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ABSTRACT

The business environment has changed and it has bearacterized by stiff
competition among the players and the banking imgua Kenya is no exception.
Competition amongst the commercial banks has pufettanks towards becoming
more innovative. This study therefore sought aycaut an analysis of financial

innovation in the Kenyan banking sector.

The objectives of the study were to analyze finaln@inovations in the Kenyan
banking sector and to determine the motivationsghts and challenges of financial
innovations in the Kenyan banking sector. This wasensus survey of financial
innovation in the Kenyan banking sector, motivatibenefits and challenges of the
innovations in the last 15 years. The study usémgy data collected by use of a

guestionnaire designed and administered througbp“ednd pick technique”

The findings of the study indicated that most c# targe and medium sized banks
innovated regularly while small sized banks werkt §ietween innovating regularly
and on rare occasions. In terms of ownership, bavits government participation
were lead in terms of innovating regularly followes privately owned domestic
banks, then foreign public owned banks while fanesgvned, private banks were on
the bottom of the list in terms of innovating remiy. In terms of length of operation,
those that been operating in Kenya for 5 to 153&@80% of them undertook financial

innovation regularly.

Most of the innovations were introduced in the per2006-2009. These include
ATMS, SMS banking, internet banking, youth orientctounts, women oriented
banking and children accounts. There are a numb@ramlucts that had yet to be
introduced by many banks, these include, credids;arisk management, and agent
banking.

Improved customer service and increase in banknievevere the benefits that most
of the respondents were in agreement with, broadpout by financial innovation.
There are various challenges that banks facedaptamh of financial innovation. On
top of that list is introduction of similar prodscby competitors and customers poor

response to innovative products.
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CHAPTER ONE: INTRODUCTION.

1.1 Background of the study

Kenya’'s banks like other organizations are operiesys operating in a turbulent
environment; their continued survival depends anahility to secure a “fit” with the
environment (Cole 1990, Ansoff and McDonnell 198@arce and Robinson 1997,

Thompson and Strickland 1996, Johnson and Schéi3, Davenport 1993).

The traditional banking products are homogeneous iatangible (Kotler, 2000)

which present a constraint to banks that are desiod differentiating themselves to
the targets markets, (Aaker, 1996). Banks musetber innovate regularly to provide
an array of products and services that will delivalue to their customers hence
enabling them to earn more revenue, embark onsaadtg opportunities and growth

(Kotler, 2000, Aker, 1996).

In the past Kenyan banking sector was dominatealiggpolistic foreign banks such
as Barclays bank and government owned banks sudiatisnal bank and Kenya
commercial bank .However since mid 1980’s locallyned private sector banks such
as Equity bank and Faulu Kenya emerged and haveediaa significant share of

banking and financial markets.

Commercial banks have now engaged in provisiom ofide variety of financial

services unlike in the past where they were rdstiito just deposit taking, paying out
money and issuance of loans business. The practaess and technique of banking
have changed substantially in recent years withymastitutions adopting more
complex banking products and services designedhke tisk in order to enhance

income.



Advances in telecommunications, information tecbggland financial theory and
practice have changed the way banking sector ceriziiginess. Commercial banks
are always trying to come up with ways of minimgithe potential risks which
includes credit risk, capital risk, interest raigky foreign exchange risk, among others
while at the same time trying to maximize the shal@ers wealth, and this has led to
introduction of new products, services, productjprocesses and organizational

forms.

1.1.1 Financial Innovation

According to Turfano, (2002), financial innovatiosm the act of creating and then
popularizing new financial instruments as well aswnfinancial technologies,

institutions and markets. Ho (2006), defines finahimnovation as the emergence of
financial products or services, new organizatidioain, or new processes for more
developed and complete financial markets that redumsts and risks, or provide
service that meets particular needs of financiatesys participants. White& Frame
(2009-10) further defines financial innovation asngthing new that reduces costs,
reduces risks, or provides an improved productisesyinstrument that better satisfies

financial system participants’ demands

Financial innovations can be grouped as new pitsdigcg., subprime mortgages) or
services (e.g., Internet banking) which are intatlto enable the banks to respond
better to changes in market demand or to improeeefficiency of the institution. In
addition, product innovations relate to the intraiiton of new credit, deposit,
insurance, leasing, hire purchase and other fiahpeoducts. Another group is new
production processes (e.g., new clearing housejhwive led to increased efficiency

and market expansion, this includes office autoomatind use of computers while



another group is new organizational forms (e.derlmet only banks) which relates to
changes in business structures or setting up a letehpnew service structure this

includes Internet only banks.

According to Finnerty (1992,) and Merton (1992)afncial innovations occurs to
serve the functions of reallocating risk by comiag with many products and
services that are less risky , increasing liquithgyattracting more deposits, reducing

agency costs, reducing taxes or circumventing eg¢gol constraints.

Various theories have been put across to explainfimancial innovations occurs and
they include, Silber’'s (1972) constraint theory,iethis one of the most influential
theories of financial innovation, this theory calesis product innovation as the
response of an organization to the constraintsegdlagon it. The other theory is
Kane’s (1984) technology and political theory whekplain financial innovation as
an institutional response to financial costs crkaby technology. Then there is
Miller's (1986) regulation and taxation theory thatributes financial innovation to
attempts to alter the amount and timing of taxableome. Lastly there is the
Merton’s (1990) market efficiency theory which iased on the notion that financial
innovations are motivated by forces designed taemse market efficiency and

improve social welfare.

1.1.2 Banking sector in Kenya.

The banking sector plays a very crucial role inghenomy by facilitating the flow of
money from the depositors to the borrowers. Thumkb receive money from

customers and lend it out in the form of loansttividuals or businesses.



The banking sector is one of most highly regulegedtor in the world and Kenya is
no exception. Banking sector in Kenya is supervisedl regulated by the

Government through the Central Bank of Kenya armotegislations such as the
company law, Banking Act and various prudentialdglines issued by Central Bank
of Kenya. The sector is highly regulated becausthefrole it plays in the economy
and the need to control the banks from charginty ing¢erest rates to the borrowers

and improper application of customer’s depositanfr.cbk.co.ke.

Currently there are 44 commercial banks and ondgage firm licensed to operate
in Kenya (vww.cbk.co.ke). The number has grown over the years, so hatypes

and number of products the banks offer to the publi

In the late 1990s, a lot of bank failures were essed, with some banks closing
down entirely while others decided to reduce thenlber of branches. However, a
change in tide was witnessed in 2003 and banks thdtceased operations were
reopened and the number of branches increasedrgaige. Banks also started to
serve the small households who in the past wheteufdanked. This trend was
spurred by the licensing of Equity Bank, which @gted as a commercial bank but
targeted the small households and businessesctitms prompted other banks to

shift focus and looked at the untapped low-inconaeket (Business Daily, 2009).

1.2 Statement of the Problem

The business environment has changed and it has bearacterized by stiff
competition among the players and the banking imgua Kenya is no exception.
Competition amongst the commercial banks has putiftetanks towards becoming

more innovative. Oloo (2004) asserted that bamke healized that to stay ahead of



competitors they have to improve their existingduats or come up with completely

new innovations.

In their bid to minimize risk, commercial banks bavecome innovative, coming up
with products and services that are attractiveustamers and that are less risky thus

reducing the bad debt loan portfolio.

The banking sector is very highly regulated by @mvernment through the Central
Bank of Kenya and in order to minimize the effeofsthis strict regulation banks

have come up with new products, services and téobies.

Since the mid 1990s, banks in Kenya have beeningrout financial innovation such
as mortgages, Automated Teller Machines, new savigrounts, reduction in
interest rates, E-banking, stock brokerage seryicssirance services, payments of
utility bills among others , and this has transfedrbanks into a one-stop shop.
Financial innovations have lead to reduction inkrisosts and have increased

efficiency amongst the industry players.

The motivation for innovation, benefits and chafjes of financial innovations in the
Kenyan banking sector are not known. This studylyaea financial innovations,
motivations, benefits and challenges of innovationgshe Kenyan banking sector.
Further, the nature, sequencing and types of fiahnenovations in the Kenyan

banking sector have not been documented.

1.3 Objective of the study

. To analyze financial innovations in the Kenyan haglsector
. To determine the motivations, benefits and chabengf financial innovations in the

Kenyan banking sector.



1.4 Importance of the Study.

The study is important to the following groups:

The study will be used by the government and ingugtgulators to understand the
type of financial innovations in the banking indysand ensure that the regulations

that exist cover all the innovations and no gapstex

The study will be used by industry players like kmand other stakeholders to see

where more innovations are needed so as to enliagiceompetitiveness.

The study will show how creative thinking on thetpef commercial banks in Kenya
can lead to higher profits by showing how and whynmercial banks were creative

in the past and also enable us to obtain a bettespgf how they may be creative in

future.

The study will benefit scholars by adding to thepof knowledge and form as a

basis for further studies.



CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

Financial innovation has become the part and patéinancial institutions in the
whole world. The chapter reviews literature on whst financial innovation;
motivations behind financial innovation, benefitelachallenges faced in the process
of financial innovations and after the innovatidrase occurred. Various theories on
financial innovation will be reviewed as well asrigas studies on financial

innovation.

2.2 The Concept of Financial Innovation

According to Turfano (2002), financial innovatios the continuous development of
new products, services, and technology to deliegvises and products. Financial
innovation is the catalyst behind the evolving fic@al services, industry and
restructuring of financial markets. It represeits systematic process of change in
instruments, institutions, and operating policiémtt determine the structure of
financial system. McConnel and Shwarch (1992) dfsé innovations take the form
of new securities, and financial markets, new potgluand services, new
organizational forms, and new delivery systemsafkaml innovation is about change,
an ever —present feature of a bank life, it is mmv many ideas there are but how

many ideas are implemented (Gitonga, 2003).

In response to tight regulations imposed by theiledgrs the banks have come up
with new services, products, and technologies tauaivent the government's
regulations and in return the government introducese regulations to counter the
new discoveries. Kane (1984) describes this proadsavoiding regulations as

“loophole mining”. The economic analysis of inndeat suggests that when the



economic constraints change such that regulatiorsneade by avoiding them,

loophole mining and innovation are more likely twor.

Banks have moved from their traditional way of bagk where their business was to
receive deposits and issue out the money in fornioahs and entered into new
businesses like mortgage industry, savings and Vaaich in the past were left to
thrift organizations. The government also introducew regulations to cover the
financial innovations by banks like in the casetlid recommendation by CBK to

implement the Basel | and Il Accord\yw.cbk.co.ké. The banks have also expanded

their wings to cover a wider geographical scopgdaegional as well going global

(Koech 2009)

According to Frame and White (2009-2010) technaabichanges relating to
telecommunication and data processing has spumeddial innovations that have
altered bank products and services, and produgiionesses. They also state that
technology improves money and capital market efficy, information systems links
financial institutions throughout the world fadliing the flow of capital and
information, improving tools for data analysis amthnagement, and open new

markets to new competitors.

2.3Theories of financial innovation

2.3.1 Silber’s constraint theory of innovation.

Silber (1975) attributes financial innovations teempts by profit maximizing firms
to reduce the impact of various types of constsathait reduces profitability. The
theory points out that the purpose of profit maziation of financial institutions is

the key reason of financial innovation. Silber sothat there are some restrictions



(including external handicaps and internal handicajuch as organizational
management) in the process of pursuing profit medtion .Although these
restrictions not only guarantee the stability om@gement they reduce the efficiency

of financial institution so the institutions strite cast them off.

Research literature has shown that firms that ese profitable in their respective
sector are disproportionately innovative. Moreovbeir decrease in profitability,
which can be attributed to external competition gmvernment regulation, has
provided these firms with the necessary motivatmrinnovate in a bid to increase
profitability. This finding is consistent with theiggestion in the work of Silber that
investment in innovation is a rational responsartainfavorable competitive position

(Silber, 1975, 1983).

The theory discusses financial innovation from aroeconomics perspective.

2.3.2 Kane’s market technology and political theoryf innovation

Kane (1984) sees financial innovation as an irsbibal response to financial costs
created by changes in technology ,market needs,palitical forces, particularly
laws and regulations, Kane refers to the interagbrocess of regulation that follows

institutional avoidance and innovations as diatedtprocess.

Financial industry is special it has stricter regians and financial institutions have to

deal with these regulations in order to reduceptitential risks to the minimum.

An example of Kane’s theory where an institutiospends (or adapts) to the changes
in its operating environment is the rise of thedslva banking system in the US.
Economists believe the current financial crisis waggered by the shadow banking

system. This “parallel” banking system essentielysed the credit market to freeze,



due to lack of liquidity in the banking system. $heentities which make up the
shadow banking system include hedge funds, “bordosfort-term in the liquid
market and then purchased long-term, illiquid risisgets”. Banks cannot operate in
such a manner but since the existing legislatioesewonly designed to regulate
banks, investment vehicles like hedge funds cameitiprisky innovative techniques

in a bid to minimize their operational costs.

2.3.3 Miller’s regulation and taxation a theory ofinnovation

Miller (1986) stated that major innovations in tlast 20 years have been almost
exclusively the results of changes in tax laws eeglulations changes. The author
attributed the development of many financial claimsattempts to alter the amount
and timing of taxable income. Miller also notestthiaancial innovations are as a
result of regulatory barriers and desire of finahdirms to avoid the impact of

regulatory constraints.

In a speech to the Western Finance Association9®6 1Miller pointed out that
financial innovation was a response to regulatompadiments to the working of
market forces, he further acknowledged the rol®litton Friedman in the creation of
financial future to speculate on the pound by tgkin short position in the early
1970’s, at a time when one would only take a fodagtrort position with a bank. No

bank was willing to be his counterparty.

Adjustable rates mortgage (ARMSS) is an examplmmdvations that are consistent
with this theory. The tax Reform Act of 1986 whiemded federal income tax
deductions for non-mortgage consumer debt, spustdgstantial growth in home

equity lending.

10



The theory is further supported by one of the Mbaig-Miler proposition that states
that taxes and regulations are the only reasonif@stors to care what securities

firms issue whether debt, equity or any other sgcur

2.3.4 Merton’s market efficiency theory of innovaton.

Merton (1990) also provides a valuable rationalefifmancial innovation. His theory
is based on the notion that financial innovatiores raotivated by forces designed to
increase market efficiency and improve social welféerton argued that the market

is not perfect hence financial institutions mustawate to improve market efficiency.

According to Rene (2000) financial economists galhe view the flow of funds to
take advantage of investment opportunities andnfirz innovations as positive
forces that makes markets more efficient, facditask sharing and increase growth.
Many have argued that capital flows and financralovations lead to instability,
crashes and other disasters especially the 198F ara the derivative disasters in the
1990’s but Merton was not convinced that finanaialovation was to blame for the

crashes.

Merton (1990) gives three motivations for producimgovations namely, the creation
of new financial structures that allow risk sharirigk pooling and hedging as well as
new financial structures for transferring resourci® improvement of economic

efficiency and liquidity and reduction of agencysto

2.4 Motivation for Financial Innovation

The most single most important stimulant to finah@nnovation in the last several
decades has been financial regulations. Financsitutions are always looking for

ways of reducing the adverse effects of thesetsteigulations and in the process

11



come up with new products and services, new wayslanig business and new
organization forms. These regulations take manysowhich include: high minimum

capital requirements, minimum capital reserve v@#ntral Bank, maximum interest
rates that could be paid on deposits or chargelbams, restrictions on the range of

activities, products, and services offered.

Banks and other market players have consistenitruetured their operations to
circumvent these regulations and meet customeedsidn response the lawmakers
and regulators impose new restrictions which theketaparticipants circumvent

again (Thygerson, 1995).

Miller (1986) cited that “The major impulses tocsassful innovations over the past
twenty years have come; | am saddened to haveytdfrean regulation and taxes.”
Such innovation includes the Zero coupon bond amdollar Eurobonds. Changes
in regulation also stimulate innovation; Kane (1p&fentified what he calls the
“regulatory dialectic’ as a major source of inne@at Innovation responds to
regulatory constrains, which in turn are adjustedeaction to these innovation. Bank
capital requirement are a good example of reguiatithat impose costs on the
affected parties, who then innovate to optimizdight of these constraints (Turfano
2002). Levine (1997) argued that if innovations evarstead a market response to
inappropriate government policies, it may only seto offset the adverse effects of
these policies. If regulatory regimes or fiscalentives created by governments were
major causes of innovation, the benefits from iraimns might prove illusory. The
author suggested that the Glass Steagall act ibtited States, designed to separate

commercial and investment banking had stimulatedvative activity in London.

12



Competition among the market players has seehalplayers trying to come up with
new products, ideas and services to try to creatspetitive advantage. Gitonga
(2003), in his study on the innovation processeas the perceived role of the CEO
found that 39% of the CEOs considers innovatiorthesmost important factor in

achieving competitive advantage.

Technology and heavy competition are the majoredsivof financial innovations
(Kihumba, 2008). Technology defines the organizesioange of possible future. It
provides an organization with some environmentalst@ints and determines the

kind of competitive weapon, product and market thay will face (Koech 2009).

Technology further offers the potential for compe¢i advantage. Potter and Miller
(1985) propose that the influence of Technology been so far reaching as to alter
fundamentally the rules by which firms in an indystompete with each other. They
cited that it is changing the nature of competition three particular ways:

Technology is changing the industry structure, nedbgy is creating new industries
and technology is being used by many firms as ectliever to create competitive

advantage.

Information Communication Technology in Banks idisn SMS Banking where a
Mobile technology allows the customer to request eeteive banking information
from their bank on the mobile phone via Short mgesservice (SMS), Magnetic Ink
Character Recognition (MICR) systems where charscéee written in a special
magnetic ink, and have the advantage that theyoeaad by a reader connected to a
computer, Electronic Funds Transfer(EFT) which remulted in funds transfers and

funds-related message transfer being routed efecaity across banks, payment of

13



standing orders or direct debits, and Real Times&i®ettlement System, or RTGS

(Koech 2009).

With globalization, banks are exposed to new r&ksh as political and exchange risk
and banks have to innovate to help them manage tigds. The types of innovations
to help manage include coming up with new instrutmdiurfano, 1989) such as
swaps, futures and contracts, which can incorpocateency convertibility and
transferability guarantee. For example American déd@yment bank created a
currency convertibility and transferability guaraetto address increased exchange

rate and political risk.

Smith, Smithson, and Willford (1990) document tteg increase in the volatility of
interest rates, exchange rates, and commodity frideaw a link between this
increase in riskiness and financial innovation,ythist a variety of innovations
spawned by increasing volatility which includeggign exchange futures, swaps, and
options, interest rate futures, swaps, options, fandards and commodity swaps,

futures and options.

Innovations exist so that parties can minimize gemtions, search and marketing
costs. Merton (1989) discusses how the presenceganfaction costs provides a
critical role for financial intermediaries. MadandaSoubra (1991) examined how
financial intermediaries attempt to maximize theivenues net of marketing costs,
which leads them to design multiple products thageal to wider set of investors.
Financial intermediaries permit households faciaggactions costs to achieve their
optimum consumption investments program. Turfar@®®} stated that ATMs, ACH

technologies and other innovations came to minirtra@saction costs.

14



2.5 Benefits of Financial Innovations.

Merton (1992) lamented that financial innovatiossziewed as the “engine” driving
the financial system towards its goal of improvitige performance of what
economists call the “real economy” Merton (1992€ithe US national mortgage
market, the development of international marketsfiieancial derivatives and the
growth of mutual fund and investment industriesegamples where innovations has

produced enormous social welfare gains.

The last few centuries have demonstrated that diahmnovations are crucial indeed
indispensable, for sustainable economic growth angbrosperity
(www.economist.com/debate/days). Financial inn@vetiinvolving derivatives can
improve efficiency by expanding opportunities fakrsharing, lowering transaction
costs and reducing asymmetric information and ageoasts Merton (1995).
Financial innovations promote economic growth Hgaiting capital where it can be

most productive.

Pianalto (2007) pointed out that innovations allowarkets to craft specialized
mortgage contracts and to transfer risks and fiahnionovations has clearly
benefited consumers by driving down costs. The@uplointed out that since 1985;
initial fees for conventional mortgage loans haaleh from roughly 2.5 percent of
loan balance to about 0.5 percent. Additionallgoanbination of legal and financial
innovations has brought a big increase in the nunabeplayers in the mortgage
market, including brokers, underwriters, servicarsd rating agencies. Another
advantage noted by the author was choice. A fevadis ago, people were offered

one or two different mortgage products, but nowytlean choose from multiple

15



instruments and payback structures. Finally custenieenefit from faster loans

decisions.

A research carried out by ATMIA (ATM Industry Assaton) in June 2007
identified ATMs as one of the financial innovatioasd the following benefits was
associated with the ATM, it creates conveniencethie society by providing
cardholders with 24 hour access to their safelykbdncash, increase in retall
purchase outside banking hours, that is, cash #dmS have extended shopping
hours providing for greater sales, greater emplaoymapportunities and greater

convenience for today’s highly mobile citizens.

Kihumba (2008) in the study on determinants ofririal innovations and its effect
on banks performance in Kenya found that, increaseustomer service, market
expansion and increased banks revenue were thebmiosfits derived from financial
innovations. Others included reduction in the numblecustomers in the banking

hall, reduction in operational costs and geograglggpansion of banks.

According to www.wikipedia.com agent banking provides convenience to the

customers because they help financial institutibmsdivert customers from the
crowded banking halls and accesses to financiaicgsr in rural areas where banks

do not have branches.

2.6 Challenges of Financial Innovations
According to Koech (2009) customers do mbtvays embrace new products and

services. In the case of E-banking, customergstfiere not interested in the product
because they did not understand how it operatesy tteemed it insecure and
expensive. A survey of bankers by Grant Thorntonsatiants in 2009 found that

two-thirds were concerned about the security ofaBKing transactions. Half said

16



their customers were, too. In addition, many corensmare also concerned about
viruses and privacy issues that can cause glitchég e-banking system, which can

cause delays and mass confusion (Levison, 2005).

The rapid pace of financial innovation creates leingles for policy makers, according
to Jenkison (2008) existing regulatory framewories ot sufficient to cover the new
innovations such as collateralized debt obligati@@i3O's) in the USA that led to an
upsurge in the mortgage market. In Kenya the intctidn of mobile money transfer
raised a heated debate to whether the laws thsteextovered it, if it was secure and
if it was undermining the traditional banking setwhere one needed an account to
deposit or withdraw money from forcing the govermint establish a task force to

study the security of the money transfer servieevw.cbk.co.ke).

Ho (2006) highlighted the challenges of financiaovation as that innovations can
work against the policy effect of the transmissimechanism; for example, new
financial instruments such as futures and optiogisifcantly increase the ability of
economic agents to lock in current interest rabeddture funding needs, countering
fluctuations in the cost of finance, and improvitg intertemporal substitution of
income streams. The increase in transactions oé sonovation products (off balance
sheet items) such as derivatives could make fiahnpositions of financial
institutions less transparent, causing surveillantehe movements in assets and
liabilities more difficult. Innovative products clolexpose financial institutions to
new risks. As a result, the quality of their asseisy prove to be dubious and
financial institutions may find themselves in agrgasingly sensitive situation. High
return but highly risky new financial products witbw credit ratings could be

introduced into financial markets, posing a thteahe system stability.
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Ackerberg and Gowrisankaran (2006) identify larped costs of bank adoption as
the barrier to greater use of ACH transactions #md the society’s capturing the

accompanying potential cost savings.

2.7 Financial Markets
A mechanism that allows people to buy and sellrfaia securities such as stocks and

bonds, commodities such as precious metals orwdggnial goods and other fungible
items of value at low transaction costs and ategrithat reflect the efficient market
hypothesis (Jenkinson, 2008). Financial markets lFexolved significantly over the
years and are undergoing constant innovations fordwe liquidity and increase

business (Jenkison, 2008).

Financial markets facilitates, raising of capiteagital markets), transfer of risk (in

the derivatives), and international trade (in ther@ncy markets) (Jenkinson, 2008).

2.8 Financial Innovations and Financial Deepening
Financial deepening refers to the increase of Gir@rservices with a wider choice of

services geared to all levels of society. In Kettlga financial sector deepening
program, was initiated in early 2005 to facilitdtee wealth creation and poverty
reduction through the development of financial neégsk The goals of the program are
to facilitate and encourage the provision of finahservices to the low income

households and small scale businesses.

The independent trust (FSD) is currently supporbgdthe UK’s department for
international Development (DFDT) which is respotssilior leading the British
government fight against world poverty. The FSD hasently established an
innovation fund in the bid to encourage financiahavations at all levels in the

economy. The funds will co- finance development amglementation of viable
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projects in priority markets. In the first phase #SD was financing projects that had
the potential to significantly expand finance inotwegments, namely, finance for
smallholder Agriculture and small and medium Entiegs (SME) finance

(www.cbk.co.ke).

The fund supports innovations which includes appiosn of new technology, novel
delivery channels or partnership and innovativedpots. The emphasis being on
innovations within the context of the Kenyan finehanarket, application of ideas
proven somewhere but new in Kenya like new idedgént banking that has been

successful in Brazil and Colombia (www.cbk.co.ke).

2.9 Types of Financial Innovations

According to White (2009-2010), financial innovatothat have taken place in the
last 25 years are of different types and includev reroduction processes, new

products and services and new organizational forms.

2.9.1 Products

Savings accounts are one suite which has expedemgeeat deal of evolution. Banks
have come up with different savings accounts wracé flexible and customer
friendly and such accounts includes Chama accaargsting merry go rounds which
evolved as a result of banks realizing that then@ia controls a big following in

terms of deposits and members and this will redtiee number of unbanked

population. Banks have also introduced childreroants (Koech, 2009).

Additionally, they changed the structure of theaviags accounts. In the past

customers used to operate accounts with the fatigweatures, high minimum
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opening and operating balances, monthly ledger, fiesstrictions on the number of
transactions and amount but currently banks haweeagp with savings accounts with
totally different features such as: zero operaéing opening balances, no restrictions
on the number of transactions and amount, no mpméalger fees and many other
attractive features (Kihumba, 2008).

Current accounts have also not been left behinth@danks have tried to come up
with current accounts that are attractive to tieestomers and put them ahead of the
competitors ( Koech, 2009).

The innovations on the types of accounts offeretheycommercial banks have led to
tremendous increase in the number of accounts twokley Kenyans. A survey by
CBK in 2009 indicated that the number of accourgehmore than tripled in the last

3 years growing from about 2.4 million accountabout 8.4 Million.

According to Frame and White, (2009-10) mortgaganisther product that has gone
through a great deal of evolution. Mortgage in st was offered by thrift
organizations but in the recent past commerciakbdmave entered in the business of
offering mortgages. The loans required substadbaln payments and a good credit
history and the accumulated equity was relativibiguid. These characteristics have
markedly evolved. In the US the mortgage producived remarkably especially in
the 1980’s with the wide spread introduction ofieas types of adjustable rate
mortgages (ARM)’s which had been previously banmgthe federal regulators. The
Tax Reform Act of 1986 ended federal income taxud#@dn for non-mortgage
consumer debt spurred substantial growth in home&tyedending. In Kenya the
growth has been spurred by the high demand of hasgescially in the urban areas

where the population is high and the available Bsusre not enough to meet the
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demand (www.housingfinance.co.ke).The banks hawered the interest rate on
mortgages( Frame and White, 2009-2010).

Anotherinnovation was money markets mutual funds whichevestablished in 1970
when the market interest rates rose far aboventeeesst rates that federal regulators
permitted banks and thrifts to pay on deposits. fdwulation interest rate ceilings
imposed on depositors at that time provided the etogp for this innovation
(Thygerson, 1995), mutual funds have gained pojpulavith fund managers and
control a high proportion of total investments byastments banks, insurances and

other industry players (Thygerson, 1995).

2.9.2 Services
Recent service innovations are as a result of cttigmeamong the commercial banks
as each bank try to maintain and increase its mamk&e and meet the customers

demand which keeps changing with time.

According to Frame & White (2009-2010) technologieavances in information
processes have created many innovations in thendiala services business.
Innovations promoted by technology includes: ATMsich have made it possible to
deliver financial services to many locations fonder hours since they operate on a
24 hour basis. They have reduced operation costhdobanks, in terms of less staff
are needed at the counters since the ATMs can st of the services, reduction of
transaction cost to customers since withdrawingugh the ATM is always cheaper

than withdrawing over the counter.
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Automated Teller Machines (ATMs) were introducedhe early 1970s and diffused
rapidly in 1980.The ATMS were largely seen as a whgaving money by reducing
the need for tellers. Even with the relatively exgige computer technology of the
‘70s and early ‘80s, the cost of processing depositd withdrawals via ATMS

proved to be less than the cost of training andieympy tellers to do the same work.

To encourage customers to use the ATMs, bankssatdid not charge customers for
using the ATMs; in fact they used to charge custsnfer not using the ATMs,
through what is called “Human teller fees”. Bankattadopted the use of ATMs

proved to be more profitable than their peers widondt embrace the idea of ATMs.

At first, a bank ATM could only be used by custome&ho had accounts in that
bank, but in the early 1980s with the improvemartiecommunications, banks took
advantage and started what is called shared ATMgonks where customers of other
banks could access their money through other bakikMS. Banks paid other ATM
owners “interchange” fees to cover the marginat obghe “off us” transactions on
the owner’s machines. The ATMS were operated uamgATM card which was a

magnetic card.

The ATMs have increased retail bank account ahaeMay providing customers with
the around the clock access to funds. In the mil0&9banks started charging
customers for using other owner’'s ATMs what wasechtoff us fees”. The “off us
fees “become common in the 1990s as the ATMs begaarteof the daily life in the
banking industry. The ATM cards were then largaplaced through the 1980s and

1990s by the debit cards that allow customers tkenpmyments at the point of sale
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from their banks accounts without carrying allow#d/sical cash and this provided
both safety and convenience to the customers.
In Kenya the first ATM machine was installed in889by standard chartered bank

followed by Barclays bank in 1995.

Debit cards are essentially “pay now “ instrum&ntvhere by transactions happen
instantaneously using online (PIN-based) methodshitDcards usage has increased
tremendously in the recent past. Much of the medepertaining to debit cards relates
to identifying the most likely users of this payngimstrument. Stavins (2001) has
shown that usage of debit cards is positively eelato education attainment,
homeownership status, marital status, business rsiwipe and being a white collar

worker, and is negatively related to age and nethwo

1950s marked the beginning of the credit card. D8n€lub introduced the first credit
card that could be used at variety of stores amsthbases. Credit card was established
primarily for businessmen who used to travel and gayment of entertainment
expenses. The club gave the card holders up todé9s to make full payment.
Merchants were eager to accept it because theyfthat credit card customers spent

more if they were able to use the card.

The first bank to implement the use of credit caesd the Franklin National Bank in
New York (Johnson, 2005). More varieties were idtrced, for example the bank of
America introduced a revolving credit where custmsnmeere given an option of
paying in full or making monthly payment while bamkarged interest on the

remaining balance (Macdonald and Koch, 2006).
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In the mid 1970s the credit card industry starteplaing international waters and
this saw the introduction of visa card in 1977 amakter card in 1979.

In 1979, with the improvement of electronic prodegselectronic dial up terminals
and magnetic stripes on the back of credit cardsval retailers to swipe customer’s
credit card through the dial up terminal which asesl issuing bank cardholder
information. The advantage of this system, bessde®ng paper, was increased speed

of processing authorizations from 1-2 minutes.

There are five leaders in the credit card industday namely: Visa international,
Master card and American express. Discover andrBictib credit cards account for
over 90% of all E -commerce transactions (John2005). Visa has been a leader in
credit card innovation, with over one billion cardsing issued, and carrying over

50% of all credit card transactions (Johnson, 2005)

Another innovation in the banking sector is E-bagkialso known as electronic
banking which provides many different services tieit customers. According to
Koech, (2009) banking is no longer confined to tiranches where one has to
approach the branch in person, to withdraw casbemosit a cheque or request a
statement of accounts. Banks have taken into ceration the changing needs of its
customers and are offering greater access andeofduilities. These measures have

increased profits for the bank and passed on savothe customer.

E-banking services offer customers increased fiiyibto conduct their banking
transactions over the phone or online, anytimewdeye. Bank cards offer security,

as cardholders do not need to carry cash. Automatersactions are also cheaper
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than paper transactions. When customers registir fione and Internet Banking
services they are issued with unique security nusbéiich ensure that only that

customer can access account information (Hugh&s)20

Online banking allows customers to monitor accowmd originate payments using

electronic bill payments (Koech 2009).

2.9.3 Processes.

The payment systems have really undergone throwgfous innovations which
includes; Automated clearing house (ACH) which is electronic funds transfer
network connecting banks-primarily used for reamgrismall dollar payments. ACH
networks emerged in the 1970s although volumes gnedesty through the 1980s,
being used almost exclusively for direct patrol @®@fs. Over the last 15 years the
volumes have increased. The ACH were establishédsten the process of clearing

cheques, reduce cost and become more efficienn@ead White, 2009-10).

Another innovation in the payment system is EFTe¢ibnic Funds Transfer) which
refers to the computer based systems used to perforancial transactions
electronically. EFT is safe, secure, efficient degs expensive than paper cheque
payment and collections.EFT allows customers to @atpmated bills, payment of

salaries and allows point of sale transactionsniierand White, 2009-10).

Another innovation in the payment system is RTG8alRTime Gross Settlement)
which is a system where transfer of money takesepleom one bank to another on a
“real time” and “gross” basis. Real time means ti@t payment is not subjected to
any waiting period. The transactions are settledoas as they are processed. “Gross

settlement” means that the transactions are setifedbne to one basis without

25



bunching or netting with any other transaction. ©tite payment is processed it is

final and irrevocable (www.cbk.co.ke).

RTGS system is suited for low-volume, high valtansactions. It lowers settlement
risks, enable banks to manage their liquidity efitly and provide Central Bank
with better tools for monetary policy managementsiit gives an accurate picture of
an institution’s accounts at any point of time. @reisks due to time are eliminated

(www.cbk.co.ke).

RTGS system was introduced to address deficientyamld payment systems which
included cash and cheques, the methods were pootineft, cheque substitution and

cheque bouncing (www.cbk.co.ke).

Consolidated statements is another process inoyahis is the ability to merge
information from a number of data files and theréased speed and reduced costs of
mainframe computers has led to development of dmladed statements Accounts.
This technology has led to lower transaction castgroved risk management and

time saving (Thygerson, 1995).

Advances in information technology (both hardwared software) and financial
theory spurred a revolution in bank risk managenoset the past two decades. Two
popular approaches to measuring and managing aigkstress testing and value at
risk (VaR). In either case, the idea is to identig level of capital required for the
bank to remain solvent in the face of unlikely adeeenvironments. Fender and
Gibson (2001) present a survey of stress testinfijnancial institutions. Berkowitz
(1999-2000) and Kupiec (2000) both discuss shortiegsnof stress testing for risk
management, including whether the results of seststwill generally achieve equity

capital allocations sufficient to stave-off defautider duress.
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Economic Review (2007) observe that over the l@sy&ars there has been various
innovations regarding better management of risk daywks and the regulators,
necessitated by the fact that banks have reallgredgd in terms of size and volumes.
These innovations include the adoption and impleéatem of Basel | and Il
committee proposals. Basel | took steps towardatgraisk sensitivity by creating
varying capital charges for assets cases accotdirigeir credit risk. The Basel Il
proposal takes the risk sensitivity much furtheralipwing capital to vary according

to the credit, operational and market risk of thako

Banking supervision is another area where risk igeasapproaches have been
adopted again in response to the industry innonatiMost banks use risk sensitive

approaches to internal audit and risk functionvétets (Rosengren, 2006).

Another innovation is the greater role for markistcgbline and financial disclosure

which is emphasized by Basel Il proposal on Madkstipline pillar.

Another innovation is the acceptance of the bemddit earlier intervention into

problem institutions. Perhaps the most importans adoption of prompt corrective
action, which required bank supervisors to clogeablem bank way before they had
exhausted capital. The innovation gives clear tivas to bank supervisors that they
are accountable for closing banks promptly as thegome troubled and that
forbearance is not consistent with their legisktimandate. The innovations have
resulted in problems at banks being addressed édfoe problems are severe.

(Rosengren, 2006)
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2.9.4 New organizational forms.

New bank organizational forms have emerged ovepé#st few decades. Such forms
include internet only banks that rose due to teldgical change. The dramatic
increase in individual use of internet created plssibility of internet only banks.

According to Delgado, Hermando, Nieto (2007), asvodl year 2002, there were

some 35 Internet only banks operating in Europeaaradher 20 in the USA.

Agent banking is another institutional innovati@npank agent is a retail or postal
outlet contracted by a financial or mobile netwaookprocess client’s transactions.
Rather than a branch teller, the owner or an enggogf the retail outlet who

conducts the transaction and lets clients depasitedrawal, and transfer funds, pay
their bills, inquire about an account balance oreiee direct deposit from an
employer. Banking agents can be pharmacies, supegisa convenience stores,
lottery outlets, post offices, and many more. Glighdhese retailers and post offices
are increasingly utilized as an important distiidit channels for financial

institutions. The point of services range from Aaba where clients from all banks
can conduct their transaction, Rural France whbkesbank credit Agricole uses
corner stores to provide financial services, tolstottery outlets in Brazil at which

clients can receive their social payments and actiesir bank Accounts (Delgado,

Hermando, Nieto, 2007).

Banking agents are usually equipped with a comhanaif point of sale card reader,
mobile phone, barcode scanner to scan bills fdrpaiyment transactions, Personal
identification number (PIN) pads and sometimes qaabk computers (PCs) that

connect with the bank’s server using a personéiugia
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Credit reference bureaus is another institutionabvation, it provide timely and
accurate information on borrowers’ debt profile aagayment history (Thomas et al,
2002).Credit bureau (U.S.A) or credit referencenage(UK) is a company that
collects information from various sources and piesi consumer credit information
on individual consumers for a variety of uses. dtdn organization providing
information on individuals borrowing and bill pagimabits. This helps lenders assess
credit worthiness, the ability to pay back a loand can affect the interest rate and
other terms of a loan. Interest rates are not dineesfor everyone, but instead can be
based on risk-based pricing, a form of price dmaration based on the different

expected risks of different borrowers, as set wdheir credit rating.

Consumers with poor credit repayment historiesonrricadjudicated debt obligations
like tax liens or bankruptcies will pay a highemaal interest rate than consumers
who do not have these factors (Thomas, et al, 200@)e U.S., credit bureaus collect
and collates personal information, financial datag alternative data on individuals
from a variety of sources called data furnishershwhich the bureaus have a
relationship. Data furnishers are typically credifdenders, utilities, debt collection
agencies and the courts (i.e. public records)dhainsumer has had a relationship or
experience with. Data furnishers report their paytexperience with the consumer
to the credit bureaus. The data provided by theidhers as well as collected by the
bureaus are then aggregated into the credit bgradaia repository or files. The
resulting information is made available on requestustomers of the credit bureau
for the purposes of credit risk assessment, ceediting or for other purposes such as

employment consideration or leasing an apartment.
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Given the large number of consumer borrowers, etheredit scores tend to be
mechanistic. To simplify the analytical processtfair customers, the different credit
bureaus can apply a mathematical algorithm to peoa score the customer can use
to more rapidly assess the likelihood that an iiddial will repay a given debt given
the frequency that other individuals in similausiions have defaulted (Thomas et al,

2002).

Another innovation has been emergence of truly ajldimnks with variety legal
entities around the world. Banks have really becgtobal to increase their profits by
expanding their businesses to other countries agibms. These banks include
Barclays Bank and Standard Bank among others. Exparglobally has allowed
banks to serve the unbanked population where th@&pksh their branches (Thomas

et al, 2002).

Finally in the last few years banks and other fmahninstitutions have expanded their
business portfolio to include other businesses example banks are offering stock
brokerage services, insurance services, moneyférapslyment of utility bills among
other services that in the past were offered othstitutions such as insurance
companies. Currently customers expects bank masiageffer high returns for their
deposits and this has encourage bank managersombeund managers rather than

fixed income managers as it was the case thereebefo

2.10 Empirical studies

Various studies on financial innovation have beewautaken; most noted been
Turfano (2002) survey on financial innovation fraanwide variety of disciplines:

financial economics, history law, and industriagamization. Silber (1975), Kane
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(1984), Miller (1986), Merton (1990), came up witlirious theories trying to explain

why financial innovation occurs.

Miller (1992) and Finnerty (1992) in their studies financial innovation found that
financial innovations occur when banks try to rekecrisk, increase liquidity, or
circumvent regulatory constraints. Levine (1997) Ims study on financial
development and economic growth noted that findnnigvation is crucial indeed

indispensable, for sustainable economic growth.

Kihumba (2008), Gitonga (2003) and Nystrom (2004)their studies identified
competition and technology as the major driversfiodncial innovations. Smith,
Smithson and Willford(1990) document that the iaseein volatility of interest rates,
exchange rates and commodity prices draw a linkvéet an increase in risk and

financial innovations.

Koech (2009) on her study on E-banking servicesoimmercial banks identified E-
banking as one of the financial innovations in Kanshe identified the benefits of E-
banking to include: saving time, and providing cemence to customers. She also

identified security and cost concerns as the njatlenges facing E-banking.

Frame & white (2009-10) categorizes financial inmens into three categories
namely: new products and services; new productioocgsses; and new
organizational forms. Finnerty (1992) identified lst of over 60 securities
innovations, organized by broad type of instrumeBerkowitz (1999-2000),Fender
and Gibson(2001)and Kupiec (2000) presented a gumnestress testing and its short
coming as a risk management tool used by findnastitutions .Delgado,

Hermando, Nieto(2007) also carried out a surveinternet only banks in European.

31



2.11 Summary of literature review

Financial innovation has become part and parcehefbanking sector. Banks have
really changed the way they do business in termtheif operations, the kind of

products and services that they offer to theiraustrs

Financial innovation is the act of creating angydarizing new financial instruments
in the market. These new products and servicessapposed to draw in more

consumers and also reduce costs or risks assoweiétegroviding the service.

Financial innovation occurs as a result of mangoea which include regulations and
taxes imposed on the financial institutions by goernments through the central
bank. Competition, technology, globalization, viitgt of interest rates, commodity

prices and exchange are other reasons why finainciavations occur.

Many benefits have been associated with financialovation these includes
economic growth, choice of many financial instrutseto choose from, decrease in
operation cost to the institution, reduction indead charges to customers, increase

in the industry players, increase in revenue ofdagks among others

There are also challenges associated with finamumgdvation these includes failure
by customers to embrace the new products mainlgusecthey don’t understand the
product. Policy makers also face challenges with itapidly innovating financial

system.

Although many studies has been done on finanoi@vation in other parts of the
world none has been done in Kenya to analyze fhestpf financial innovations and
this is what this study seeks to establish togethién the motivations behind the

innovations, the benefits and challenges of thevations.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

The chapter presents the research design, wherefasbmmary of the methods of
data collection that will be used are outlined, gupulation of the study and the

procedure for data analysis methods are expounded.

3.2 Research Design

This was a census survey of financial innovationtie Kenyan banking sector,
motivation, benefits and challenges of the innaraiin the last 15 years. The choice
of a survey was because the size is small andatitdfat most of the banks have their
headquarters in Nairobi thus making it easy and efiective to contact them. The
variables assessed using descriptive measures.rdiegoto Serakan (2003) a
descriptive study is taken in order to ascertaird d&® able to describe the

characteristics of the variable of interest intaaion

3.3 Population of the study.

These consist of all 44 commercial banks operatingenya as at 17 March 2010;

the list was obtained from the Central bank webditee study covered the period
1995-2009,fifteeen years is reasonable becausecdegaing financial innovations in
the Kenyan banking sector can be found in peeevesd articles, published books

and the internet.

3.4 Data collection

The study used primary data collected by use obestipnnaire (see Appendix II)

designed and administered through “drop and piahrigjue” targeting Bank
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managers or Operations manager in the banks to hee réspondents. The
questionnaire consisted of three parts. Part lainet introductory and background
guestions pertaining personal and organizatiorsleis considered relevant to the
study. Part Il contained questions to analyze #lvellof financial innovations in the
Kenyan banking sector. Part Il contained questionsmotivation, benefits and
challenges of financial innovations in the Kenyaanking sector. Part Il also

contained questions on recommendations for bedteclasion on issues at hand.

3.5 Data analysis

After collecting the data, the questionnaires werdited for completeness and
consistency before processing. Excel sheets weed ts group information for
analysis. Information was then grouped into megfuinsubsets and analyzed using
descriptive statistics. Pie charts, bar chartgjueacy tables, percentages, mean and
deviation will be used to analyze the data. Tabyl@sentation that is in a self
explanatory format was used to display the resoitshe data analysis for better

presentation and analysis of the data.
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CHAPTER FOUR: DATA PRESENTATION, ANALYSIS AND

INTERPRETATION

4.1 Introduction
This chapter presented the analysis and findingls migards to analyzing financial

innovation in the Banking sector of Kenya. A censusvey was carried out and a
drop and pick questionnaire was the data colledtioh The results were presented in
form of tables, frequencies and pie charts and rggs@ statistics. Out of the
population of 44 banks, there were 32 banks thabhaga to respond in time

generating a response rate of 73%

4.2 Shifting from EFT to RTGS and SWIFT system
The section sought to find the number of banks liaat moved from EFT system to

RTGS and SWIFT system. The results are tabulatkdvbe

Table 4.2 Shifting from EFT to RTGS and SWIFT systen

Response rate Frequency Percentage
Yes 31 97%

No 1 3%

Total 32 100%

We can see that 97% of the banks under survey édhed they had shifted their
system from electronics funds transfer (EFT) tdemitreal time gross settlement
(RTGS) or Society for Worldwide Interbank Financlalecommunication (SWIFT),

while 3% still used EFT.

4.3 Relationship between Size of Bank and Frequenoy financial innovation
This section sought to find how the size of the kbanfluenced its financial

innovations. The findings are presented in tale 4.
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Table 4.3 Cross-tabulation of Size of the bank and-requency of financial

innovation
Frequency of financial innovation Total
Regularly Rarely Not at all
Size of the bank Large 90% 10% 0% 31%
Medium | 92% 8% 0% 41%
Small 56% 33% 11% 28%
Total 81% 16% 3% 100%

From table 4.3 we can see that for large banks dsewp of 31% of the total
population and for these, 90% of them undertoo&rfaial innovation regularly, while
10% of them innovated rarely. On the other handniedium banks they comprised
of 41% of the total population and out of this, 98%ovated regularly while 8% of
them innovated rarely. Small banks comprised of 28%he total population 56% of
them innovated regularly, 33% of them innovate@Isawhile 11% did not innovate

at all.

4.4 Relationship between ownership structure and &quency of financial

innovation
This part sought to find out the relationship betwéiow ownership structure of a

company affected the frequency with which it unalees financial innovation. The

results are documented in table 4.4.
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Table 4.4 Cross-tabulation between ownership struate and frequency of

financial innovation

Frequency of financial Total
innovation
Regularly | Rarely| Not
at all
Ownership Foreign owned, private
Structure bank 70% 20% 10% 31%
Privately owned
domestic bank 85% 15% 0% 41%
With Government
participation 100% 0% 0% 13%
Foreign public owne: 80% 20% 0% 16%
Total 81% 16% 3% 100%

From table 4.4 we can see that of Foreign owneadater banks comprised of 31% of
the total population and out of these, 70% innayaggularly while 20% undertook
financial innovation rarely while 10% did not unttek financial innovation at all.

Privately owned domestic banks comprised of 41%heftotal population and out of
these, 85% undertook financial innovation regulaahyd 15% undertook financial
innovation rarely. Banks with government participatcomprised of 13% of the total
population and of these, 100% undertook finanammovation regularly. Foreign
public owned banks comprised of 16% of the totgbypation and out these 80%
undertook financial innovation regularly while 20%rely undertook financial

innovation.

4.5 Relationship between Length of Operation and Fqgquency of financial

innovation
In this section, the research sought to find oatréationship between the number of

years the bank has been under operation with gguéncy of financial innovation.

The findings are as per table 4.5
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Table 4.5 Relationship between Length of Operatioand Frequency of financial

innovation
Frequency of financial Total
innovation
Regularly | Rarely Not at
all
Length of operation| 5-15 years 100% 0% 0% 17%
16-30 years 67% 22% 11% 30%
31-50 years 80% 20% 0% 33%
Over 50
years 100% 0% 0% 20%
Total 83% 13% 3% 100%

Those banks that had been operating in Kenya forl® years comprised of 17% of
the total population and out these 100% of themetondk financial innovation
regularly. For those banks that had been operatitige country for 16-30 years they
comprised of 30% of the total population and outha&fse, 67% undertook financial
innovation regularly, 22% rarely undertook finarcrarely while 11% did not
undertake financial innovation at all. On the othand those that had been operating
in the country for 31-50 years comprised of 33%haf total population and 80% of
them undertook financial innovation regularly wh#@% rarely undertook financial
innovation. Those that had operated in the couiatiryover 50 years, comprised of

20% of the total population and out of these, ithem innovated regularly.

4.6 Level of financial innovation compared to compors

This section sought to find out how banks compdhedr financial innovation with

that of their competitors. The results are illustdain figure 4.6 below.
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Figure 4.6 Level of financial innovation compared® competitors

m Market leader

| Sufficient

W Inadequate

For 59% of the banks involved in the study, thepstdered their level of financial
innovation sufficient, 22% considered their levefinancial innovation as the market

leader while 19% considered their level of finahmaovation as being inadequate.

4.7 Consequences of financial innovation

This was to determine the extent to which respotsdagree with certain statements

on the consequences of financial innovation. Aescéll-4 was used, 1 being strongly

agree, 2 being mildly agree, 3 being indiffererd drstrongly disagree.

Table 4.7 Consequences of financial innovation

N Mean Std. Deviation
The bank has increased new32 2.0000 1.19137
products in time
Reduction of number of 31 2.0968 .87005
processes to serve a customer
Increased the number of new32 2.5000 1.04727

institution innovation
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From table 4.7 we can see that the respondentdyndlgteed that the bank had
increased its new products in time, while a slightigher mean of 2.0968 which
translates with mild agreement that the bank hddaed the number of processes to
serve a customer. On the other hand the staterhent &nancial innovation brings
about increased number of new institution innovateing mid way between being
indifferent and the respondents mildly agreeingttd&Ve can also see that the first
statement on financial innovation had brought abimereased number of new
products line attracted a huge variation from tbgpondents as indicated to by the

highest standard deviation of 1.1913.

4.8 Period of Introduction of Financial innovations
This section sought to find out the period with @rhithe banks under survey

introduced different financial products. The resalte summarized in the table below.

Table 4.8 Period of Introduction of Financial innowation

1995-2000| 2001-200% 2006-20Q9 Not yet
introduced

F % F % F % F %

7 219| 10, 31.3 8 25.0 7 21.9

ATMS

Mobile Banking 1 3.3 3 10.00 26 86.7 2 6.3

SMS Banking 0 0 3 9.4 24 75 5 15.6

Internet Banking 0 0 5 15.€ | 18 | 56.2 | 9 28.1

Youth oriented accounts 5 156 3 9.4 16 50.0 8 25.0

Women oriented accountg 1 3.1 3 9.4 14 438 14 43.8
10 5 15.6| 10| 31.3 7 21.9

Children accounts

Debit cards 13| 40.6| 11| 344 2 6.3 6 18,8

Credit cards 25.0| 10| 313 2 6.3 11 34.4

Personal unsecured loans 9.4 9 28112137518 25

Adoption of Basel | and | 3.1 5 15.¢ | 13 | 40.€ | 13 40.¢

proposals

Agent Banking 0 0 3 9.4 17 | 53.1 | 12 37.5
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Most banks comprising of 31.3% introduced ATMS iaripd 2006-2009, while
86.7% introduced mobile banking in the same per&dS banking was introduced
by majority of the banks in the year 2006-2009 cosipg of 75% while in the same
period 56% of the banks introduced internet bankivigst of the banks comprising of
50% introduced, youth oriented accounts while emghme period 43.8% of the banks
introduced women oriented banking. We can alsdts#e43.8% of the banks had not
yet introduced women orient banking. In the per2@®6-2009, 31.3% of the banks
involved in the study introduced children accountbjle in the period 2001-2006,
31.3% of the banks introduced credit cards. It athy of note that 34.4% of the
banks had not introduced credit banks. Most baokspetising 37.5% had introduced
personal unsecured loans in the period 2006-20M8%4 adopted risk management in
the form of Basel | & 1l proposals. We can also et 40.6% had not adopted risk
management while 53.1% of the banks had introdwgesht banking in the period

2006-2009.

Other financial innovations adopted by the bankdeursurvey include asset finance,
Sharia compliant products, brokerage services, gagds and cash bank services.

Other innovations introduced include paperless lman&nd insurance products.

4.9 Motivation for Financial innovation
In this section the researcher was interested ndirig the factors that influence

financial innovation and how they rate. A scalele4 was used, 1 great extent, 2
some extent, 3 average and 4 No extent. The fysdame documented in terms of a

mean and standard deviations in table 4.9.
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Table 4.9 Motivation for Financial innovation

N Mean Std. Deviation
To increase revenue 32 1.4375 0.91361
Enhance customer satisfaction 32 1.5313 1.10671
Increase in the number 082 1.5938 1.04293
customers
Competition in the financial 32 1.875 1.15703
sector
Macro economic conditions 32 1.9063 0.77707
Technology advancement 31 1.9355 0.85383
Customers changing demands 32 1.9375 0.98169
increase in financial risks 31 2.1613 1.03591
Size of the bank 32 2.5938 1.31638
Legislation and financial 32 2.6563 1.06587
supervision

In terms of the factors influencing adoption ofdfirtial innovation, we can see that
increasing revenue rank the highest with a meaf.4fwhich means it influences
innovation to a great extent. Enhancing customsisfaation and increasing number
of customers follow as the most influencing factas financial innovation.
Competition comes in fourth with a mean of 1.87%egislation and financial
supervision is one of the least factors that inftieg financial innovation. Size of the
bank is the second last factor that influences tolof financial innovation, and it
has the highest standard variation of 1.316, whdicates that the responded varied

to a great extent on their response.

Other factors that participants mentioned as imftireg financial innovation include:

good management that encourages staff to come thpnew products and services,
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influence by the parent company abroad, markeirdyiforces like Mpesa and Zap

leading to banks integrating them and the untappeslim community.

4.10 Effects of financial innovation
The researcher sought to find out, the extent wutiich financial innovation had

brought about various changes in the bank’s omersitiA scale of 1-4 was used, with
1 being great extent, 2 some extent, 3 average &mextent. The results are as per

table 4.10 in terms of mean and standard deviation.

Table 4.10 Effects of financial innovation

N Mean Std. Deviation
increase in Revenue 31 1.5806 .99244
increase in competitive products29 1.6552 1.04457

and services

ICT installation and| 31 2.0000 .89443
maintenance cost has increased

over time

Cost of services has gone down 30 2.1333 .97320

From table 4.9, we can see that most of the respuadwere in agreement that
financial innovation had brought about increaseewenue with a mean of 1.5806;
this was followed by increase in competitive praduend services and then the cost
of ICT installation and maintenance having increlas€he last factor which the
respondents were somewhat indifferent to with amuda2.133 was that adoption of

financial innovation had reduced the cost of s&wic

4 .11 Benefits of Financial innovation

The aim of this section was to find out the besebrought about by financial

innovation. A scale of 1-4 was used, with 1 beimgag extent, 2 some extent, 3
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average and 4 No extent. Table 4.11 documentsethdts in terms of mean and

standard deviation.

Table 4.11 Benefits of Financial innovation

N Mean Std. Deviation
Improved customer service 31 1.5484 .85005
Increase in bank revenue 31 1.6452 79785
Increase in market share 31 1.9355 .89202
Reduction in operational costs 31 1.9677 .98265
Reduction of customers in the 31 2.0968 1.01176
banking halls
Expansion in the bank 31 2.1613 1.03591
geographical coverage

Improved customer service was the benefit that nobsthe respondents were in
agreement with, brought about by financial innavativith a mean of 1.54. The next
benefit that followed was increase in bank revemlen increase in market share and
reduction in operation costs coming in fourth wathmean of 1.96. At the bottom of
the list was expansion in the bank geographicaé@mye with a mean of 2.16, which
means that financial innovation had only broughawlihis benefit to a small extent
and it is the factor with the highest standard agen of 1.03591, meaning the

responded varied to a great extent when resportdiiig

Other benefits brought about by financial innovatias mentioned by the
respondents include; customer satisfaction sineetistomers are able to transact at
their own convenience, increase in deposits whaath énabled some banks to move

from tier Il to tier | and increase in human resmsur
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4.12 Challenges to adoption of financial innovation
The researcher sought to find out the challengatsatfiect banks under survey as they

adopted financial innovation. . A scale of 1-4 waed, with 1 being great extent, 2

some extent, 3 average and 4 No extent. The semdtas per table 4.12.

4.12 Challenges to adoption of financial innovation

N Mean Std. Deviation
Introduction of similar products 27 1.8889 1.05003
by competitors
Customers’ poor response 29 2.1724 .80485
introduction of risky products 30 2.2333 77385
and services
High cost of new products and 27 2.3704 .88353
services
Government restrictions 29 3.0345 .73108

There are various challenges that banks faceddptash of financial innovation. On
top of that list is introduction of similar prodgdby competitors with a mean of 1.88,
although this factor also had the highest standakdation of 1.05 meaning that the
responses varied greatly. Following in the listabiallenges are customers’ poor
response with a mean of 2.17, introduction of ripkgducts at 2.2 and then the high
cost of new products at 2.3. Government restristivare rated as the least challenge

with a mean of 3.03.

Other challenges mentioned include bureaucraciethah many people have to

approve before an innovation is done, employeetasie, lack of capital and poor

marketing.
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4.13 Innovative products, the organization has tamprove on
The aim of this section was to find which produatal services, the banks under

survey had to improve on. The results are illusttan figure 4.13.

Figure 4.13 Innovative products, the organization &s to improve on
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From figure 4.13, we can see that most of the mdgots comprising of 30% felt that
mores could be improved on mobile banking, and Z&¥% that more could be
improved on credit cards and flexible loans. On dllger hand 15% thought more
could be improved by introducing more flexible ATiMetwork while 9% felt risk
management could be improved further. A paltry 3he respondents felt that more

could be done by increasing savings accounts vaitbharges.
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4.14 Level of penetration of innovative products ath services

The researcher sought to find out from the respatsdehat more could be done to
improve the level of penetration of innovative prots and services. The findings are

as per figure 4.14.

Figure 4.14 Level of penetration of innovative prodcts and services

B More marketing
B Improving variety
m More user friendly

products/services

B Relaxing government regulation

From the chart we can see that 42% of the respimdegre of the view that more
marketing had to be done to improve the level afgbation of innovative products
and services, 32% were of the idea that banks bastrticture their products and
services to be more user friendly in order to iaseethe level of penetration, while
23% of the view that the variety of products andiises had to be introduced. Only
3% of the respondents were of the view that to ewhipenetration of goods and

services, then government had to relax its reguiatn the banking sector.
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4.15 Recommendations

The respondents were asked an open ended questi@oroments they had on
financial innovation and their responses were dar@ther respondents mentioned
that for financial innovation to be improved theg@anization structure had to be
flattened, there also had to be strong customeguatpor new products, as well as
intensive and extensive market research to find vt customers want. Other
respondents mention that the bank should endeawore into introducing products
and services that meet customers’ demands suchimtsgb sales in petrol stations.
The respondents also mentioned that banks couldrgiiy to include insurance

products, stock brokerage and money transfer ssvic
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CHAPTER FIVE: SUMMARY, CONCLUSIONAND

RECOMMENDATIONS

5.1 Introduction
This chapter provides a summary of the findingshef research, the conclusion and

the recommendations of the study. The objectiveghef study were to analyze
financial innovations in the Kenyan banking se@nod to determine the motivations,

benefits and challenges of financial innovationthim Kenyan banking sector.

5.2 Summary of Findings
Most of the large and medium sized banks innovaegilarly while small sized

banks were split between innovating regularly andrare occasions. This can be
explained from the fact that large sized banks hinee finance to innovate new
products. In terms of ownership, banks with gowsent participation were lead in
terms of innovating regularly followed by privatewned domestic banks, then
foreign public owned banks while foreign ownedyate banks were on the bottom of
the list in terms of innovating regularly. In terrof length of operation, those that
been operating in Kenya for 5 to 15 years 100% h&nt undertook financial

innovation regularly. This was at par with thosatthad operated in the country for
over 50 years. Following next were those that heehbin operation for 31-50 years

and finally those that had been in operation foB@6/ears.

Most of the innovations were introduced in the pe&r2006-2009. These include
ATMS, SMS banking, internet banking, youth orienttounts, women oriented
banking and children accounts. There are a numb@ramucts that had yet to be

introduced by banks, these include, credit caids,management, and agent banking.
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Other financial innovations adopted by the bankdeursurvey include; asset finance,
Sharia compliant products, brokerage services, gagds and cash bank services.

Other innovations introduced include paperless lan&nd insurance products.

Increasing revenue and enhancing customer sat@fagere one of the main factors
influencing factors influencing financial innovatiolmproved customer service and
increase in bank revenue were the benefits that mishe respondents were in
agreement with, brought about by financial innawmatiThere are various challenges
that banks faced in adoption of financial innovati®n top of that list is introduction
of similar products by competitors and customer®rpesponse to innovative

products.

5.3 Conclusion

Banks are faced by various external environmeritallenges as well as the need to
enhance customer satisfaction. Long-term bankessces linked to the ability to
innovate, acquires, possess and develop uniquadkxdical capacity. Although bank
investment in improvements of existing products pratesses does bring growth, it
is new game changing breakthroughs that will lauaatompany into new markets,
enable rapid growth, and create high return on stment for a sustainable

competitive advantage.

Banks have pursued revenue growth strategies l@asdleir ability to acquire new
customers and by cross-selling more products andcses to existing customers by
leveraging on technology. With globalization andreased accessibility to electronic
delivery channels for products and services, bam&scontinuously innovating so as

to provide a wide range of electronic products aedvices. The enhanced ICT

50



platforms have enabled banks to introduce inteanet mobile banking services and
products such as viewing of statements of accowmguiries on status of cheques
clearance, cheque book requests, notification dfiesninto accounts, transfer of
funds between designated accounts and utility paymservices on both internet and

mobile platforms.

5.4 Limitation of the study
One of the major limitations this study incurredswihat most of the respondents

sought did not manage to put sufficient time on theestionnaire and thus the
findings could be because of a hurried work. Sinuest of the respondents were
middle level managers who are usually busy. Anotlmitation faced by the

researcher was that most of the respondents didnster the open ended questions.

Thus the researcher could not able to get therfidtmation on financial innovation.

5.5 Recommendations for future study
This study was concerned with financial innovatimmong commercial banks in

Kenya. Future studies should look at other indesttihat have adopted financial
innovation such as insurance companies and migemde institutions. Future studies
could also look at secondary data, such as thaenfle of financial innovation on

financial performance of banks.
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APPENDICES

APPENDIX I: LETTER OF INTRODUCTION

LETTER OF INTRODUCTION

Beatrice Wambui Kinuthia
P.O Box 30645

Nairobi

Dear sirfmadam

RE: RESEARCH PROJECT QUESTIONAIRE.

Am a post -graduate student at University of Nairobi utadteérg a master of Business of
Administration degree. In fulfilment of the awardtbé degree, am currently undertaking a
research project ofin analysis of Financial Innovation in the Kenyan banking sectoand
have selected your bank to be one of the respondents.

I kindly request your assistance by answering the questahe tbest of your ability. The
information will be used solely for academic purposes anty at no instance will the name of
the bank will be named in the report.

Your participation and assistance will be highly apptedia

Yours faithfully

Beatrice Wambui Kinuthia
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APPENDIX II: QUESTIONNARE

Analysis of financial innovations in the Kenyan baking sector

This questionnaire is designed to analyze the le¥efinancial innovation in the
Kenyan banking sector. The information collecteairfreach questionnaire will be
used for academic purposes only and the respongedeavtreated with utmost
confidentiality.

PART |

Background information

1. In the Kenyan banking sector, how would you clasdifie size of your

organization in terms of market dominandgtease indicate by ticking only

once)

a) Large ()
b) Medium ()
¢) Small ()

2. In the Kenyan banking sector, which of the dwaiing description suits your

organization?

a) Foreign owned, private bank ()
b) Privately owned domestic bank ()
¢) With government participation ()
d) Foreign public owned ()
3. How long has your bank operated in Kenya?
a) 5-15Yrs ()
b) 16-30 Yrs ()
c) 31-50 Yrs ()
d) Over 50 Yrs
PART Il ()

Products and services

1 How often does your bank undertake financial \ation?
a) Regularly ()
b) Rarely ()
c) Not at all ()
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2 How would you rate the level of financial innoeat being undertaken by your
organization when compared to its competitorshi@ banking sectorfPlease

indicate by ticking only once)

a) Market leader ()
b) Sufficient ()
c) Inadequate ()

3 Indicate the extent to which you agree with i®Wing statements?

Strongly agree (1) mildly agree (2) Ifeliént (3) Strongly agree (4)
1 2 3 4
a) The bank has increased the new products overtime O O OO

b) The bank has reduced the number of process stesgsve customers$) () ()()

c) The bank has increased the number of new institutioovationg ) () () ()

2. The following table shows different innovation, e tick the ones that your
bank has introduced in the last 15 yrs and in wptiod you introduced them.
1995-2000 2001-2005 2006-2009

a) ATMS () () ()
b) Mobile Banking () () ()
c) SMS-Banking () () ()
d) E-Banking/Internet Banking () () ()
e) Youth oriented Accounts () () ()
f) Women oriented Accounts () () ()
g) Children Accounts () () ()
h) Debit cards () () ()
i) Credit cards () () ()
j) Personal unsecured loans () () ()
k) Adoption of Basel 1&ll proposals(Risk management) () ()
) Agent banking () () ()

5 Please indicate other innovations that arénudtided in the above table and tick
the period in which they were introduced
1995-2004 2001-2005 2006-2009
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PART 1lI

A) Motivation for Financial Innovation

1 Inascale from1to4 Great Extent (1) Some BExtgnAverage (3) No Extent (4)
indicate by using tick the extent to which differdactors influence financial

innovation in your bank

1 2 3 4
a) Heavy competition in the financial sector () ()y () )
b) To increase revenue () ()y ) O)
c) Technology advancement () ()y ) O)
d) Customers changing demands () () () ()
e) Size of the Bank () ()y () (O)
f) Macro economics conditions (Economic growith () () ()
g) Legislation and Financial supervision () () ) ()
h) Increase in financial risks () ()y ) )
i) To increase the number of customers ()y ) O) ()
j) To enhance customer satisfaction. () ()y ) ()

2 State any other factors that have influenced fir@dnnovation in your bank

B. Effects and benefits of Financial Innovation

1 To what extent do you agree or disagree with thleviong statements .Responses
are on a scale of 1 to 4 (Great Extent (1) Somtert (2) Average (3) No Extent

(4)

1 2 3 4
a) The cost of services offered by your bank has glmven ONONONO)
b) Increase in revenue 0000

c) The bank has increased its competitive productssandces () () () (
d) The ICT installation and maintenance cost has ased over timé) () () ()

2 Please indicate the extent to which each of dheving factors best explains the
benefits derived from financial innovations. Resggs) are on a scale of 1-4
(Great Extent (1) Some Extent (2) Average (3) NteBk(4))
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1 2 3 4

a) Improved customer Services () O O 0O
b) Reduction in no of customers in the banking halls () O O O
c) Reduction in operational costs () O O O

d) Expansion of the bank Geographical coverage () O O O

e) Increase in the Market share () O O 0O

f) Increase in bank revenue () O O 0)
3 State any other benefits that your bank has derfveah financial Innovation

C. Challenges of Financial Innovation

1. Please tick to what extent the following chadies affects financial innovation in
your bank.Responses is on a scale of 1-4 (GreanEXfl) Some Extent (2)
Average (3) No Extent (4)) 1 2 3 4
a) Introduction of risky products and services () ()y )y O)

b) Customers’ poor response () () () ()
¢) High cost of new products and services () () () ()
d) Introduction of similar products by the competit¢r$ () () ()

e) Government restrictions () () () ()

2. Please state any other challenges that you bankuntered as a result of

financial innovation or in the process of finalénnovation.

D)Recommendations

1) Which innovative product/service does your orgation need to improve on?

(You have the option of ticking more than one product or service)

a) Savings accounts with no charges ()
b) Mobile banking ()
c) Flexible loans/credit services ()
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d) Flexible ATM network ()
e) Credit cards ()

f) Risk management ()

2) In your opinion, what more needs to be donerprove the level of penetration of

the innovative products and services?

a) More marketing ()
b) Improving on the variety of products and sersibeing introduced ( )
c¢) Structuring the products and services to be rases-friendly ()
d) Relaxing CBK/Government regulation ()

3) Please add any other comment on financial intnmvédoy your bank
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APPENDIX Il LIST OF BANKS

Commercial banks

. African Banking Corporation Ltd.
. Bank of Africa Kenya Ltd.
. Bank of Baroda (K) Ltd.

. Bank of India

1

2

3

4

5. Barclays Bank of Kenya Ltd.

6. CFC Stanbic Bank Ltd.

7. Charterhouse Bank Ltd -under statutory
8. Chase Bank (K) Ltd.

9

. Citibank N.A Kenya
10. Commercial Bank of Africa Ltd.
11.City finance Bank
12.Consolidated Bank of Kenya 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 Limited
25.Giro Commercial Bank Ltd.
26.Guardian Bank Ltd
27.Gulf African Bank Limited
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28.Habib Bank A.G Zurich
29.Habib Bank Ltd.

30. Imperial Bank Ltd

31.1& M Bank Ltd

32.Jamii Bora Bank Ltd.
33.Kenya Commercial Bank Ltd
34.K-Rep Bank Ltd

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

38.Oriental Commercial Bank Ltd
39. Paramount Universal Bank Ltd
40.Prime Bank Ltd

41. Standard Chartered Bank (K) Ltd
42.Trans-National Bank Ltd
43.Victoria Commercial Bank Ltd

44 .UBA Kenya Bank Ltd.
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