent to 209 branches in the
last three years despite agency banking model beifayce. The total number of outlets grew to

1,272 in 2012, up from 1,063 in 2010. CBK projattsre branches as the county governments
undertake various measures to increase their edonactivities. Bank branches increased by

111 branches last year with Nairobi County accawntor the highest number of new branches
in 2012.

Nairobi County recorded a growth of 53 branchedo¥otéd by Mombasa County with 10
branches and Kiambu County nine branches. Howdwanchless banking model, which was
proposed in the budget for 2009 /2010 financialry@dows banks to extend their footprint
through agencies with wide distribution networkkeTintroduction of agent banking has enabled
financial institutions to provide banking servicés a cost effective way, which has
benefited customers. It has also enhanced finkmacieess and inclusion, especially for the
unbanked population. It is argued agency bankingnigkely to undermine or destabilize the
branch system. It may only rationalize it, sincerag typically do not replace existing branches.
They only extend their reach and agents requiredes as hubs for cash handling services and

banks require locations which can provide oversighsurrounding agents.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction
This chapter summarizes the research findingsr@anéial innovations adopted, its effects on the
competitiveness of commercial banks, recommenddtompolicy and practice and lastly the

suggested areas for further research on finarmoahation.

5.2 Summary

The objective of the study was to determine thesctffof financial innovation on the
competitiveness of commercial banks in Kenya. Thelys addressed financial innovation in
terms of the process, product, institutional artht@logy innovations that are being used by

commercial banks in Kenya.

This study adopted a correlation analysis so agetermine whether there exist a relationship
between the predictor and dependent variableseostirdy. The target population of the study
constituted of 43 registered commercial banks inny@e who were senior managers,
relationship/branch managers. The study admindtdie questionnaires which included
structured and unstructured questions to all red@ais since it was the most appropriate way to
gather information, secondary data was derived fb@anks websites, central banks websites.
Descriptive statistics as mean, standard deviadioth frequency of distribution were used to
analyze the data. 38 respondents out of 43 regéstesmmercial banks who returned the filled
guestionnaire that was given out to them. Thisesgmts 88.4% response rate which is actually a

good representation of the targeted population.
From the findings the study established that p®aasd technological innovations affect the

competitiveness of commercial banks to a very gegtnt. The study established that many of the

respondents agreed that there is a direct reldtiprizetween financial innovation and financial
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performance in terms of profits and growth of barnkse respondents noted that without financial

innovation, many banks in Kenya could have colldpsehave very serious financial problems.

From the research findings, the Kenyan commercaikb should conceptualize financial
innovation as a means to be competitive in the gtal®ommercial banks make decisions to
conceptualize financial innovation due to the bagkindustry pressure in offering quality
products, enhancement of effectiveness of the bané#smprove competitiveness in the market.
Most of the commercial banks have opened a branchooe in the last 5 years so as to be able
to bring banking services more closure to customdsst banks have collaborated with other
agencies in providing some banking services inrthehalf like Pesa point, Kenswitch, which
offers a wide range of access to various banks ar&tthus enables customers to access their
accounts at any point in time without necessarding to their banks to access money. Also
Safaricom for money transfers and also it has erdgthrmobile banking via the palm of

customer’s hands thus enabling banks to offer sesvio customers round the clock.

The research findings proved that financial innmrahas contributed to the expansion of the
services offered by banks in the market. It hasugind about the degree of openness.
Implementation of financial innovation makes comamdr banks to save great resources and
reduces costs of operations, reduces cost peracams in banks operations and enables
commercial banks in Kenya to satisfy their cust@hereeds. With the implementation of

product, process, institutional and technologicalovations makes commercial banks become
more flexible in their operations as it leads toduction of quality products and expend the

banks market shares.

The study found out that financial innovation asldad commercial banks differentiate their
products, develop new products in the market amutore quality of existing products, increase

its specialization and division of labor.
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5.3 Conclusion
From the summary, it can be concluded that findnriaovations has a strong positive
correlation with competitiveness of commercial bards shown in table 4.5, therefore the

research encourages the industry to adopt finaimrialvation to promote their competitiveness.

The study concludes that commercial banks in Kdraage conceptualized financial innovation
as a means to create impact in their performandeeimndustry due to the dynamic nature of the

ever changing customer needs.

From the results it can be concluded that the dutction of agent banking has enabled financial
institutions to provide banking services in a ceff¢éctive way, which has benefited customers.
It has also enhanced financial access and inclusgpecially for the unbanked population. It is
argued agency banking is unlikely to undermine estabilise the branch system. It may only
rationalise it, since agents typically do not replaexisting branches. They only extend their
reach and agents require branches as hubs foheasling services and banks require locations

which can provide oversight for surrounding agents

5.4 Policy Recommendations
Based on the findings of the study financial inntaagreatly contributes to the competitiveness
of financial institutions and it should be employeyl firms who wants to increase or achieve

success in their financial performance in commét@aaks.

The research also recommends that a well stragtgumvation process preceded by a market
research to ascertain the market needs and cormpetiends is fit to spur commercial banks

performance.

From the finding, it is recommended that managenoérdommercial banks in Kenya should
invest in the latest technology such as internekiog and mobile banking as a way of providing
banking services. This is because more and moreg/dfesnare acquiring mobile phones and
would be desirable for commercial banks in Keny#aoin to this huge and growing market to

improve their profits.
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5.5 Limitations of the Study
Finance industry is a very competitive industrysthmany respondents had fear of disclosing
some pertinent information which could be instrutabm coming up with a good and reliable

findings.

The study focused on the concept of financial iration as a key contributor to competitiveness
of commercial banks although there are other factbat contribute to competitiveness of
commercial banks whose effect could not be disgsghfrom the financial innovations.

The limitation of time constraints in undertakigetresearch project as a lot of time was spent
on planning, finding instruments to collect dataalgzing data and all other processes necessary

to make and implement the project.

5.6 Suggestions for Further Research

This study identified a number of suggestions totHer research.

The study determined the effect of financial inrtaaon competitiveness of commercial banks
in Kenya. The study recommends that further stutyukl be carried out to investigate the

challenges of financial innovations on competitess of commercial banks.

The study also recommends a study on the percepbbrtustomers on financial innovation

since the pace of financial innovation by commaeio#anks in Kenya is still not fully embraced.

The study recommends a further research shouldab@ed out to determine the challenges
affecting implementation of financial innovatiomshanking institutions focusing on commercial

banks.

Legal and regulatory framework is not well harmedizacross borders in case of mobile
banking, customer/consumer protection in the arkanobile banking and lack of global

technology standards; this should be the focusiturd research.
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The role of technology in spurring new financiah@wvations. Do innovations occur every time
new technology comes into place? The study recordman to whether new innovations occur

whenever new technology is realized.
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Appendix |:List of Ccommercial Banksin Kenya asat 31 December 2012

=

African Banking Corporation Ltd.
Bank of Africa Kenya Ltd.

Bank of Baroda (K) Ltd.

Bank of India

Barclays Bank of Kenya Ltd.
CFC Stanbic Bank Ltd.
Charterhouse Bank Ltd.

Chase Bank (K) Ltd.

. Citibank N.A Kenya

10. City Finance Bank Ltd.
11.Commercial Bank of Africa Ltd.
12.Consolidated Bank of Africa Ltd.
13. Co-operative Bank of Kenya Ltd.
14.Credit Bank Ltd.

15. Development Bank of Kenya Ltd.
16.Diamond Trust Bank (K) Ltd.
17.Dubai Bank Kenya Ltd.
18.Ecobank Kenya Ltd.

19. Equatorial Commercial Bank Ltd.
20.Equity Bank Ltd.

21.Family Bank Ltd.

22.Fidelity Commercial Bank Ltd.
23.Fina Bank Ltd.

24.First Community Bank Ltd.
25.Giro Commercial Bank Ltd.
26.Guardian Bank Ltd.

27.Gulf African Bank Limited.
28.Habib Bank A.G Zurich
29.Habib Bank Ltd.

30. Imperial Bank Ltd.
31.Investment & Mortgages Bank Ltd
32.Kenya Commercial Bank Ltd
33.K-Rep Bank Ltd

34.Middle East Bank (K) Ltd.
35.National Bank of Kenya Ltd
36.NIC Bank.

37.Oriental Commercial Bank Ltd
38.Paramount Universal Bank Ltd.

©oNOoOOAE WD
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39.Prime Bank Ltd.

40. Standard Chartered Bank Kenya Ltd

41.Transnational Bank Ltd.

42.UBA Kenya Bank Ltd.

43.Victoria Commercial Bank Ltd.

Source: Central Bank of Kenya websitew.centralbank.go.ke
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Appendix I1: Research questionnaire
PART A: BANK INFORMATION

Please tick the category you fall in where appropriate

1. Name of YOUr DaNK...... oot e e
2. Your postinthe Bank.........coooiiiiii e
3. Number of managerial IEVEIS? ............uuimmmmmmmeeeieeeeeeeerrr e
4. Number of employees
Below 50 ( ) 51-100 ( ) 101-500( ) 501-1000 ( )
Over 1000 ()
5. Number of branches?
Below 10 ( ) 11-30 () 31-50( ) over 50 ()
6. Has your bank adopted an agency relationship? Y)asdd ( )
7. Company Ownership. Please tick appropriately
a) Is the bank a Public or Private company?
i Public ()
i. Private ( )

b) Is the bank a local or Foreign Bank (foreign=50%eign ownership)
I Local ()
. Foreign ()
c) Does the Government of Kenya own any of your sravess ( ) No ( )
If Yes, what Percentage of the total share....................%
d) Is the bank listed in the Nairobi Security Mark¥es ( ) No ( )
e) Is the bank listed in any other stock Exchange? (YgsNo ( ). If Yes,
Please indicate which stock exchange and

COUNEIY .ottt et et e e e e e e e e e e,
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PART B: FINANCIAL INNOVATION

8. Indicate the number of new branches that your baak opened in the last 5 years

9. Has your bank teamed up or collaborated with ahgrodbrganization? Yes ( ) No ().

If yes, specify the firms involved i................coiiiiiinnie B,

10.1s the bank keen on innovation of new productssardices? Yes ( ) No ( ). If yes, how

often are the new products and services produced
a) Annually ()
b) Quarterly ()
c) Bi - Annually ( )

11.Table below shows different kind of products andvises kindly indicateY ES/NO
whether these products and services were availalyleur banks in the years mentioned?

Categories 2008 2013

ATM

Mobile Banking
Money transfers
services
E-Banking/Internet
banking

SMS banking

Branch network
expansion

Islamic banking
products

Loans (SME, Group,
mortgage, asset
finance)
Agency banking
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Credit & smart cards ‘ ‘ ‘

12.1n the table below indicate the extent to whichheatthese variables has benefited from
financial innovations in a scale of 1 to 6. Witlsttongly Disagree and 6 Strongly Agree
please markX) where appropriate

Qualitative Variable 1 2 3|4 5 6

Customer satisfaction

Transaction time

Reduced customer queue in the hall

Client retention

Enable Banks fight competition

Others ( Please specify)
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PART C: GENERAL INFORMATION

Please kindly rate the below statements by tickinghe appropriate box;
Key: 1-Strongly disagree; 2-Fairly disagree; 3-Qree; 4-Agree; 5-Fairly Agree;

6-Strongly agree

Product Innovation 1 2 3 4 5

Being on the fore front with new product
innovation and solutions to beat competitjon
increases sales

Being laid back and only respond after the
competition has launched something new that
challenges your comfort

Offering of mobile money transfer services
enhances banks tap the potential for small
scale transactions at reasonable costs

Developing products and services tailored |for
specific groups increases market concentration

Creating several product and service optipns
targeting the same customer segment increlases
bank sales

Having a specific customer segment with a
relatively low pricing increases the banks
market share

Having specific product features that make it
stand out from the competition increase market
share
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Process | nnovation

ATMS saves customers time in serv
delivery

ce

Telephone Banking provides increas
convenience, significant time saving
customers

ed

Internet banking offers more convenience and

flexibility to customers and control over the

banking

r

EFTPos saves customers time and energ
getting to bank branches or ATMs

y in

Branch networking offers quicker rate of inter-
branch transactions as the consequence of

distance and time are eliminated thus incre
bank productivity

ase

PC banking establishes a branch in

the

customers’ home enhances customer

satisfaction

Use of RTGS and EFT payment systems
enhanced banks clearing customers paym
in real time

has
ents

I nstitutional Innovation

1

Has restructuring in commercial banks paid
in terms of efficiency and profitability

off

Contracting professional service provider
operate their core products and services wi
the bank as agents of the banks increases
sales

to
thin
bank

Having staff hawk from office to office an
pitch desks at malls increases customer bas

d
e

Having designated officer to approach

customers in a given segment incre
customer satisfaction

ase

Opening many branches closer to custon
increases market share of the bank

ners

Getting in stock brokerage services incre

ase

banks market share
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Working longer hours enables the bank
increase service delivery to customers

to

Technological Innovation

1

Technological tools and techniques t

nat

support the sales process increases market

reach

Technological innovations ensure that the b

ank

offer services and products that are adapted to

the needs and wants of focus customers

Has a positive impact on transfers, payme
deposits and withdrawals in financ
transactions of small businesses

Nnts,
al

It is a cost effective, reliable and simple way of
conducting business and reduces the instances

of human error

Lowers the costs of serving low-income

customers

Use of radios, television and internet channels

as enhance marketing of banks products

Through use of technology the bank is able to

offer services professionally

THANK YOU FOR YOUR SUPPORT
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Appendix I11: Questionnaire Cover letter

September 2013,

Dear Respondent,

Re: MBA Research Project:

This Questionnaire is designed to gather datasinédion pertaining to financial innovation in

Commercial banks in Kenya for academic purpose.only

The study is being carried out for management ptgaper as partial fulfilment of the Degree
of Masters in Business Administration at the Unsigrof Nairobi.

Your responses shall be treated with maximum cenfidlity and in no instance your name will

be mentioned in my report.

Your cooperation will be highly appreciated.

Yours Sincerely,

Ogutu Victor Onyango

MBA Student

REG NO. D61/60403/2010
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