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OPERATIONAL DEFINITION OF TERMS

Banking Regulation

Corporate Governance

Deposit taking institution

Efficiency

Executive Committee

Financial Innovation:

Rules and directives made and maintained by a supervisory
authority mainly a Central Bank. Covers rules and regulations
covering capital, liquidity, conduct of business, ethical conduct

and governance amongst others.

System through which organizationa are controlled and
directed. Involves establishment and implementation of
policies, procedures and rules by an organization’s leadership

with a view to ensuring balance of power and accountability.

Institutions licensed under the Banking Act, Microfinance Act
and Sacco Societies Act to offer current, transaction, savings,
FOSA and fixed deposit accounts to the general public.

Achievement of financial results using optimal or less than
optimal resources. Measured in terms of financial ratios which
include but are not limited to growth in assets, growth in
profitability, return on assets and return on equity.

A team of members of management in a bank responsible for
strategic and business planning, budget preparation and
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of operations, review of credit proposals, Asset and Liability
Committee strategy as well as key risk identification and

management.

Design, development, and the implementation of ground
breaking financial instruments and processes as well as the
formulation of creative solutions to financial needs and

problems
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Financial intermediary:

Financial Intermediation

Financial Performance

Leadership

Leadership Style

Management

An institution involved in mobilizing monies in the form of
deposits by offering current, transaction, savings, FOSA and
fixed deposit accounts from the public and on-lending the same
to other members of the public at its own risk.

The process of facilitating the flow of funds from savers to
borrowers. Acheved through mobilization of short-rem deposits
in relatively small amounts from savers and on-lending to
borrowers in relatively larger amounts and for a longer period

of time

A measure of how well an institution utilizes its resources to
generate revenues and measure a firm’s overall financial health.
Captured under balance sheet, income statement and cash flow
statement ratios. In this study, it is assessed terms of
profitability, return on net assets, Return on Equity and Growth

in Assets.

Any role or position within an organization which involves
decision making as well as influencing organizational direction
and performance. Includes senior, middle level and junior

management positions as well as supervisory roles

The process of influencing people towards agreeing and
understanding about what needs to be done, how it should be
done and the process of facilitating both individual and

collective efforts towards accomplishment of shared objectives

Any role or position of power or authority in an organization
which also involves day to day as well as long-term decision
making in an organization. Involves developing plans,
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ABSTRACT

Leadership style has been considered a critical factor influencing financial performance of firms
across the globe. Commercial banks in Kenya have registered mixed financial performance results
over the past ten years despite the homogeneity of the industry market conditions. Disparity in
financial performance prompted the need to assess if leadership style could be responsible.
Relationship between leadership style and financial performance have been studied with mixed
findings indicating a possibility of other factor-variable roles in mediating or moderation. Financial
innovation being considered a leader’s decision, and banking regulations as factor outside leader’s
decision ambit, could possibly define this relationship. However little or no empirical evidence
have been documented to explain this phenomena prompting the need for this study. The study
was guided by the specific objectives namely to: establish the influence of leadership style on the
financial performance of commercial banks operating in Kenya; examine the intervening effect
of financial innovation on the relationship between leadership style and the financial performance
of commercial banks operating in Kenya; determine the moderating effect of banking regulation
on the relationship between leadership style and financial performance of commercial banks in
Kenya; and determine the moderating effect of banking regulation on the mediating role of
financial innovation on the relationship between leadership style and financial performance of
commercial banks in Kenya. The study was anchored on Behavioral Leadership Theory, Diffusion
of Innovation Theory, Agency Theory and Stakeholder Theory. The study adopted a positivist
philosophy, correlational and cross-sectional research deigns and a target population comprising
management staff working in commercial banks. 385 respondents were selected from 10,395
management staff. Primary data was collected using structured questionnaires with data being
analyzed using both descriptive and inferential statistics. Descriptive statistics such as frequency,
percentages, means and standard deviations were adopted while correlation analysis was used to
establish the strength and direction of relationship between the variables. Regression PROCESS
conditional analysis was used to established the meditation, moderation and moderated-mediated
analysis. Parametric test statistics was adopted to establish the significance influence of variable
effect at 95% level of significance as well as to test the study hypothesis. The findings indicated
that there exists a partial mediation effect on the mediating role of financial innovation on the
relationship between leadership style and financial performance. Further, there is a significant
negative moderating effect of banking regulation on the relationship between leadership style and
financial performance of commercial banks in Kenya. Lastly, the study findings indicated that
there exists negative and significant moderating effect of banking regulation on the mediating role
of financial innovation in mediating the relationship between leadership style and financial
performance of commercial banks in Kenya. The study recommended that that top managers of
the commercial banks need to take up effective transformational and democratic leadership style
in their management programs. The leaders within banks should emphasize research and
development and ensure that the working environment is suitable for creativity and innovation.
Lastly, the study recommends that bank managers and owners abide by the banking regulations
according to the CBK guidelines. Limitations wise, some banks considered information on
banking innovation and impacts of regulation to be confidential and were therefore reluctant to
respond to the questionnaire. Some bank managers also indicated that it was against their company
policy to divulge any information on the company operations. The researcher took time to convince
the respondents by informing them that the data was purely for research purposes. In some cases,
alternative respondents were identified using the multi-level sampling method.

XVii



CHAPTER ONE
INTRODUCTION

This chapter outlines the background of this study by expounding on key concepts used in the
study. It introduces the independent, dependent intervening and moderating variabls. The chapter
details the research problem, outlines the objectives of the study based on research gaps identified.
The chapter also details the significance, scope and limitation of the study based on the variables

studied under this paper.
1.1 Background of the Study

Commercial banks play the critical role of financial intermediation whereby they facilitate flow of
funds between persons with financial surplus, mainly savers and those with financial deficit mainly
borrowers and investors (Manasseh et al., 2021). They aggregate funds on behalf of the borrowers
and investors while also facilitating settlement of business transactions. They also facilitate
transformation of risks and maturities between savers and borrowers (Hull, 2018). In addition,
through borrower due diligence, banks eliminate information asymmetry that exists between
borrowers and investors on one hand and savers on the other as well as help in reduction of
transaction costs related to lending (Abdelhafid and Buheji, 2019). Due to their financial
intermediation role, banks play a significant role in transmission of government monetary policy, a
critical tool in controlling money supply, interest rates and inflation as well as promoting economic
growth (Casu, Girardone, and Molyneux, 2015). In addition, through credit creation and
facilitation of business transactions, banks improve overall liquidity in the economy and therefore
contribute to the growth of the Gross Domestic Product. Every nation therefore requires a

functional banking system in order to achieve its economic objectives (King, 2019).

Since banks, as financial intermediaries play a critical role in the economic stability and
development of every country, their ability to function effectively can therefore be considered to
be of interest to businesses, policy makers and the general public. Each bank’s ability to function
effectively can be established through an assessment of the probability of continuity of its
operations which can best be evaluated through its financial performance indicators such as
profitability, capital adequacy, liquidity and asset quality (Dzhamalovna et al., 2020). In this
regard, banks exhibiting good financial performance are therefore less likely to be destabilized by

economic shocks and other factors in the external operating environment and are consequently less

1



likely to discontinue operations during a crisis (Kuznyetsova and Pogorelenko, 2018). Since the
financial performance of banks is a matter of national importance in every country, it is essential

that banks publicize their financial statements and avail them for public scrutiny.

Globaly, financial performance can be described as a subjective assessmrnt of how well a firm
utilizes assets from its core activities or primary business operations in revenue generation while
financial evaluation aims at establishing a clear picture of a company’s financial position
(Easwaran et al. 2021). In developed nations such as United States of America, financial
performance refers to assessment of the overall health of the financial position of an institution or
the effectiveness of its policies and operations in monetary terms over a specified period of time
(Wood, 2018). Its well established practice in develpped nations that data on financial performance
are recorded in the annual, quarterly or monthly financial statements of an institution namely the
profit and loss account which is aslo known as an income statement, balance sheet which is also
refered to as statement of financial position and cash flow statement (Weygandt et al., 2018).
Financial performance can be measured in absolute figures such as profitability, total cash
generated, sales turnover, capitalization amongst others. It can also be measured in financial ratios
which can be classified into market value, liquidity, performance, cash flow, profitability and debt
ratios (Prochazka, 2017).

In China, commercial banks measures of financial performance are important since they reduce
large volumes of information into a convenient format that can be used for analysis and
interpretation of performance (Bir, Jones and Ladd, 2020). The interpretation and analysis help in
establishing trends and patterns which can assist internal and external stakeholders in ascertaining
strengths, weaknesses as well as opportunities for improvement (Wood et al., 2018). This helps
develop and provide useful management information that can be applied in running a business
enterprise with a view to achieving the organization’s goals (Alexander, 2018). In a banking
context, analysis of financial statements may help identify declining profitability caused by
reducing interest income coupled by growth in the loan book. Further analysis may identify
increase in suspension of recognition of interest on loan caused by borrower default. This could
help management in taking corrective action in regard to loan recovery as well as other activities

relating to loan origination, appraisal, approval and monitoring.



Regional pespectives of measurement of financial performance, according to Pinto et al. (2018),
incorporates but are not limited to on assets and profitability ratios. In addition, capital adequacy,
non-performing loans, return on assets, net interest margin, and loan to deposit ratios can be used
to evaluate a bank’s financial health (Fibriyanti and Nurcholidah, 2020). Other measures include
total deposit to total assets ratio, leverage ratio, total loans to total assets ratio, retained earnings to
total assets ratio and tangible book value per share ratios. In addition, the financial performance of
a bank can be evaluated in terms of net interest margin and return on average assets, ratios which

are used mainly due to the fact that they are easy to calculate and interpret (Puspitaningtyas, 2019).

Performance of commercial banks as measured in financial terms is of great importance to
economies since well performing banks have the ability to attract resource providers such as
shareholders who offer capital, bond holders who provide debt capital and depositors who provide
savings (Gautam, 2018). Resource providers are attracted by a good return on their funds in terms
of dividends to the shareholders and interest for bondholders and depositors. On the other hand,
poor financial performance by commercial banks can lead to banking failure and crisis with
negative implications on economic growth, wealth creation and employment (Nguyen, Nguyen
and Pham, 2020). Banks financial performance is also critical since their liabilities are highly
liquid while their assets are highly illiquid (Goddard and Wilson, 2017). In addition, the existence
of systemic risk which refers to a situation where the collapse of one bank can have a negative
impact on the stability of other financial institutions further emphasizes the importance of bank
financial performance. The impact of systemic risk was exhibited when the collapse of Chase
Bank, caused partly by financial losses, led to panic withdrawals affecting small and medium sized
banks thereby greatly denting their liquidity which in turn resorted to violation of regulatory ratios
(Olingo, 2017).

Due to the significance of bank financial performance, the Bank of International Settlements
(2019), as the global organization tasked with setting banking standards has set a bank financial
\performance rating system to guide in assessment of financial health of banks. The system covers
quality of assets, adequacy of capital, efficiency of management, liquidity position and earning
capability (Khatri, 2019). Capital adequacy, measured in terms of the capital adequacy ratio
assesses the level of a bank’s solvency and the extent to which a bank’s capital is sufficient for its
level of operations and level of risk. Asset quality, measured in terms of portfolio at risk ratio

refers to extent of probability of default within a bank’s loan book. On the other hand, liquidity
3



position refers to a bank’s ability to meet its payment obligations and is evaluated in terms of
liquidity and cash reserve ratios while earning ability refers to how well a bank utilizes resources
and is evaluated using profitability ratios such as return on total assets, return on equity, growth in
profitability and other related parameters

Locally in Kenya, the Central Bank of Kenya (2013), basing its actions on the Bank of International
Settlement’s guidelines has issued a prudential guideline relating to preparation and publication of
financial statements to commercial banks. The guideline requires that banks publish annual audited
financial statements by end of the third month following the conclusion of the financial year with
the financial year ending on 31% of December every year as well as publication of quarterly
unaudited financial statements by the end of the month following the end of a financial quarter.
Banks must therefore publish their their statements of financial position, cash flow statements,
profit and loss accounts and statement of changes in equity in a newspaper with national circulation
as well as display the financial statements prominently within all their business premises. In
addition to the publication, the Central Bank of Kenya summarizes and analyzes the banks’
financial statements and publishes performance ratios such as return on equity, liquidity ratio,
return on assets, growth in profitability, growth in assets and capital adequacy amongst other
disclosures. Bank financial performance is influenced by both internal bank specific and external
macro-economic factors (Gautam et al., 2018). Internal factors refer decisions by management and
boards of directors while external factors relate to dynamics in the operating environment that
management teams and board of directors have no influence over. External factors include
regulatory requirements (Li, 2018; Ben Naceur and Omran, 2011). Leadership Style, financial
innovation and banking regulations form part of the scope for this study and will therefore be

examined in detail in subsequent sections of this chapter.
1.1.1 Leadership Style

Leadership can be reffered to as the means by which persons in authority influence people towards
agreeing and understanding about what should be done, how it ought to be done as well as the
process of enabling both individual and collective efforts towards accomplishment of shared
objectives (Yukl, 2006; Raffo and Clark, 2018). The foregoing definition suggest that leadership
is an ongoing process and not an event. It also involves one or several persons influencing other

people, within a group or team context. Lastly, leadership involves attainment of goals or



objectives which are shared by leaders and their followers with leaders ensuring that the goals are
achieved (Malik and Azmat, 2019). This is evidence that leadership focusses on results which are
achieved mostly through teamwork and collaboration thereby requiring that leaders focus both on
work and relationships.

Leadership Style is anchored under the behavioral theory of leadership and emphasizes what
leaders do as well as their actions towards their subordinates in different contexts (Northouse,
2015). It can be described as intentional means through which leaders influence groups of people
within organizations towards widely understood future states that are different to existing ones
(Gandolfi and Stone, 2018). Leadership style also signifies a leader’s behavioural attributes or
patterns, which has a bearing on the attitude and perception of employees as well as the manager
and job satisfaction (Dhamija, Chiarini, and Shapla, 2021). The foregoing suggests that employees
and other stakeholders though having differing objectives can be swayed into a common goal

through the behavior of their leaders as well as how they are treated.

Leadership style can generally be classified into task behaviours which emphasize goal
accomplishment and relationship behaviours where leaders’” emphasis is on ensuring that subordi-
nates feel comfortable with the organization, themselves, their colleagues as well as with the
situation they are operating in (Ruzgar, 2018). Relationship behaviours would be considred critical
to enhancing collective effort while task behaviors can be considered essential in goal attainment
thereby linking the findings of Northouse, (2015) and Dhamija et, al. (2021). This mean that
leaders should focus on both the tangible organizational objectives and rappot building with a view
to enhancing the bond between individual employees and the organization as well as between

individual employees.

Leadership style approach, anchored under the behavioral theory of leadership, explains the extent
to which leaders combine both task and relationship behaviours. Stogdill, (1974) as reviewd by
Aalateeg (2017) identifies task leadership behaviors which include work organization, structuring
work context, role and responsibility definition and scheduling work activities. They also identify
consideration behaviours which include building friendship/companionship, respect, trust, and
liking between leaders and followers. Cartwright and Zander, (1960), as reviewed by Aalateeg et
al. (2017) identified employee orientation and production orientation behaviours with employee

orientation referring to leaders who approach followers with a strong emphasis on relationships
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and production orientation referring to an emphasis on the technical and production aspects of a
job. Oni (2017) identifies relationship and task oriented leadership style. Task oriented style
equated to concern for production and while relationship oriented style equated to concern for
people under the works of Blake et al., (1964, 1978, 1985). Task orientation or concern for
production refers to a leaders’ inclination towards achievement of organizational tasks while
relationship orientation or concern for people may be reffered to as the way in which a leader
relates to and attends to persons within the organization who are tasked with achievement of its
goals. Relationship-oriented leadership incorporates staff recognition, development and support
while task-oriented leadership involves planning, role clarification, objective setting and
performance monitoring (Sfantou et al, 2017). The foregoing highlights the fact that leaders, in
pursuit of organizational goals, cannot ignore tasks or relationships. It is also places emphasis on
the need for leaders to be conscious about how they treat followers since their relationship with
followers has an impact on results. The authors however fail to discuss the extent to which a leader
should focus on task accomplishment compared to how much they should focus on relationship

building.

Bodhankar and Modi (2018) discusses autocratic, bureaucratic, democratic and laissez-faire
leadership style conceptualized by Lewin and Lippit (1938). Autocratic leaders hardly consult
with followers, expect followers to obey orders without explanations and motivates through
structured rewards and punishments. Bureaucratic leadership is where law, policy and procedures
are applied to the letter and anything not outlined therein is declined or referred to higher authority.
Democratic leadership refers to persons who adopt a participative, consultative style of leadership,
who share information freely and involves followers in decision making. Laissez-Faire Leadership
on the other hand refers to a style where little or no direction is offered to followers since the leader
believes that people know what they need to do and can do it without much direction. Compared
to studies regarding task and relationship behaviors it seems that autocratic and bureaucratic
leaders may be more task than relationship oriented while democratic leaders could be more
relationship than task oriented. On the other hand, laizzez-faire leaders may neither be task or
relationship oriented, preferring a hands-off approach.

Burns (1978) and Den Hartog (2019) discuss transformational leadership style as the process by
which leaders and their followers challenge and promote each other to increasingly higher levels

of motivation and morality. Leadership is therefore not a distinct set of acts but a process where
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leaders and followers influence one another while their relationships evolve over time.
Transformational leaders use intellectual stimulation to inspire creativity and innovation and
challenge the status quo; individualized consideration to create an organizational climate where
followers’ individual needs are addressed; idealized influence where the leader acts as a role model
who the follower identify with and imitate due to their high moral and ethical conduct and
inspirational motivation to communicate high expectations to followers in order to inspire
commitment to shared (Teymournejad and Elghaei, 2017). These leaders seem also to be highly
relationship and task focused since their motivation and inspiration is individualized as well as

focused on the shared vision.

Transactional leadership style refers to an approach based on exchange of rewards for performance
or punishment for nonperformance for example wages for effort and where leaders seek to appeal
to followers’ self-interest (Hussain et al., 2017; Xenikou, 2017). Leaders thus focus on task
accomplishment & good relationships in exchange for desirable rewards. These leaders may adapt
their approach to suit follower experiences. They use contingent reward to clarify goals and reward
followers or give incentives when expectations are met, passive management by exception where
correction or punishment are utilized as a response to performance that is below expectations or
any form of deviation from the acceptable standards. On the other hand, active management by
exception refers to situations where a leader actively monitors employee performance and utilizes
corrective methods with a view to ensuring that work is completed within acceptable standards
(Khan et, al., 2017).

Research findings have reported mixed findings on the relationship between leadership style or
leadership behaviors and financial performance. For example, Collins (2001) established that
leaders who exhibited a paradoxical blend of professional will and personal humility in addition
to a fierce determination to make their companies succeed led their companies to sustained levels
of financial performance. Collins and Hansen (2011) on the other hand established that companies
headed by leaders who were more empirical, more disciplined and more paranoid in regard to
creativity, innovation, risk taking and vision setting than their peers attained higher levels of
financial and non-financial performance during periods of economic uncertainty. The foregoing
studies were based on companies listed on the New York Securities Exchange using content
analysis and a comparative research design. The authors however failed to arrive at specific

leadership behaviors across the two studies probably because the research objectives as well as the
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economic conditions were different. However, it is also noteworthy that there was a ten-year gap
between the tto studies which could also have accounted for the variation in findings. There is also
a probability that the different bevaioral traits of the leaders could be accounted for by the different
situations that they were handling.

Kittikunchotiwut (2020) established that transformational leadership style positively contributed
towards the financial performance of small and medium enterprises in Indonesia. Onagh and Azimi
(2018) on the other hand concluded that transformational leadership style had a significant effect
on the financial performance of software companies in Iran due to the leaders’ ability to inspire
followers to pursue transcendental purposes as well as inspire creativity and innovation. Both
studies were based on cross-sectional survey design and focused on only one leadership style. Both
therefore failed to assess if other aspects of leadership style had a similar or different impact on
the companies surveyed. Contradictory findings have also been reported, for instance, Miloloza et
al., (2018) concluded that authoritarian leadership style which can be equated to autocratic
leadership style had a negative impact on the financial performance of large enterprises in the
growth and maturity phase in Croatia while Khajeh (2018) established that democratic leadership
style had a negative impact on return on investments, profitability, shareholder returns market

share and sales sales amongst companies in Iran.

In banking sector, Schaubroeck, Lam and Cha (2007) stated that although transformational
leadership style was responsible for improved financial performance by banks in the United States
of America and Hong Kong, the study reported poor financial performance of commercial banks
could be attributable to poor management of bank’s reputation and ethical malpractices. In
addition, the collapse of Washington Mutual Bank of the United States of America in 2008 was
blamed on the unorthodox leadership style of the Chief Executive as well as the incompetence of
other leaders (Grind et al., 2012). On the other hand, Deli¢, Kozarevi¢ and Ali¢ (2017) found out
that leader’s willingness to build mutual trust, build teamwork, promote healthy working
relationships and provide resources to employees positively and significantly contributed to the
profitability of commercial banks in Bosnia and Herzegovina. In Kenya, Maina and Waithaka
(2018) established a positive relationship between organizational financial performance and
leaders who emphasized change, employee competence, creativity and innovation amongst other

factors amongst commercial banks operating in Nyeri County. Kasuni, Mandere and Njeru (2022)



also found that strategic leadership has a positive and significant influence on the return on equity

and return on assets amongst commercial banks in Kenya.

Given the mixed research findings, this study conceptualized that leadership style influence of
financial performance could be mediated or moderated by other factors leading to the
inconsistency of results. Therefore, financial innovation and banking regulations were tested for
the mediating and moderating effects respectively as none of the reviewed work have addressed

this concern.
1.1.2 Financial Innovation

An innovation refers to any idea, service or tangible good, that is perceived by an individual,
organization or group of persons as new regardless of whether it has a history with someone else
(Taylor, 2017). Innovations are geared towards meeting market needs, responding to opportunities,
improving organizational performance and involve development of new products or production
processes to improve operations (Laban and Deya, 2019). It can therefore be concluded that
innovations are used as a tool for improving customer satisfaction as well as financial performance.
Kogabayev and Maziliauskas (2017) assert that Innovation is geared towards economic growth,
increase in employment as well as growth in market share and profitability of business enterprises.
Innovation also involves a number of organizational decision-making processes, ranging from new
idea generation all the way to implementation, monitoring and evaluation (Dziallas and Blind,
2019). From the foregoing, it is also safe to conclude that innovation is driven by leaders through
decision making and thereafter impacts financial performance through growth in sales, customer
retention and profitability growth amongst other forms of impact. In addition, from the foregoing,
innovation can be viewed as changes emanating from new or improved processes, products and
structures amongst other factors. These changes are initiated with a view to improving individuals,
communities, organization or nations socially and economically. Though the nature and extent of
innovation may vary, the end result is always a new or improved product, service, process, way of

life or method of achieving objectives.

Financial innovation refers to a process involving the conceptualization, establishment, promotion
and adoption of new products, processes, platforms, or technology enablers which introduce
changes or new ways to in regard to how a financial product is delivered or financial activity is

carried out (Khraisha and Arthur, 2018). Tahir et al. (2018) define financial innovation as



development of new financial products and instruments in financial intuitions and markets through
new technologies which includes process, product and institutional innovation. Gasparini and
Prospero, (2019) on the other hand includes digital social finance initiatives such as digital
crowdfunding, financial data privacy and protection and social media use for customer service,
financial inclusion and financial literacy programs amongst others as part of financial innovation.
Financial innovations can therefore be classified into product innovations (Oke, 2007) or process
innovations that involve creation of new product types, features, functions, benefits or
characteristics. It also involves initiation of changes regarding the way a financial activity is carried
out or a financial product is delivered (Kaisha et al., 2018). The Kenyan banking sector has
witnessed several financial innovations such as new channels including agent banking, mobile
banking amongst other as well as improvements on existing products such as additional security
features on debit cards through use of memory chips. There have also been partnerships amongst
banks such as Pesalink money transfer as well as the Stawi digital loan product targeting small and

medium enhterprises.

There are a number of ways that financial innovation leads to improved financial performance. For
example, it leads to reduced cost of doing business amongst financial service providers as well as
increased financial access to consumers (Ulgen,2019). It can also help in reducing cost of service
delivery, increase the speed of recognition of fraud as well as decrease the cost of payments
(Akkaya, 2019). On the other hand, financial innovation can lead to financial losses for example
through fraud and operational risk losses (Feyen et al. 2021). The process of innovation also carries
with it elements of risk and uncertainty which have the potential to cause financial and other losses
as was witnessed in the 2008 global financial crisis. Consequently, the final outcome of financial
innovation may not necessarily be positive since failure to mitigate inherent risks may lead to
losses through fraud or financial loss making.

Salman and Nowacka (2021) classifies financial innovations into new products and processes such
as internet banking, digital payments, mobile banking, credit scoring and electronic loan appraisal
among others. YuSheng and Ibrahim (2020) on the other hand associate financial innovation with
new processes, products and systems. The foregoing is proof that new products by commercial
banks in Kenya which include but are not limited to Internet Banking, Mobile lending, Mobile
Banking and Agent Banking, debit cards, credit cards, electronic money, value capping, agent

banking, Real Time Gross Settlement, Cheque Truncation Clearing System, payments of utility
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bills, electronic fund transfers, and selling insurance products can be classified as financial
innovation as asserted by the 2013 Central Bank of Kenya’s bank supervision report. The
foregoing products further grant credence to the argument by Heikkinen and Korhonen (2006) that
financial innovation by commercial banks is highly influenced by advancement in information and

communication technology.

The assertion that financial innovation is driven by technology is further supported by Alshubiri,
Jamil and Elheddad (2019) who discovered that increase in penetration of technology within the
gulf cooperation countries had led to increase in financial products as well as increased access to
financial services which in turn led to growth of financial institutions coupled with economic
development. There is further proof that financial innovations by commercial banks is motivated
by financial gains. For example, Mwawasaa and Ali (2020) found out that financial innovations in
banks lowers cost of production. Secondly, innovation in financial services is highly influenced
by a need to ease payments and savings, reduce circulation of fake currency and accelerate flow
of funds (Ozili, 2017). This study therefore sought to establish the extent to which financial
innovation involving technology influence financial performance of commercial banks operating

in Kenya.

From the discussion, it’s evident that financial innovation defines a leader’s ability to achieve
effectiveness and efficiency in managing resources for optimal performance. This ability was
conceptualized to have a mediating role in influencing leadership style on financial performance
and therefore it become a mediating variable for the study. For instance, commercial banks in
Kenya have witnessed multiple aspects of product, process and organizational innovations.
Product innovations in the recent past include agent banking, bancassurance, mobile banking,
micro lending and cheque truncation processing amongst others. Process innovations include
online account opening, credit information sharing, biometric customer identification, automated
gueueing systems and self-service deposit machines. Organizational innovations include enterprise
risk management systems, strategic partnerships with money remittance companies, financial
inclusion initiatives and organizational restructuring among others. All these innovations are
aimed at achieving effectiveness and efficiency in operations and customers’ satisfaction which
ultimately translates to financial performance. The innovations are anchored on technology and
communication advancement creating automation of process and service delivery, and by large is

a decision making process vested on leadership. This justifies the choice of financial innovation
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as a mediating variable. From the reviewed literature, none of the study have assessed the

mediating role of financial innovation, and therefore the study bridged this vital knowledge gap.
1.1.3 Banking Regulation

Banking regulation involves institution of rules of conduct, monitoring whether the rules are being
followed, observance of the behaviors of the market participants and enforcement to ensure
compliance with the rules (Tian, 2017). Governments regulate banks in order to ensure that capital
is allocated to the best projects, that banks provide portfolio management services and handle
payment system in an effective manner, ensure that problems in the financial sector do not spill
over to real economy, ensure investors are not ripped off or misled, reduce excessive risk-taking
and minimize conflict of interest (Van Hoose, 2017). In addition, regulations are meant to ensure
that financial institutions do not engage in excessive risk taking, that there is sufficient
transparency about the activities of financial institutions and that financial intermediaries are
informed by rational and objective evaluation of information (OECD, 2018; Giannetto, Gangi and
Altankhuyag, 2019).

Khan (2018) states that banking regulation was conceptualized due to microeconomic concerns
over banks’ depositors’ ability to monitor bank’s risk profiles and take appropriate measures to
ensure that banks take acceptable levels of risk. Regulation is reinforced by a recognition about
the significance of banks to the global economy as well as a concern about the potential social and
economic impacts of the collapse of any bank. In addition, increasing product complexity, market
fragility and institutional complexity has led to increased importance of regulation of banking and
other financial institutions (Newell, Cohen & Carmichael, 2017). The foregoing studies indicate
that banking regulation is meant to protect stakeholder interests as well as enhance industry

discpline and stability.

Banking regulation can be classified into systemic, prudential and conduct of business
requirements (Cargill et al., 2017). Systemic regulation is comprised of rules and requirements
aimed at enhancing the stability of the entire banking system. The rules therefore give a safety net
and ensures soundness of the banking system. They include regulations such as lender of last
resort, deposit insurance and failure to settle mechanisms amongst others. They therefore protect
the banking system against problems in one bank spilling over to other banking institutions and

thus causing instability. Prudential Regulation relate to rules aimed at ensuring proper risk
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management and capital adequacy (House of Lords, 2017). They include risk management
guidelines, liquidity, capital adequacy and asset quality requirements amongst others. They are
aimed at ensuring that banks maintain a sound financial base and only take risks that can be
sufficiently absorbed by their capital. Conduct of business regulation on the other hand refers to
rules meant to protect customers, investors and the general public from harm that may emanate
from the behavior of financial institutions. They include regulations relating to allowed or

prohibited business activities, information disclosure, honesty, integrity and ethics.

Recent banking regulatory requirements in Kenya include enactment of the Consumer Protection
Act in 2012 and imposition of interest rate capping under the Banking (Amendment) Act of 2016.
Though is not specific to banks or the Kenyan financial sector, Financial Reporting Standard
number 9 (IFRS 9) in 2018, had an impact on how banks recognize income and make provisions
for loan losses especially because Central Bank of Kenya require commercial banks to prepare
annual and periodic financial statements in accordance with International Financial Reporting
Standards (Musyimi, and Mutemi, 2019).

With regulations on amount of capital required for certain levels of business (capital adequacy),
income recognition and recording, asset write off amongst others, it is clear that regulatory
requirements have an influence on bank financial performance of commercial banks. The study
conceptualized this influence to exhibit a moderation effect given that tne regulations emanates
from outside the management control and its influence can be either way in defining financial
performance. Given the Central Bankof Kenya mandate in establishing rules that control the nature
and extent of financial innovation, the study further conceptualized that it can exhibit a moderated-
mediation role in defining the financial innovation role in mediating the relationship between
leadership style and financial performance. Equally, the reviewed literature has not clearly
provided evidence of moderating-mediating role of banking regulations, despite the possibility of
banking regulation’s influence on financial innovation ability of leaders and its ultimate influence
on financial performance. This study therefore established the extent to which banking regulatory
requirements moderates the mediation role of financial innovation in mediating the relationship

between leadership style and financial performance of commercial banks in Kenya.
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1.1.4 Financial Performance of Commercial Banks

Central Bank of Kenya’s Prudential Guideline (2013) require that banks not only publish financial
statements which include the balance sheet or statement of financial position, income statement
which is also reffered to as profit and loss account, statement of changes in equity and cash flow
statements but also make qualitative financial disclosures such as aggregate exposure to related
parties and transactions with related parties and accounting policies as well as non-financial
information that may impact financial performance such as risk management strategies and
practices, management and governance information and group structure amongst others. The bank
of International Settlements (1988) developed a system for rating the financial performance and
stability of banks commonly known as CAMELS rating system. The acronym CAMELS
represents the six measures namely Asset Quality, Capital Adequacy, Management Efficiency,
Earnings Ability and Sensitivity. Capital adequacy is measured using five ratios namely total
shareholders’ equity to total risk weighted assets, total complementary capital to total risk
weighted assets, total capital base to total complementary capital, liabilities to equity and deposits
to equity. Asset quality is measured in terms of five ratios namely rate base assets to total assets,
bank earning shares to total assets, deposits to total assets, fixed assets to equity and fix assets to

total assets.

Management efficiency ratios include net profit to number of branches, total assets to number of
branches, total liabilities to number of branches, total deposits to number of branches and total
loans to number of branches. Earnings ability ratios include fees and commissions to total income,
loan income to total loans, deposit cost to total deposits, loan income to deposit cost and cost to
income. Liquidity ratios include investment to total assets, current liquidity to deposits security to
total assets, current liquidity to demand deposits and liquidity to assets. Sensitivity is measured in
terms of doubtful debts to loans, provisions for loans to loans, bad and overdue loans to total loans,
long term deposits to total deposits and demand deposits to total deposits. The CAMELS rating
system is unique to financial institutions and was established due to the sensitivity of the banking
system to the global economy (Khatri, 2019). From the foregoing, it is prudent to conclude that
the CAMELS rating largely impacts the financial performance of commercial banks. Emphasis on
application of the system has been increased after the 2008 financial crisis where insufficient
capital and low quality of assets were found to be the main reasons for financial instability amongst
banks (Nguyen et al. 2020).
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Many authors have associated bank financial performance with availability of financial resources
with limited reference to leadership and management. For example, Trujillo-Ponce (2013)
concluded that European banks’ financial performance is determined by bank size, capital ratio
and loan loss provisions while Alemu and Negasa (2015) concluded that bank size, income
diversification, capital structure, market structure and ownership status determine Ethiopian
banks’ financial performance. In addition, Mashamba (2018), assert that bank profitability is
determined by size of bank deposit base, bank size, credit risk management, economic conditions,
level of a country’s gross domestic product and bank’s business model or specialization. Qayyum
and Noreen (2019) established that capital structure of a bank and the size of the bank has a positive
and significant impact on bank’s return on equity and return on assets ratios. This happens
primarily because highly capitalized banks are less likely to use borrowed funds thus reducing
costs of funds while large banks are able to utilize their economies of scale to reduce cost of doing

business.

In Kenya, Ongore and Ngusa (2013) asserted that quality of assets, capital adequacy, liquidity
management management efficiency and ownership identity determine bank financial
performance. This still leaves the question regarding how leadership influences bank financial
performance unanswered. Wanalo, Mande and Ng’ang’a (2020) on the other hand asserted that
credit risk has a negative and strong relationship with financial performance while liquidity has a
strong and positive relationship with bank’ profitability and return on assets. This happens since
deterioration in credit risk could lead to increasing loan losses thus reducing income while an

improvement in liquidity increases ability to lend and invest which potentially increases income.

Many factors therefore determine bank financial performance. However, few writers have
mentioned leadership and management efficiency as a key determinant of bank financial
performance. In addition, limited literature exists in regard to the impact of banking regulation and
innovation on the financial performance of commercial banks in Kenya. Whilst not denying that
financial resources are critical, this study focused on the significance of leadership style, financial
innovation as well as regulation in determining financial performance of commercial banks in

Kenya.

Studies have indicated that financial performance is a reliable trailing indicator of overall decision

making (Collins et al, 2002; Siciliano, 2003) thereby rightly suggesting that good financial
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performance is a good indicator of good management decisions. On the other hand, other scholars
such as Eklof, Podkorytova and Malova, A. (2018) as well as Refmasari and Supriyono (2019 also
assert that non-financial measures of pwrformance such as cusotomer satisfaction, organizational
learning and internal processes are good lead indicators of financial performance. In addition, non-
financial information has been criticized due to lack or universally acceptable mean of verification
as well as unreliability due to limited management information on the same (O'Connell and
O'Sullivan, 2016). In this regard, this study conceptualized that publishe financial results are a

reliable indicator of overall organizational performance.
1.1.5 Commercial Banks in Kenya

The Central Bank of Kenya (2021) stated that as at 31% December 2021, Kenya had 38 commercial
banks classified into 13 locally incorporated subsidiaries of foreign banks, 3 branches of foreign
incorporated banks and 22 locally owned banks. It also classified the banks into three peer groups
of 9 large banks, 9 medium sized banks, and 20 small banks as outlined in appendix 1. The report
further stated that the 9 large banks accounted for 74.76% of the market share comprising of 74.2%
of deposits, 74.6% of the sector’s capital and reserve size, 74.9 %of the asset size, and 86.9 % of
the profitability. The 9 medium sized banks accounted for 17.1% of deposits, 16.4% of the sector’s
capital and reserve size, 16.1% of the asset size and 12.3% of the profitability which adds up to
16.4% of the market share. On the other hand, the 20 small banks accounted for 8.82% of the
market share comprising of 8.6% of the deposits, 9% of the sector’s capital and reserve size, 9.1%
of the asset size, and 0.8% of the profitability.

Further analysis of the report shows that the largest bank (KCB) by shareholders’ equity ranked
2" in profitability but 3 in return on equity while the fourth largest bank (Co-operative Bank)
ranked 3™ and 8" in profitability and return on assets respectively On the other hand, the top 3
banks in regard to growth in total assets as well as growth in profitability belong to the small peer
group. The inconsistencies between overall financial performance are also observed amongst
banks with same ownership categories. For example, in 2021, Equity Bank and Family Bank who
are classified as locally owned, were formed in 1984 as building societies then converted to fully-
fledged commercial banks in 2004 and 2007 respectively yet Equity Bank’s profit is over KES 41
billion compared to Family Bank’s KES 1.3 Billion. In addition, Family Bank’s average return on
equity between 2017 and 2021 is 6.72.2% compared to Equity Bank’s 33.3%. Two foreign owned
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banks listed on the stock exchange namely Diamond Trust Bank and Stanbic Bank had huge
difference in profitability in 2021 with Diamond Trust reporting KES 4.4 billion in profitability
while Stanbic Bank reported KES 9.5 billion in profits.

1.2 Statement of the Problem

Central Bank of Kenya (2021) published summarized financial statements that revealed disparities
in financial performance amongst banks with similar characteristics. For example, KCB ranks first
in profitability but 5 in return on equity while Co-operative Bank ranks 4™ and 8" in profitability
and return on assets respectively. The same trend was evident in 2017 where only Barclays Bank
ranks 5" on all the parameters since all others are ranked differently on all parameters. In addition,
Equity Bank’s profit was over KES 41 billion compared to Family Bank’s KES 1.3 Billion, in
addition to, Family Bank’s average return on equity between 2017 and 2021 at 6.72.2% compared
to Equity Bank’s 33.3%. Diamond Trust Bank and Stanbic Bank had huge difference in
profitability in 2021 with Diamond Trust reporting KES 4.4 billion in profitability while Stanbic
Bank reported KES 9.5 billion in profits. These disparities in financial performance in 2020 and
2017 raises questions about whether it could be due to something that the management teams in
the different banks do or fail to do, a result of good/bad luck or chance or any other reasons. While
either of the foregoing or a combination of two or more of the factors could offer an explanation,
reasons behind the disparities could be of interest to banks’ management, policy maker or
regulators. This study, therefore investigated leadership style, financial innovation and banking
regulation influence on financial performance, specifically assessing the mediating role of
financial innovation and moderating role of banking regulations and the moderating-mediating

role of banking regulations.

Studies on the effect of leadership style and financial innovation on the financial performance of
commercial banks operating in Kenya have been conducted (Wafubwa, 2013; Cherotich et al,
2015) and mixed results have been reported with both significant and insignificant findings. The
effect of financial innovation on financial performance have also provided mixed results with
scholars such as Schaubroeck et al (2007) reporting improved financial performance by banks in
the USA and Hong Kong while Cherotich et al (2015) reporting positive but insignificant findings.
None of the reviewed showed evidence of the moderation-mediation role of banking regulation.

The disparities in findings pointed both conceptual and contextual gaps in knowledge despite the
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evidence that financial innovation is by far a leadership decision output and thus could
conceptually play a mediating role. On the other hand, banking regulations are decision beyond
leadership control and therefore could affect leadership decisions in either way, thus conceptually
construed as moderator factor. Far and by large, given the regulator’s role in shaping innovations,
banking regulations could also exhibit a moderation effect in mediating role of financial
innovation. These facts have not been clearly addressed within the present research and thus
informed the basis of this research in an attempt to bridge this important knowledge gap. The
limited nature of research findings in this area justifies the need to further investigate the nature of
the relationship between leadership style, financial innovation and banking regulation on the

financial performance of commercial banks in Kenya.
1.3 Objectives of the study

Research objectives refers to the researcher’s intentions and should be focused on finding out the
reality and facts that are either unknown or have not been exposed (Mishra and Alok, 2019). They
represent the specific and measureable that are taken in order to achieve the goals of a study (Frey,
2018).

1.3.1 Overall Objective of the Study

The overall objective of the study was to establish the relationship between leadership style,
financial innovation, banking regulation and the financial performance of commercial banks in

Kenya.
1.3.2 Specific Objectives of the Study
The specific objectives are:

i.  To establish the influence of leadership style on financial performance of commercial

banks in Kenya.

ii.  To examine the intervening effect of financial innovation on the relationship between

leadership style and financial performance of commercial banks in Kenya.

iii.  To determine the moderating effect of banking regulation on the relationship between

leadership style and financial performance of commercial banks in Kenya.
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iv.  Todetermine the moderating effect of banking regulation on the mediating role of financial
innovation on the relationship between leadership style and financial performance of

commercial banks in Kenya
1.4 Significance of the Study

This study adds to the existing body of knowledge and can help in improving interaction between
academia and industry practitioners. The findings can be used to enrich the linkage between theory
—research and education - and industry practice especially in regard to approaches to management
development and innovation in commercial banks. The study also introduces a new dimension
through which banking regulation impacts financial performance of commerciual banks as a
moderator to the mediating role of financial innovation. This new aspect will form a basis for

additional future academic research.

The Central Bank of Kenya can utilize the findings of this study to review and enhance policy
formulation and regulations regarding minimum requirements for recruitment to management and
boards of directors in banks. Central Bank can also use the findings in this study to inform its
decisions in regard to regulating banking innovation. The report from this study can also be used
to ascribe deeper meaning to ‘fit and proper’ requirements for bank directors, senior executives

and other management staff.

The findings of this study informs bank owners and decision makers on the role played by
leadership style, financial innovation and banking regulation in influencing financial performance
with a view to improving return on investment, enhancing quality and content of staff development

programs and addressing existing leadership skills gaps in commercial banks.

This study has rich literature review that could be used by scholars and student tgo further research
in the area. In addition, the study made recommendations for further research areas that could be
used to advance the field of analysis.

1.5 Scope of the Study

This study covered all the 38 commercial banks in operation in Kenya as at 31% December 2021
Financial performance was evaluated on the basis of growth in profitability, return on assets, return
on capital employed and growth in assets between 2017 and 2021 and no other measures of

financial performance were analyzed. The study focused only on leadership style with its
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indicators being transformational, autocratic, democratic and lasses-faire leadership. It also
focused on the moderating effect of banking regulation as performed by the Central Bank of Kenya
and the intervening effect of financial innovations relating to technology on financial performance
of commercial banks in Kenya. Financial innovation products studied included, agent banking,
internet banking, mobile lending and mobile banking. The analysis covered a duration of five years
from 2017 to 2022.

1.6 Delimitations of the Study

The study was delimited to analysis of four indicators of leadership style namely, transformation
leadership, democtatic leadership, autocratic leadership and lazier faire leadership Style. Under
financial innovation, the analysis was delimited to internet banking, mobile lending, mobile
banking and agent Banking since they are the most contemporary financial innovations of which
idependently verifiable data is available. Banking regulations was delimited and assessed based
on application of International Financial Reporting Standard number 9 (IFRS 9), application of
International Financial Reporting Standard number 16 (IFRS 16), new product development
regulations and risk management regulations. Finaly, financial performance analysis was delimited
to assessment of growth in profitability, growth in assets, return on assets and return on Equity.

The anslysi period was delimited to fiscal years covering between and including 2013 and 2022.
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CHAPTER TWO
LITERATURE REVIEW
2.0 Introduction

This chapter outlines theoretical and empirical literature on leadership style, diffusion of
innovation theory, agency theory and stakeholder theory as a theoretical framework for the study.
It is a compilation of the conceptual and theoretical approaches to leadership style, innovation,
financial performance and bank regulation and how each theory can be applied to commercial
banking institutions. The chapter explores the key assumptions as well as strengths and weaknesses
of each theory. In addition, the chapter also reviews empirical literature on leadership style,
financial innovation, bank financial performance and banking regulation and their impact on

financial performance in banking.
2.1 Theoretical Literature Review

Scholars and practitioners have attempted to define leadership over the centuries without arriving
at a consensus with this process leading to various theories which include situational, trait, style,
path-goal, contingency, leader-member exchange, servant, authentic, psychodynamic, team and
transformation approaches (Northouse, 2015). This study used behavioural theory of leadership as
the lead theory and a detailed discussion is outlined under section 2.1.1. The theory on diffusion
of innovation, agency and the stakeholder theories are also discussed with a view to illustrating
how innovation, agency and stakeholder issues may affect financial innovation, financial

performance and banking regulation.
2.1.1 Behavioral Theory of Leadership

Behavioral theory of leadership evolved from trait theories and stresses that principally, leaders
are made and not born as well as that leadership behaviors can be learnt to ensure leadership
effectiveness (Johns and Moser, 1989; Denison, Hooijberg and Quinn, 1995). The theory therefore
largely ignores the situation and environment of the leader as well as the leader’s traits (Northouse
et al., 2015). Research on behavioural theory of leadership resulted in different patterns of
behaviour being grouped together and being referred to as styles with Blake and Mouton’s
Managerial Grid and Ohio State University’s model being the earliest examples (Benmira and

Ogboola, 2021). Approaches under the theory focus on how leaders conduct themselves and
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attempt to answer questions about what leaders do and how leaders act (Asrar-ul-Haga and Anwar,
2018). They emphasize more on the determinants of behavior of a leader and conclude that using

these determinants, leadership style can be learnt.

Leadership behaviours are classified into task behaviours which facilitate goal accomplishment
and relationship behaviours which are geared towards assisting subordinates feel appreciated as
well as comfortable with various work situations, themselves and with each other. The behavioural
approach therefore attempts to explain how leaders combine both task and relationship behaviours
in order to influence achievement of organizational objectives. The theory is therefore credible
since it forms a basis for leadership training, coaching and mentoring and also emphasizes that
how leaders treat followers is important despite the fact that it ignores a leaders’ situation which
cannot ber divorced from a leaders’ behaviour. It is the best leadership theory applicable to this
study since the study conceptualizes that leaders influence bank financial performance through the
way they treat and interact with their employees, how they handle regulatory requirements as well

as how they handle innovations.

Leadership behavior is further explained through Blake & Mouton, (1964, 1978, 1985) who
designed a grid explaining how leaders help organizations achieve objectives through concern for
production and concern for people. Concern for production, which can be equated to task
orientation, includes behaviours such as emphasis on policy and processes, new product
development, sales among others Concern for people on the other hand can be equated to
relationship behaviors and includes promotion of employee self-worth, improving working
conditions, fair remuneration, promoting good social relations amongst others. Leaders can
emphasize tasks with little emphasis on people through authority compliance style or exhibit a low
concern for tasks with high concern for relationships through country club style. Leaders may also
be unconcerned with both tasks and people thus exhibiting impoverished management, exhibit
intermediate concern for both people and tasks through middle-of-the-road management or have a
strong emphasis on both tasks and interpersonal relationships through team management. Leaders
who exhibit both task and people orientations but are unable to integrate the two are referred to as
paternalistic or maternalistic while those who use all styles for purposes of personal advancement

are referred to as opportunists (Islam and Bhattachar, 2019).
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Leadership behaviours under behavioural theory can further be classified into initiating structure
and consideration (Stogdill, 1974). Initiating structure can be equated to concern for production
under Blake et. al (1964, 1978, 1985) and includes behaviours such as work organization, structure
provision, role definition and work scheduling while consideration can be equated to relationship
behaviors and includes relational behaviours such as trust building, respect as well as building
companionship and friendship between leaders and followers. While reviewing University of
Michigan Studies Stogdill et al. (1974) identified employee orientation and production orientation
behaviours where employee orientation refers to leaders who emphasize strong human relations
while production orientation comprises of behaviours that emphasize the technical and production
aspects of a job. Employee orientation mirrored relationship behaviours from his previous research

while production orientation mirrored task behaviours.

There is a general consensus amongst scholars that leaders need to be both highly task as well as
highly relationship oriented in all situations (Peretomode, 2021; Nor, Mokhtar, and Hazuan, 2021).
From the foregoing studies, it is can be considered that in focussing for both production or
employee orientations, leaders are striving to influence performane and meet stakeholder
expectations. Both concern for tasks or production as well as concern for people or relationships
are also reflected under the balanced scorecard tool used for strategic planning and performance
management (Bochenek, 2019) with concern for production or task behaviors being reflected
under the financial and internal proceses pillars while the relationship and consideration behaviors
being reflected in the customer and organizational development pillars on the balanced scorecards.

The behavioural theory of leadership has integrated previous studies such as those by Webber
(1947) who conceptualized transactional leadership style where leaders employ both rewards and
punishments to ensure compliance and motivate followers. Compliance equates to task or
production focus while motivation equates to relationship or employee focus. Leaders use
contingent reward where they communicate what employees need to achieve in order to be
rewarded, active or passive management by exception where they invoke corrective measures
whenever there is deviation from established rules or laissez-faire style where they use delegation
to get work done. Transactional leaders are not considered to be future oriented but focused on
maintaining the status quo. Supporters of the style argue that it is effective in emergency situations,
during crisis periods or when projects need to be carried out in a specific way (Rockwell, 2021;

Changar and Atan, 2020). They also argue that the style is suitable in times of stability. Critics of
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the style however point to its lack of focus on relationship building, limited long-term focus and
suppression of creativity and innovation (Alavi, Rabah and Jones, 2021). Others critics fault the
style for an over emphasis on rewards and punishments despite the fact that its impossible to find
rewards that can motivate all people equally (Ramadhanti, Singh and Kularajasingam, 2018). It
can however be concluded that transactional leaders are task focussesd due to their emphasis on
compliance and are also relationship focused due to their emphasis on motivation. It can also be
concluded that the focus on both compliance and staff motivation is geared towards influencing

financial and non-financial performance through positive and negative staff incentives.

Transformational leadership style as conceptualized by Burns (1978) can also be classified as a
prpoduct of behavioural theory of leadership. The style involves a process by which leaders and
followers promote each other to higher levels of motivation and morality. Leadership is therefore
not a distinct set of acts but a process where leaders and followers influence one another while
their relationships evolve over time based on mutual trust (Islam, Furuoka and Idris, 2021; Salas-
Vallina, 2020). Transformational leadership stands on four pillars namely inspirational motivation,
idealized Influence, individualized consideration and intellectual stimulation. Idealized influence
is the emotional component of transformational leadership. The leader acts as a role model who
the followers identify with and imitate due to their high moral and ethical conduct (Den Hartog el
al.,, 2019) though the leaders may drift towards organizational centric unethical conduct
(Balasubramaniam et al., 2021; Havarangsi, 2021). Under inspirational motivation, leaders
communicate high expectations to followers in order to inspire commitment to shared vision with
a view to channelling group members’ efforts towards teamwork instead of self-interests (Chebon,
Aruasa and Chirchir, 2019; Susilo, 2018)). It can therefore be concluded that idealized influence
is the relationship or employee focus aspect of transformational leadership while inspirational

motivation comprises the task or production component.

Intellectual stimulation could also be viewed as a task or production component of
transformational leadership. It involves inspiring followers’ creativity and innovation and
challenges the followers’, leaders’ and organizations’ values and beliefs (Agyemang, Boateng, and
Dzandu, 2017; Mokhber, Khairuzzaman and Vakilbashi, 2018). It also encourages followers to
experiment with new approaches and innovate towards handling organizational issues and
problems. Individualized consideration on the other hand can be viewed as a relationship aspect

under transformational leadership. It refers to creating organizational climate where followers’
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individual needs are addressed. Leaders therefore coach and advice followers in order to assist

them become fully actualized through empowerment and delegation (Bass, 1985).

Supporters of transformational leadership style argue that transformational leaders stimulate and
inspire followers into achieving extraordinary results as well as develop leadership capacity
amongst the followers (Northouse et al. 2015). They also argue that leaders’ responsiveness to
follower personal needs, leads to high levels of follower commitment and satisfaction which in
turn improves productivity (Bass, 1985, 1998a). They also indicate that the style has produced
positive results in different sectors and institutions such as technical training institutions (Okoli et
al., 2021), manufacturing (Arif and Akram, 2018), financial technology (Huang and Chang, 2021).
as well as drug and food control (Effiyanti et al, 2021). They also argue that transformational
leadership stimulates job satisfaction, organizational commitment, and job performance which in
turn influencee organizational performance (Chen, Xu and Jones, 2018). Critics of
transformational leadership however point out that leaders with high idealized influence tend to
have high charisma and are prone to misusing their power and privilege through reduction in good
suggestions and criticisms from followers, increase in excessive confidence and optimism by
leader, stepdown in development of competent successors, denial of problems and failures by
leader, decrease in capacity to foresee possible dangers and future expectations (Hussain et al.
2021). Other critics assert that though transformational leaders can inspire and unite followers,
effectiveness and ethics can suffer since these leaders have the potential to abuse power. In
addition, transformational leaders with narcissistic tendencies may misuse their power and
influence to manipulate followers with the manipulation often being ignored due to the strong

emotional bonds that followers create with the leaders (Arif et al. 2018).

The foregoing arguments for and against transformational leadership demonstrates that the style is
a double edged sword which can be used either to the benefit or detriment of the organization.
Adolf Hitler in Germany is an example of a transformational leader who abused their charisma
while Nelson Mandela is an example of one who used his charisma positively. In the corporate
world, Enron Corporation is a good example of transformational leaders abusing their charisma
with HP as well as Procter and gamble being examples of charismatic transformational leaders
who influenced followers and corporations positively (Collins et. al. 2009). It can also be

concluded that leaders have a responsibility to monitor the excesses of their transformational
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leadership tendencies with a view to ensuring that they maximize on the positive aspects as well

as mitigate the negative aspects.

The work of Lewin (1939) who conceptualized a leadership model that classified leadership style
into authoritarian also known as autocratic, democratic also reffered to as participative, laissez-
faire also known as delegative and bureaucratic styles ca also be considered part of behavioural
theory of leadership. Autocratic leadership is practiced by leaders who prefer giving clear and
concise instructions regarding what followers need to do, how things should be done as well as the
exact timing of accomplishing tasks. They also maintain a clear distance between a leader and the
followers as well as make decisions independently with minimal or no input from group members
(Chukwusa, 2018). These leaders are regarded as controlling, bossy and dictatorial. Most leaders
who prefer this style do it with a view to reducing time taken to complete tasks as well as
standardize procedures (Saxena et al. 2017). Likert (1961) broke down autocratic leadership into
the exploitative and benevolent approaches. Under the exploitative approach, the leader makes all
decisions and communicates to followers for information and execution purposes only (Shaw,
Tang and Liao, 2020). Benevolent autocrats on the other hand employ a paternalistic approach to
leadership where they may use rewards and punishment to drive compliance. Kiplangat (2017)
and Ojelade et. al (2020) noted that as a consequence of the foregoing, autocratic leadership style
is characterized by an “I tell” philosophy. Leaders instruct their followers on what should be done
and the rules thereof. This approach is praised since it gives business a clear direction but is
criticized since it has the potential of leading managers into under valuing and ignoring input from
their teams. Communication is also mainly top-down in nature unless an employee or follower is
clarifying instructions or passing on information in regard to task accomplishment. The one-way
communication negatively affects follower performance and leader-member exchange is also

another weakness of this style (Wang, Liu, and Liu, 2019).

From the foregoing, it is safe to conclude that positive aspects of autocratic leadership include its
suitability in emeretgency situations and those where employees require clear and concise
instructions. In addition, the style is suitable for small groups and those handling sensitive matters
where personal discretion could derail objectives such as military or security operations. On the
other hand, the style’s main weaknesses include potential for lowering employee morale especially
if their input is disregarded, tendency to kill teamwork especially if the leader is considered a lone

ranger as well as hinder creativity and innovation, change and creativity through the top-down
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nature of the communication and task allocation. In addition, the style may also destroy leader-
follower trust in circumstances where employees’ feel undervalued through disregard of their

contribution.

Democratic leadership is practiced by leaders who prefer giving guidance to team members,
participate in team activities and allow member input in decision making in order to motivate
followers (Yukl, 2013). They use decision participation as a method of follower empowerment
and though they are participative in decision making, they still retain the final say in decision
making. Democratic leadership is applicable in organizational settings with the leaders’ main
characteristic being their preference for employee participation and involvement in decision
making, a form of power sharing by the leaders (Yukl, 2013) Employee involvement in decision
making is done either through delegation, joint decision or consultation. Under consultation, the
leader seeks opinions and ideas from followers but makes the decision alone after carefully taking
employee input into consideration. Under joint decision making, the manager meets all employees
for deliberation and evaluation of alternatives but has more control over the final decision than
other group members. Under delegation, leaders give individuals and groups decision making
responsibility and authority albeit within specified limits. The leader may require the delegates to

seek prior approval before implementation of the decision.

From the foregoing, it is clear that democratic leadership style is beenficial since has the capacity
to promote strong leader follower relationship and trust due to leaders’ willingness to involve
followers in decision making and implementation. It also has the capacity to generate high quality
decisions and ideas due to member participation and involvement as well as empoer employees
through coaching and delegation. In addition, through coaching and delegation, democratic
leadership can serve as a good tool for succession planning. Through coaching, delegation,
participation and involvement, democratic leadership also enhances employee motivation and
builds teamwork. The foregoing literature also highlights some weaknesses of democratic
leadership especially its unsuitability, unlike autocratic leadership, for situations that require
prompt and urgent action such as emergency situations. In addition, the style may derail decision
making and implementation especilally in large and complex organizations which may in turn

derail organizational objectives.
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Laissez-faire leaders are considered as laid back and as preferring offering minimal or no guidance
to group members. Consequently, decision making is largely left to members (Northouse, 2015).
These leaders frequently employ a hands off approach which could lead to poorly defined roles
and/or poor staff motivation. The style is considered as suitable in situations where group members
are highly skilled and hold high qualifications in their areas of expertise. Albejaidi, Kundi and
Mughalm (2020) observed that laissez-faire leaders are laid back, offer minimal and only essential
guidance, resources and information to followers. Generally, employees learn about job
requirements, policies, and procedures through individual effort as well as peer to peer assistance.
In addition, minimal guidance and direction are offered in regard to team goals and objectives with
employee agreement or commitment being assumed. Gadirajurrett et. al (2018) as well as Norris,
Ghahremani and Lemoine (2021) made similar conclusions when they observed that laissez-faire
leadership, which they also referred to as delegated leadership, is described as a leadership style
in which leaders being hands-off and generally uninvolved, allow group members to make
decisions, fail to directly supervise employees or provide direct feedback to those under their
supervision. Ahmed-Igbal, et al. (2021) on the other hand observe that through delegation, laissez
faire leaders empower employees and allow creativity which in turn leads to enhanced motivation.
This is however only possible if the employees are experienced, have the right skills and are self-
driven. Proponenets of laissez-faire leadership suggest that it is appropriate for highly experienced
and trained employees who requires little supervision (Northouse, 2015). They also argue that
employees who work in creative industries such as advertising and creative arts perform best under
laissez-faire leadership (Lundmark et al. 2021). Critics have however pointed out that laissez-faire
leadership style generally leads to the lowest productivity among team members (Gadirajurrett et.
al., 2018). The above literature also highlights the fact that laissez-faire leadership may demotivate
employees through lack of guidance and direction as well as slow decision making and
implementation through leader inaction. In addition, the style may promote unhealthy conflict

especially if leaders fail to address conflict situations.

Behavioural theory of leadership has been hailed for shifting studies on leadership from a focus
on leaders’ personal characteristics to their behaviours. In addition, the theory focussed leaders on
the fact that their leadership must strive to balance both task and relationship factors and that
leadership can also be learnt. The theory is however criticized for not showing how leadership

style relate to group performance (Bryman, 1992; Yukl, 1994; Northouse, 2015), a question this
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study will endeavour to answer through evaluation of how leadership behaviour influences
financial performance. The theory is also faulted for a failure to establish a consistent link between
task or relationship behaviours and staff morale, job satisfaction, and productivity. The theory has
also failed to find a style that can be universally applied in all situations.

2.1.2 Diffusion of Innovation Theory

Rogers (1962) conceptualized the diffusion of innovation theory and defined an innovation as a
new idea, behavior, product or message. The term innovation can also be used to describe a
practice, project, initiative or idea that is perceived as new by an individual, organization,
community or other unit of adoption (Rogers, 2003). This applies to anything that is new to a
person, community or institution regardless of its history with other people. He defined diffusion
as a process through which innovations are communicated over time to members of a social system
using using certain media or channels. The four main elements of the theory are the innovation,
communication channels, time and the social system (Sahin, 2006). People may perceive an idea,
concept or product that was developed a long time ago as new to them thereby qualifying it as an
innovation. The newness can be broken down into three components namely knowledge,
persuasion and decision. Under knowledge, a person learns about a product or idea and seeks more
information about it. The information sought will relate to the features of the innovation, how,

when and how to use it as well as how the innovation functions.

The persuasion stage under diffusssion of innovation theory refers to the process through which
an individual forms a positive or negative opinion about an innovation. This stage is more affective
or emotional compared to the knowledge stage which is considered cognitive or rational.
Reinforcement from the person’s social system is important at this stage since positive
reinforcement may lead to adoption while negative reinforcements may lead to rejection. In
addition, any uncertainty about the functions, benefits or value of an innovation may prolong the
knowledge phase or lead to rejection altogether (Dearing and Cox, 2018). Under the decision stage,
Rogers (2003) states that a person makes a passive or active decision to accept the innovation. In
regard to passive decisions, the individual does not consider adoption at all. In other words, the
innovation is not evaluated or subjected to the decision making process. On the other hand, active
decision occurs when the innovation is evaluated and a conscious decision to either accept or reject

the innovation is made. Active persuasion by members of the person’s social system and
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communication from the innovator helps hasten the decision stage and can also help turn a reject

to an accept decision (Wisdom et al. 2013).

The diffusion of Innovation theory is applicable to this study because banks in Kenya have
witnessed ongoing innovation initiatives for several decades starting with introduction of
automation of processes in the 1990s all the way to emergence of the latest digital channels such
as agent banking in the 2010s. Its however clear that banks are at different levels of adoption of
innovations especially in regard to banking channels for example with only twenty-two out of
thirty-eight banks establishing agents and 3 banks yet to issue card and internet based channels.
There is also the possibility that innovation levels within banks may have been influenced by
personal experiences of their staff members. For example, a bank that experiences fraud or
financial losses under digitization may not be as ethusisatic with digital channls as one that
experiences improved financial performance. With Central Bank of Kenya (2020) stating that
banks in Kenya have been innovating with a view to enhancing revenue generation, reduce costs
and meet customer needs, its is imperative that a study be conducted to establish how financial

innovation or level of innovation impacts financial performance of commercial banks.

Diffussion of innovation is influenced by communication, time and complexity. Communication
refers to transmission of messages about innovation while communication channels refers to the
means through which the message or information is transmitted from one unit of adoption to
another (Rogers, 2003; Sahin, 2006). Each communication has a source and is transmitted through
a channel. A source refers to an institution, individual or group of persons responsible for
origination of the message while a channel refers to the means by which a message is transmitted
from the source to the receiver. Diffusion of an innovation is therefore a special kind of
communication that that includes the innovation, at least two individuals or institutions and a
communication channel (Wisdom et al. 2013). Communication is done through either mass media
or interpersonal channels with interpersonal channels proving to be more effective (Beck and
Black, 2012). Mass media channels include but are not limited to television, radio and newspapers
while interpersonal communication channels entail of a two-way messsaging between two or more
individuals through personal selling, interaction during social forums as well as informal work
settings amongst others. Interpersonal communication is regarded more powerful since the
individuals involved usually have similar attributes such as beliefs, education, social economic

status, common upbringing, and religion amongst others (Rogers, 2003). Commercial banks in
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Kenya have used various communication channels including but not limited to social media, print
media, out door advertising, text messaging to communicate about new channels, products,

processes and services.

Time refers to the period taken by a unit of adoption to accept the innovation (Rogers, 2003). It
covers the process by which an individual or other unit of adoption passes through from first
knowledge about an innovation through to adoption or rejection, the timeliness, that is earliness or
lateness of the adoption or rejection of an innovation by an individual compared to other members
of a system and the rate of adoption in a system, usually measured as the number of members of
the social system who have adopted an innovation over a given time period. The time element is
affected by several factors including its relative advantage which refers to the extent to which an
innovation is perceived by users to be better than or an improvement on other innovations or
existing products and services. It is also affected by compatibility which refers to the extent to
which an innovation is recognized as consistent with the potential adopters’ existing needs, values,
past experiences. Incompatibility can slow down the rate of adoption of an innovation since
adopters may not perceive added benefits or may view it just as an unnecessary cost (Singhal and
Quinlan, 2019). In Kenya, there are banks that are yet to adopt agent banking probably due issues
relating to compatibility with bank or client values or lack of perceived benefits. Amongst
customers, there is a slow process of adoption of credit cards compared to debit cards or agent
banking with less than six hundred thousand credit cards being issued by 31% December 2021
compared to over 13 million debit cards and over 8 million internet banking subscriptions (Central
Bank of Kenya, 2021). This phenomenon could emanate from product complexity in regard to
credit card appraisal process or lack of perceived benefits by clients. They may also emante from

perceived risk of default on credit card debt amongst banks.

Complexity, triability and observability are other factors that impact the time factor in adoption of
an innovation (Rogers, 2003; Rogers, Singhal and Quinlan, 2019). Complexity relates to how
difficult to understand or use an innovation is perceived to be which could emanate from technical
features as well as how well instructions on usage are given. Triability refers to the extent to which
potential adopters can experiment with an innovation as well as how easy to experiment with the
innovation. The easier it is to experiment with an innovation, the higher the rate of adoption.
Observability on the other hand refers to how easily the results of an adoption are visible to others

people who are in contact with an adopter. Easily observable innovations have a high chance of
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being adopted compared to invisible ones. The foregoing could account for another reason why
credit card adoption is slow compared to mobile banking since a person can easily download a
mobile banking application, register and test the same while one can only test a credit card after

going through a credit appraisal process.

In Europe, the rate of diffusion of innovation amongst institutional adopters is affected by inter-
organizational, legislative, political, economic and social factors (Nasi et, al, 2017). Inter-
organizational factors relate to issues such as proximity of organizations to each other, ease of
sharing information and competition amongst others. Legislative factors relate to the laws and
regulations in a country that prescribe how corporate decisions are made, how goods and services
are procured and new products and services can be introduced and marketed amongst others.
Political factors relate to extent of government support for innovations which may be reflected in
the legal and regulatory restrictions that may be imposed in various sectors as well as approval
processes and taxation policies in each country. Economic factors relate to income levels,
employment, economic growth and inflation amongst other factors. High rates of economic growth
and employment coupled with low inflation are conducive to adoption of innovation. Social factors
relate to issues such as education levels of decision makers, attitudes of public opinion leaders and
the depth of relationships between key stakeholders. Social systems on the other hand refer to a
set of interrelated units that engage in joint problem solving with a view to accomplishing a
common goal (Rogers, 2003). Some of the foregoing factors could also be inferred within the
Kenyan context since banks in Kenya have had to comply with regulations relating to new product
development and credit information sharing, an aspect of legislation. There has also been a number
of open innovations such as shared ATM machines, pesalink payment system and real time gross

settlement which suggests conducive inter-organizational environment.

Adopters of innovation are classified into innovators, early majority, late majority and laggards
(Barnett and Vishwanath, 2017). Innovators, who comprise approximately 2.5% of the population
are people who are keen on trying out new things and will almost always be the ones to test a new
innovation. They are considered as having a high appetite for risk and interested in new ideas
(LaJeunesse et al. 2019). Little effort in needed to convince this section of the population to
develop or adopt new ideas, products and concepts. Early adopters comprise approximately 13.5%
and are almost always opinion leaders and shapers. They hold leadership positions or play informal

leadership roles and often embrace change faster than the average member of a social system. They
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are comfortable adopting new ideas since they already have a desire for change. They need little
if any information to convince them to change which can be provided using user manuals,

demonstrations and information sheets.

The early majority comprise 34% of the population and rarely lead in innovation, idea generation
or change but will often adopt new ideas before the average person (Schwabe et al., 2020). Their
appetite for risk is moderate and they usually seek more information that early adopters and will
ask for evidence about how an innovation works before committing themselves. Success stories
and evidence of innovation effectiveness appeal to this group. The late majority, just like the early
majority, comprise 34% of the population and comprise of persons who are skeptical about change,
and usually adopt an innovation after it has been tried and tested by the majority. They have a very
low appetite to risk and may be convinced through information about a high number of other
people who have used the innovation successfully. Laggards, comprising 16% of the population
refers to people who are bound by tradition, very conservative and prefer the status quo. They fear
change, have a very low appetite to risk and are the hardest people to convince in regard to adoption
of an innovation. Fear appeals, statistics and pressure from persons in the other categories of
adopters are some of the approaches that can be used to bring lagards on board (Wenslaw, 2019).

Kogabayev and Maziliauskas (2017) assert that individuals and organizations engage in innovation
due to perceived benefits which include reduced costs, time savings as well as profitability.
Increased adoption of mobile and internet banking could be explained through reduced travel time
and costs for the customers who no longer have to visit the bank to access services offered under
the channels as well as reduced staff costs for the banks. Peng, Qin and Tang, (2021) however
argued that profitability and price are not the most critical factors in adoption of an innovation, an
assertion supported by Central Bank of Kenya (2020) who report that innovation is driven by
customer centricity. Kerr, Kerr and Xu, (2017) support this view by stating that entrepreneurs, as
innovators and risk takers are willing to accept a certain level of unsuccessful and unprofitable
innovations. The willingness to accept a certain level unsuccessful innovations could be illustrated
by Equity Bank’s investment in mobile banking through a virtual mobile network operator license
despite the collapse of its M-Kesho partnership with Safaricom PLC.

Innovations and the diffusion of innovations theory are applicable in banking and financial services

in areas such as mortgage securitization (Fligstein, 2021; Fligstein, 2021b), innovative trading in
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bonds and other capital market instruments (Quinn, 2019), digitization of processes and procedures
(Kitsios, Giatsidis and Kamariotou, 2021) as well as launch of new products, modification of
existing products, new market entry, application of new methods, and introduction of new
organizational structures in the sector (Zaleska and Kondraciuk, 2019). This study therefore sought
to establish the extent to which financial innovation has influenced financial performance of
commercial banks in Kenya as exhibited through growth in assets, growth in profitability, return
on equity and return on assets. Innovation was conceptualized as a mediating variable since it is
driven by leadership decision making and may have either a positive or negative influence on

financial performance.

Supporters of the theory point out that its emphasis on communication about innovations helps
marketers in targeting their communication as well as select persons and groups to use for initial
pilot testing (Makovhololo et al., 2021). They also point out that the indicators of the theory are
positively and significantly related with adoption of new banking products and services (lluba and
Phiri, 2021). Critics of the theory point out that it is not a single theory but a paradigm, framework
or filled with information that supports other theories persuasions, interpersonal communication,
social learning and influence, utilization of knowledge and social change (Dearing and Singhal,
2020; Balas and Chapman, 2018). Others point out that the theory describes organizations as social
systems, it fails to explain how departments in organizations, as social systems in their own right,
affect diffusion of innovation within the organization especially since intra organizational

boundaries affect information flow (Dearing and Cox, 2018; Singhal and Svenkerud, 2019).
2.1.3 Stakeholder Theory

Freeman (1984) conceptualized the stakeholder theory where he argued that successful firms have
to create value for their stakeholders namely customers, suppliers, employees, communities and
financiers. He further argued that the success of a firm cannot be accurately assessed by studying
one type of stakeholder separate from others but that a wider approach which must include a full
range of all its stakeholders should be adopted. While expounding on this theory, Philips, Freeman
and Wicks (2003) stated that the reasons for existence of a firm, also known as its purpose, is
measured through the firm’s ability to create overall value for all its stakeholders. Consequently,
the role of management is safeguarding the welfare of all stakeholders through understanding,

pursuing and balancing numerous stakeholder interests (Freeman 1984). To address the concept
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of externalizing costs and internalizing profits which acts to the detriment of societal interests,
(Freeman, 1984) argued that a firm must internalize both cost and profits thereby aligning its

interests with those of its stakeholders,

The stakeholder theory, as an approach to organizational management and business ethics aims at
addressing values and morals in organizational management. It identifies models, groups and
institutions that are considered as having an interest in an organization and makes
recommendations about how leaders and managers can address the interest of each stakeholder
group and ensure that each group feels part and parcel of the organization (Freeman, 1984;
Freeman et al, 2010). The theory is considered practical, efficient and useful (Harrisson, Freeman
and Abreu, 2015). It is practical because all organizations are duty bound to manage their
stakeholders and efficient since stakeholders who are treated well are likely to reciprocate with
positive behaviors, actions and attitudes towards the organization. For example, all stakeholders
could share valuable information about themselves and others within the organization as well as
share good information about the organization within their social systems. Satisfied clients could,
on the other hand, purchase more goods and services as well as refer other clients while the
government could give tax incentives with financiers providing better terms. In addition,
shareholders could end up buying additional shares or providing additional capital while
employees could exert additional effort towards organizational goals and increase their loyalty
even during difficult times. The theory is effective since it galvanizes the energy of all stakeholders
towards achievement of organization mission, vision and objectives which produces synergy. The
resultant synergy brings about higher quality information and decisions which offers stability
during turbulent times, makes the organization attractive to market participants as well as offering

strategic competitive advantage.

Prior to emergence of the stakeholder theory, a traditional view that focused on property rights
was used to justify dominance of shareholders over all other parties with interests in an
organization with the opinion that shareholders were the most important interest group (Donaldson
and Preston, 1995). Stakeholder theory has however challenged this notion and focused managers
towards identifying the connection or lack of connection between the interests of non-shareholder
stakeholders with traditional corporate objectives such as profitability, growth, liquidity and
growth in share prices amongst others Donaldson et al. (1995). The stakeholder view seeks to

define specific categories of interest groups and examine ways in which managers should treat
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them as stakeholders (Freeman, Dmytriyev and Phillips, 2021). In this regard, the theory
emphasizes establishment and maintenance of sustainable stakeholder relationships a foundation

to organizational performance.

Parmar et. al (2010) explained that stakeholder theory was conceptualized with a view to
addressing three organizational problems namely value creation, ethics of capitalism and
managerial mindset. In regard to value creation, the theory set to explain how value can be created
and traded in a rapidly changing and global business context while under capitalism and ethics, it
sought to address the connection between ethics and capitalism. On managerial mindset, the theory
set to address how managers think about management with a view to improving value creation as
well as explicitly connecting business with ethics. The authors suggest that the problems can be
resolved through an analysis and understanding of the relationships that exist between owners,
employees, clients, suppliers, communities and financiers with a view to establishing ways in
which they can work together in order to create and trade value. In addition, Keremidchiev, (2021)
suggests that though businesses thrive in a capitalist system, managers and directors pursue moral
and ethical ways with a view to ensuring that values, choices and rights of all groups are addressed,
potential harm minimized and benefits maximized. This will also ensure that moral failures are

prevented hence satisfying all stakeholder groups.

Donaldson and Preston (1995) asserted that initially, there was fear that a shift from the traditional
shareowner focus to a stakeholder orientation would make it more difficult to monitor, identify
and punish self-serving behavior by managers who had the intention of increasing their powers
and emoluments in the guise of serving broad stakeholder interests. There were also fears to the
effect that the theory had the potential to make clients and other stakeholders as partners in the
production process thus damaging competitive advantages, whether it was realistic to assume that
all stakeholders could be treated well as the same time or if the theory was advocating creation of
value for all stakeholders or just shareholders (Freeman, Phillips and Sisodia, 2018). The concerns
raised by Donaldson et al (1995) were addressed by the fact that the conventional typical prototype
or model of acorporation, in legal as well as managerial forms, had already failed to discipline
self-serving managerial behavior with multi-million dollar executive packages being in existence
even before the theory was developed. In addition, application of the theory would restrict such
self-serving behavior by insisting that all stakeholder groups be treated fairly Donaldson et al
(1995). On the other hand, the fact that the theory advanced collaboration did not make
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stakeholders partners to shareholders but just recognized that collaboration and competitiveness
can co-exist. In this regard, value for all stakeholders was a reasonable target (Freeman, Phillips
and Sisodia, 2018).

Stakeholder theory is relevant to this study since it is applicable to both financial reporting and
banking regulation. For example, Jones (1995) asserted that stakeholders are critical in ensuring
high financial returns for a firm. Subrahmanyam and Titman (2001) stated that small changes in
stock prices cause significant changes in the value of a firm’s assets due to complementarities
across different stakeholder groups since decisions by customers, employees, and suppliers, are
partly influenced by information related to stock price. Freeman et al., (2010) also found a positive
correlation between stakeholder management and a firm’s financial performance since suppliers
and clients have an indirect impact on a company’s debt structure. Ramachandran (2019) noted
that companies that act responsibly toward their stakeholders may experience increased business,
higher profitability and improved reputation. Improved employee satisfaction may also be
experienced and result in improved financial performance. Stakeholder theory has also been used
to explain regulations relating to financial reporting, disclosure and requirements for use of
conservative accounting policies (Meutia, Yaacob and Kartasari, 2019). In this regard, managers
are prohibited from using profit maximization accounting methods that would increase their
earnings in terms of bonus payouts and salary increments while jeopardizing shareholder interests
in terms of growth. Regulations relating to disclosure of quality of assets and earnings, ensure that
managers and directors as maintain adequate provisions to cover for loan losses and can also be

seen in the same light.

Critics of the theory however point out that external stakeholders such as suppliers and customers
have a limited influence on the finance policy of a firm (Cornell and Shapiro, 1987). Smith (2003)
also argues that attempts to balance stakeholder interests is basically a zero-sum game where
decision makers take away from one group in order to give to another and thus increasing
satisfaction in one group while decreasing another group’s satisfaction. Proponents such as Post,
Preston, and Sachs (2002) argue that a firm’s financial performance is enhanced if stakeholder
interests are catered for since stakeholder relationships are a mutually reinforcing, interactive
network. Zingales (2000) in support of the theory also points out that stakeholder theory is the way
of the future since the time for a firm which concentrates on shareholder welfare alone is long gone

with the emergence of the information age. Application of the stakeholder theory in banking
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regulation specifically on prevention of moral hazard, bridging information asymmetry, influence
on finance policy and prevention of adverse selection among other aspects is discussed in more

details under the empirical literature review section of the study.

This study looked into how banking regulation in Kenya has attempted to ensure that stakeholder
interests are catered for and how this process may affect financial performance. Specifically, the
study looked into regulations relating to asset classification and loan provisioning, foreign
currency exposure limits, risk weighting of assets, financial reporting and disclosures, liquidity
and capital requirements and their effects on profitability, return on assets, growth in assets as well

as return on capital employed.
2.1.4 Agency Theory

An agent refers to a person or group of persons who carry out a task or perform duties on behalf
of another person or group of persons. The foregoing creates an agent-principal relationship which
gives rise to the agency problem, a situation where an agent could act in his or her own interest
and at the expense of the principal’s interests. Studies on the agency problem dates back to Smith
(1937) who opined that if an organization is run by a person or group of persons other than its
beneficial or real owners, there is always a possibility that the agent or agents may not necessarily
act in ways that promote the best interests of the owners. Berle and Means (1932), while analyzing
the structure of large firms operating in the United States of America opined that there is always a
risk that agents, comprising of managers and directors who are appointed by owners to run large
companies may use the firm’s resources for their own benefit at the expense of owners’ interests
thereby creating a conflict between the agents and the owners who act as the principals. Arrow
(1971) on the other hand conceptualized the agency problem in terms of different levels of risk
tolerance between the principals or owners who are risk takers and therefore invest capital with
the objective of realizing economic benefits and the agents namely the directors and managers who
manage the firm, are risk averse and are only concerned about their personal benefits. They opined
that the difference in risk appetite creates and agent-principal conflict. However, the assertion that
managers are risk averse while owners are inclined to risk taking may not be entirely true especially
going by the fact that corporate managers and directors have been accused of excessive risk taking

thus leading to the collapse of firms (Kaur, Kunjana and Sakshi, 2021).

38



Ross (1973) and Mitnick (1975) conceptualized the agency theory but came up with two different
approaches. Ross (1973) considered the agency problem as being founded on a conflict about
incentives and compensation. He also opined that the agency problem is not confined to firms
alone but is also prevalent in society. On the other hand, Mitnick (1975) opined that the agency
problem as occurring due to institutional structure. He stated that formation of institutions revolve
around agency while the institutions evolve to deal with agency issues in response to the
imperfection inherent in agency relationships. Though the two approaches are similar in that they
acknowledge that there are conflicts in the agency relationship as well as in the view that the
agency problem arises out of conflicts about incentives and coordination problems that arise within
multiparty relationships (Rono and Kimutai, 2022), it is the work of Mitnick (1975) that forms the
bedrock for the modern agency theory (Panda and Leepsa, 2017).

There are three aspects of agency theory namely behavioral agency theory, principal-principal
agency theory and classic agency theory ((Emuron et al., 2022). The behavioral agency theory
focusses on agent motivation, time preference, fair compensation and level of averseness to risk
(Pepper and Gore, 2012). It also focusses on the relationship between agent performance and
agency, whereas the classic agency theory emphasizes dimensions of the relationship between
principals and agents as well as the costs incurred within the relationship. The classic agency
theory looks at the principal-agent relationship as a form of contract between principal and agent
with both parties working for their own benefit, which will eventually lead to confrontation.
Consequently, the principal is bears the obligation of performing monitoring activities in order to
restrain the agent behavior and manage costs relating to the agency. Within the agency theory,
there therefore seems to be an underlying assumption that risk averse managers may not be
motivated to act in the best interests of the owners which is primarily wealth maximization. For
example, Payne and Petrenko (2019) argue that agents are self-interested and differ with their
principals in regard to risk preferences with costs arising out of the need to monitor agent actions

with a view to minimizing possible conflict of interest.

Some scholars seem inclined to the belief that the agency problem arises out of the shortcomings
of the agent’s and not those of the principal. For example, Emuron, Yixiang and Coffie, (2022)
states that whenever one party, known as a principal, engages another person, known as an agent,
there usually arises problems since agents are inherently self-seeking, limited rationally and have

different goals and risk appetites compared to the owners. On the other hand, Kaur et al. (2021)
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state that Within the agency theory, managers and employees are considered as inherently self-
interested and are therefore treated as some economic beings. These scholars however ignore the
fact that principals also contribute to the agency problem through offering poor incentives, offering
poorly structured contracts or terms of engagement, agent betrayal, avoiding responsibilities as
well as exploiting the agents (Panda et al, 2017). Theses scholars also ignored the fact that
principals also possess an ability to act opportunistically and place agents in dangerous situations
(El-Chaarani, Abraham and Skaf, 2022).

The agency problem therefore arises when the goals of a principal and those of an agent are in
conflict. It also occurs whenever a principal finds difficulty in verifying the actions and intentions
of an agent or when an agent may not be certain about the motives of the principal (Panda et al.
2017). This problem can be inferred in banking because of the information asymmetry problem
where depositors are not able to ascertain the intentions of bank managers in regard to on-lending
or investment of the monies entrusted with them. In addition, since ownership and management of
banks is largely separated, shareholders also face the information asymmetry problem in regard to
establishing the true intentions of the managers and directors. Past cases of bank failures such as
Chase Bank in 2016, Imperial Bank in 2015 and Charterhouse Bank in 2006 amongst others where
directors were accused of insider lending, money laundering and violation of regulatory
requirements are some example of how the agency problem has played out in the Kenyan banking
sector. The actions of the Chase, Imperial and Charterhouse bank managers and directors further
support the assertion by Kaur et al. (2021) that managers and directors are prone to excessive risk
taking.

Proponents of the theory assert that it sheds light on the substance of human values such as
spirituality, taste, mutual trust, intuition, honesty and mutual respect (Agustin, Rahman and Jamil,
2020). In this regard, it helps stakeholders focus on organizational controls and important aspects
such as corporate governance, risk management and management of conflict of interest amongst
others. Opponents of the agency theory argue that it concentrates on the agent side of the ‘principal
and agent problem’ and ignores the principals who have the potential to deceive, exploit and shirk
the agents (Panda et al, 2017). In addition, the principals have the capacity to become opportunistic
and drag agents into perilous working environments. The theory is also faulted for emphasizing
agency cost and the realignment of both the parties’ interest with a view to minimizing the agency

problem (El-Chaarani, Abraham and Skaf, 2022).
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Agency theory is applicable in banking regulation since regulations are meant to mitigate
information asymmetry and reduce moral hazard (Rono et al, 2022). It is also applied with regard
to corporate governance requirements, risk monitoring and reporting as well as financial and non-
financial reporting disclosures (El-Chaarani et al, 2022). The Central Bank of Kenya has applied
the agency theory model through its prudential guidelines such as corporate governance, financial
reporting and disclosures, consolidated supervision as well as appointment, duties and
responsibilities of external auditors (Central Bank of Kenya, 2013). Corporate governance
guideline prohibits conflict of interest, require vetting of directors by Central Bank, requires ethical
conduct as well as requires boards of directors to implement policies, processes and controls. These
can be viewed as attempts to mitigate the agency problem through limiting self-interest and
ensuring that directors are persons of good morals. In addition, the guideline requires a clear
separation of the roles of shareholders, directors and managers with shareholders oversighting
directors through annual general meetings while directors oversight management by use of
management information and audit reports. Risk based audit requirements with directors reporting
directly to the board as well as the Central Bank can also be construed as measures to mitigate
agency problem by ensuring that board members and the regulators are informed of any possible

excessive risk taking or conflict of interest amongst members of management.
2.2 Empirical Literature Review

This section covers recent academic literature regarding leadership style, banking regulation and
financial innovation and their influence on the financial performance of commercial banks either
positively or negatively. Recent literature on factors affecting financial performance of
commercial banks in Kenya is also discussed in this section. It commences with leadership style
in business in general and then proceeds to its application in banking. Thereafter, recent literature
on banking supervision, financial innovation and factors affecting bank financial performance are

discussed.
2.2.1 Leadership style and Financial Performance

Researchers have attempted to link leadership to business financial performance with mixed
results. For example, Ullah (2019) asserted that effective leadership was responsible for improved
organizational performance amongst public universities in Nigeria. Katsaros and Tsirikas (2020)

found out that within Greek shipping firms, leaders who employed styles that encourage employee
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participation in decision making and problem solving had better financial performance due to
employees’ readiness for change. They also found out that democratic, laisezz-faire and
transformational leadership styles had a positive correlation with firm financial performance while
autocratic leadership style was negatively correlated with firm financial performance. This was
attributed to the fact that transformational, democratic and laissez faire styles encouraged
employee creativity and innovation. These findings concur with Amin, Durmaz and Demir (2021)
who found out that leaders exhibiting transformational, ethical, and spiritual leadership were
effective in improving the performance of their employees while at the same time restoring the
public’s faith in government owned institutions in Kurdistan, Iraq. The fcoregoing findings
covering countries in three different continents as well as three different sectors suggest that
leadership has an impact on financial performance with different styles having different kinds of
impact. It is therefore important to find out if the same findings are applicable in a fourth sector in

adifferent country as well as during a different time period.

Meraku (2017) found out that leadership honesty and integrity coupled with effective leadership
contribution promoted financial stability at Plus Communication Company in Albania. Walters
and Rodriguez (2017) on the other hand asserted that organizations managed by leaders who invest
in and develop their employees through training and development, set challenging goals and use
objective performance evaluation metrics achieve sustainable financial growth. This happens
primarily because these leaders focus employee efforts towards the tasks and projects that are
critical to the institution’s mission and vision. The characteristics of the leaders in this study
mirrored closely with those of transformational leaders through the leaders’ willingness to
motivate and inspire followers as well as direct the followers towards organizational goals. This
finding is consistent with Dergel (2014) who asserts that Chief Finance Officers who develop their
team members, institute and monitor measures of team member and collective performance, lead
by example and are focused on aligning financial performance with organizational strategic
direction have a high chance of helping their employers achieve financial success. In addition,
Anderson and Adams (2016) also established that leaders who set high performance targets,
closely monitor performance with a view to ensuring that employees remain on track, reward good
performers, develop their followers consistently achieve high levels of both financial and non-

financial performance. These leaders achieve high levels of performance since they are also able
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to maintain high levels of staff morale, build good relationships with clients and other stakeholders

as well as focus employee efforts on issues that matter.

The foregoing studies assess leadership contribution to overall financial performance but did not
analyze indicators of financial performance discussed in this study namely growth in profitability,
return on assets, return on capital employed and growth in assets. In addition, none of the studies
is based on the Kentyan market or the banking sector, two aspects of the scope of this study. The
studies were also conducted prior to the emergence of COVID-19 pandemic and may therefore not
explain if the said leadership style was still as effective in the midst of the pandemic.

Collins (2001) conceptualized a type of leadership known as level 5 leadership that was found to
be predominant amongst leaders of companies listed at the New York Stock Exchange and had
grown from good companies into great ones and had consistently outgrown their competition.
These leaders were found to possess a paradoxical blend of personal humility and professional
will, possessed a fierce determination to do what was required to make the company succeed and
had the tendency take personal responsibility over failures and give credit to followers whenever
there was success in the company. The leaders were also good in team building and empowerment
since they did not see themselves as having answers to all questions and challenges facing their
companies. These leaders placed the interests of their companies ahead of their own and were also
willing to setup their successors for success. They also set high performance targets known as big-
hairy-audacious goals. Level five leadership seems to have a lot of similarities with
transformational leadership. For example, in both types of leadership, the leaders are keen on
developing their followers, involve them in decision making and instill a sense of commitment to
the organization’s vision. Both types of leaders are also selfless and committed to the growth and
greatness of the institution they are leading. They both also exhibit humility and professionalism
all directed towards organizational goals. In addition, Level 5 leaders share the desire to involve
employees in decision making with democratic leadership but has nothing in common with

autocratic and laissez-faire leadership.

Collins and Porras (2002) shattered the myth that leaders of successful companies have to be
charismatic. They in fact found out that charisma, if not checked and directed towards the good of
the company, can have detrimental effects on a company’s long-term performance. Leaders of

companies which had consistently outperformed their competition financially for over 10 years
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were visionary, focused on the company’s mission and had built a company whose purpose was
greater than profitability. To them, exceptional financial performance was simply a trailing
indicator of the enduring vision and unwavering commitment towards fulfilling a noble reason for
existence. These leaders also built enduring organizational cultures anchored around the
company’s core ideology with the cultures being described as cult-like in nature while at the same
time building structures and systems geared towards ensuring that the company could move
forward in the absence of the leader. They also made effort to ensure that employees believed in
the core ideology and were a good fit for the culture. These leaders were also committed to
developing successors from within the company and were also aware of the fact that they were not

indispensable. They therefore had a clear succession plan as well as a structure to support it.

Collins and Hansen (2011) established that companies headed by leaders who were more
empirical, more disciplined and more paranoid in regard to creativity, innovation, risk taking and
vision setting than their peers attained higher levels of financial and non-financial performance
during periods of economic uncertainty. These leaders observed what worked, figured out why it
worked and then built on that proven foundation. They also had the courage to scale and slow
down innovation in order to blend creativity with discipline as well as know when to move fast
with projects and initiatives or slow down the same. These leaders did not implement change just
because the outside world was perceived to be changing fast. They therefore only implemented
change if there was empirical evidence that the change was aligned with the company’s core
ideology. Surprisingly, leaders of the companies that thrived in chaos were not necessarily more
visionary, creative, ambitious, charismatic or bold compared to the ones who did not. This is a
good indicator of the fact that leaders influence innovation which in turn influences financial
performance and therefore lends further credence to the assessment of innovation as a mediating

variable.

Leadership has also had negative impact on financial performance as illustrated by Collins (2009)
who found out that some leaders who had led their companies into success and even through chaos
later undid the good they had accomplished. Some got blinded by success, became arrogant and
considered success as an entitlement and lost sight of the factors that led to the success. Some
become undisciplined in their pursuit of growth and greatness. While doing this, they lose sight of
the importance of remaining within their core ideology so as to blend creativity with discipline and

managing risks within an environment of constructive paranoia. They also get into denial when
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the company gets into decline and dismiss any problems as temporary with some even taking
refuge in their past success. These leaders provide evidence to the fact that good leadership is not
permanent and that good leaders can actually descend into mediocrity with catastrophic results for
their organizations. The positive aspect in the foregoing is that the authors noted that some of the
leaders later realized their mistakes and took action in order to take performance back on track
which lends credence to the belief that leadership can be learnt as expressed under behavioral
theory of leadership. The findings by Collins (2009), Collins and Hansen (2011) and Collins and
Porras (2002) were based on longitudinal studies conducted in mid 1990s and early 2000s in the
United States of America. The studies were also conducted on companies listed on New York
Stock exchange and made comparisons between companies who were considered industry leaders
with those that were not. The results of this study may therefore not apply to a Kenyan context. In
addition, though some of the institutions studied were banks, only banks listed on the stock
exchange were studied. In this regard, this study differs from the foregoing in that it looks at all
commercial banks in the Kenyan market and examines 2017 — 2021 period using a cross-sectional

survey method.

Kittikunchotiwut (2020) established that transformational leadership style positively contributed
towards the innovativeness and financial performance of small and medium enterprises in
Indonesia. This contribution was attributed to transformational leaders’ ability to influence a
learning orientation and promote innovativeness which in turn raised employee morale and
productivity. Transformational leadership style was also found to have led employees towards new
products development, more profitability, and improved performance within the manufacturing
companies in Iran (Ebrahimi, Moosavi and Chirani, 2016). These findings again concur with those
of Onagh and Azimi (2018) who concluded that transformational leadership had a significant effect
on financial performance of software companies in Iran due to the leaders’ ability to inspire

followers to pursue transcendental purposes as well as inspire creativity and innovation.

Further literature emphasizing importance of transformational leadership include Jaroliya and
Gyanchandani, (2020) as well as Khan, Rehmat, Butt, and Asim, (2020) who asserted that persons
exhibiting transformational leadership were perceived as more effective leaders with better results
than those exhibiting transactional leadership alone while Hamed, (2021), Feranita, Nugraha and
Sukoco, (2020) as well as Manzoor et al. (2019). found out that transformational leadership

improved the impact of transactional leadership on performance of employees and company
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profitability. Bass and Riggio (2008) on the other hand argue that transformational leadership
represents the most appealing approach to leadership due to its focus on intrinsic motivation and
positive development of followers. The style represents a good fit for the modern complex
organizations and work groups since employees and followers are constantly looking for
inspirational leaders who can guide them through uncertain times and volatile operating
environments as well as challenge, trust and empower them (Algatawenah, 2018).
Transformational leaders are also perceived as able to appeal to followers due to their ability to
challenge followers to exceed performance expectations, to stimulate them into creativity and
innovation, and developing their collective leadership capacity (Hussain et al,.2021).
Consequently, it can be concluded that transformational laeders focus on both people and results

and are therefore capable of driving innovation as well as influencing financial performance.

In Croatia, Miloloza (2018) concluded that authoritarian leadership style had a negative impact on
the financial performance of large enterprises in the growth and maturity phase, a neutral impact
amongst small and medium enterprises who were in the stagnation phase, as well as amongst
enterprises oriented towards foreign and international markets. Democratic leadership style on the
other hand had a neutral impact on the financial performance in large enterprises and enterprises
oriented towards domestic market, a positive impact in small sized enterprises, enterprises in the
stagnation phase of growth and those enterprises that weres oriented towards international markets.
Laissez-faire leadership style had a negative impact on the financial performance of enterprises in
the growth and maturity phase, neutral impact on large enterprises and those in the stagnation
phase as well as in enterprises serving both domestic and international markets. These findings
imply that suitability of leadership style may differ depending on the firm size as well as its starge
in the corporate growth phase. These findings therefore lend credence to Ajibade, Ajayi and
Shobowale (2017) who found a positive correlation between autocratic, bureaucratic, and
charismatic as well as laisez-faire leadership style and staff performance amongst staff in Nigerian

Polytechnics as long as the leader applied each style in the right context.

Rowold and Heinitz (2007) established that transformational leadership style improved on the
impact of transactional leadership on performance of employees and company profitability. Zeb,
et al., (2015) found a positive correlation between transactional leadership style as exhibited under
democratic, autocratic and laisez-faire styles and transformational leadership style on one hand

and financial performance of public sector organizations in Pakistan. Khan and Adnan (2014)
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found out that both transactional and transformational leadership styles have a positive impact on
financial performance while laisez-faire style had a negative impact. In banking, Schaubroeck et
al., (2007) stated that team potency measured through power distance and collectivism as practised
by transformational leaders was responsible for improved financial performance by banks in the
United States of America and Hong Kong. On the other hand, Jaussi and Dionne (2003) as well as
Wang and Rode (2010) did not find any significant relationship between transformational
leadership on one hand and employee creativity and organizational performance on the other hand,
Obiwuru, Okwu, Akpa and Nwankwere, (2011) found insignificant correlation between leadership
style and performance of selected small and medium enterprises in Nigeria. Considering that
behavioural theory largely ignores the context whrere leadership is applied, the foregoing findings
therefore raises questions regarding whether the contradicting conclusions by different researchers
emanated from the context that each style was applied. It would therefore be interesting to find out

which findings will agree with those of a banking context in Kenya.

Dike and Madubueze (2019) observe that democratic leadership style improves employee
satisfaction, performance commitment and cooperation as well as organizational efficiency while
at the same time reducing employee turnover. This finding was consistent with Khajeh et al. (2018)
who also found out that democratic leadership had a positive impact on organizational performance
measured in terms of return on investments and profitability shareholder returns measured in terms
of economic value added and total shareholder value and the product or service market
performance measured in terms of market share and sales sales. In addition to democratic
leadership, Khajeh et al. (2018) also found out that transformational and autocratic styles had a
positive influence on performance, while transactional, charismatic and bureaucratic leadership
styles had a negative impact on organizational performance. Puni, Ofei and Okoe (2014) however
found no significant relationship between financial performance of firms in Ghana and aspects of
transactional leadership style namely democratic, autocratic and laissez-faire. They however found
that democratic leadership style contributed more to profitability compared to each of autocratic
and laissez faire style. The foregoing findings, none of which were on the banking sector may or
may not be applicable to commercial banks operating in Kenya. They also may or may not be
applicable to the Kenyan market since all of them were conducted outside Kenya. This study
therefore compares its findings with the foregoing and establish similarities or differences with

them and make appropriate conclusions that would aid future research.
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Maina and Waithaka (2018) established a positive relationship between organizational financial
performance and leaders who emphasized change, employee competence, creativity and
innovation amongst other factors amongst commercial banks operating in Nyeri County, Kenya.
Njue, Waiganjo and Kihoro (2018) on the other hand discovered that poor leadership practices
were responsible for poor financial performance while leadership empowerment was responsible
for stability amongst microfinance institutions in Kenya. These findings do not address the
indiactors of leadership style being analysed in this study namely transformational, democratic,
laissez-faire and autotractic neither the financial indicators analysed by the study namely return on
assets, growth in profitability, return on capital employed and growth in assets. In addition, they
were done in different contexts anmely microfinance institutions and commercial banks in Nyeri

County.

Walela and Okwemba (2015) found a positive correlation between democratic and
transformational leadership and the financial performance of microfinance institutions operating
in Kakamega County, Kenya. Ojokuku, Odetayo and Sajuyigbe (2012) observed that democratic
and transformational leadership - under which leaders allow employees to have sense of belonging,
help staff members to pursue their personal visions and needs, empower them as well as allow
them higher responsibility with little supervision, enhances organizational efficiency and therefore
improve financial performance. They also established that autocratic leadership style had a positive
though statistically insignificant effect on the financial performance of the commercial banks. In
this regard, the authors recommended transformational and domestic leadership style be adopted
with a view to enhancing the global competiveness of the Nigerian banks. This study is based on
commercial banks in Kenya and will therefore seek to establish if the findings by Ojokuku et al.
(2012) are applicable in Kenya after 2013 as well as if findings related to microfinance institutions
in Kenya can also be replicated in the banking industry.

Ngetich and Muchemi (2018) found out that transformational, democratic, bureaucratic and
transactional leadership had a positive and significant impact on performance of savings and credit
cooperative societies operating in Kirinyaga County, Kenya. Performance was evaluated on the
basis of corporate image, customer satisfaction and employee development. Chege and Gakobu
(2017) also found out a positive and significant relationship between transformational,
transactional and laissez-faire leadership and organizational performance - profitability, market

share and the attitude and motivation of employees — at Safaricom PLC, a telecommunication
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company in Kenya. The findings of Kariuki and Wachira (2017) are also consistent with the
foregoing since they found a positive and significant correlation between transformational
leadership and democratic on one hand and sales performance of employees of microfinance
institutions operating in Nairobi, Kenya. Among the same employees, they also found a positive
but insignificant relationship between laissez-faire leadership and sales performance as well as a
negative and insignificant relationship between autocratic leadership and sales performance.
Leaders who exhibited transformational, democratic and laissez faire were preferred by employees
since they gave them freedom to make decisions and express themselves.

Poor financial performance by banks has been attributed to poor management of bank’s reputation
and ethical malpractices by leaders (Tian et, al 2017). In the United States of America, the collapse
of Washington Mutual Bank in 2008 was blamed on the unorthodox leadership style of the Chief
Executive as well as the incompetence of other leaders (Grind et, al. 2012). For example, the
leaders were found to been taking excessive risk through growth of sub-prime mortgage book
despite prudential advice from experienced employees. They were also poor at building and
sustaining team cohesion especially when they acquired another bank where they resorted into
laying off any manager they disagreed with. In Kenya, Waweru and Kalani (2019) pointed
amongst other factors, to inappropriate lending methodologies, excessive risk taking, unchecked
loan book growth and lack of staff development as some of the reasons that led to bank failures in
Kenya in the 1990s and early 2000s. Though the authors do not delve into leadership, the actions
of the bank managers could fall under misguided leadership as espoused by Smith (2011). This
study introduces a different dimension to the foregoing studies by discussing commercial banks as
opposed to Savings and Credit Cooperatives as studied by Ngetich and Muchemi (2018) or
microfinance institutions as studied by Kariuki and Wachira (2017). It also studies all banks in
Kenya and is not based on a case study as was the case for Chege and Gakobu (2017). Lastly, it
differs from the study by (Grind et al., 2012) since it looks at banks in Kenya and not United States

of America in addition to beinb based on a different time period.

Smith (2011) identified the concept of mis-leadership as the main reason behind the 2008 global
financial crisis which culminated in the collapse of financial institutions. He defines mis-leadership
as any action or omission that leads to less that optimum results. It is reflected under missing,
misguided, misinformed or Machiavellian leadership. Missing leadership exists where appropriate

and essential leadership fails to take place. This would for example happen where leaders fail to
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act out of fear or ignorance. Misguided leadership occurs when leadership appears to be effective,
but is targeted at the wrong objectives which in turn brings about having undesirable results. This
could be experienced for example when leaders are focused on profitability and sales growth but
ignore non-financial drivers of performance such as customer and employee satisfaction. In other
words, leaders could have focused too much on the needs of one category of stakeholders in the
belief that the needs of the said category of stakeholders are all that matter. Elements of misguided
leadership are found under Collins (2009) who found out that some leaders had amongst other
things been blinded by success, became arrogant and considered success an entitlement and lost

sight of the factors that led to the success.

Misinformed leadership exists where leaders are unaware of important information, attributes,
skills, techniques or consequences, or misunderstands their importance or how to use them. The
unorthodox management style of the Chief Executive of Washington Mutual Bank described by
Grind et al. (2012) would fall under this category since as a leader, amongst other things, the Chief
Executive downplayed the importance of management reporting, risk management and matching
of staff skills with their roles. Machiavellian leadership, the only deliberate form of mis-leadership,
exists when a leader who has a hidden personal agenda deliberately misinforms and deludes
followers with the objective of achieving self-serving ends. The leader achieves this by exploiting
the friendship, trust, ignorance, friendship and loyalty of followers. They can achieve this by
manipulating facts and figures with a view to misleading followers about the organizational
performance as has been witnessed under manipulated books of accounts. The concept of
misleadership can be traced back to Bass (1998) who developed the concept of manipulative
leadership, also known as pseudo-leadership under which transformational leaders have the
capacity to use their charisma in pursuit of self-interest and eventually slide into unethical
behavior. In pursuit of evil ends, these leaders would seduce and manipulate followers in order to
have their way. They may use stories to conceal their intentions and indoctrinate followers who in

most cases may not be aware of the intention to wield power over them.

Hamza and Hassan (2019) found a strong and positive correlation between missing, misinformed
and misguided leadership and poor performance of financial institutions in Pakistan. They however
found a moderate, positive correlation between Machiavellian leadership and poor performance
within the institutions. Poor performance was measured in terms of one financial parameter namely

loss of revenue and profits and six non-financial parameters namely high labor turnover, high
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employee dissatisfaction, employees’ intention to leave, negative word of mouth communication,
poof customer satisfaction and high employee absenteeism. This concurs with Gonfa (2019) who
also found out that poor leadership skills caused by managers’ lack of appropriate skills, loss of
qualified and experienced staff led to decline in organizational performance and productivity
through loss of revenue, employee turnover, decline in customer satisfaction and increase in
customer attrition amongst businesses in Ethiopia. The concept of mis-leadership as reviewed by
the foregoing authors looks purely on the negative contributions that leaders make. Consequently,
this study considers this approach prescriptive and therefore outside its scope since this study is
looking at the extent to which — positive, negative — and level of significance that leadership

impacts financial performance.

Kenyan banks have won awards at the global and regional levels. For example, KCB Bank won
the 2021 global award for leadership in sustainable finance awarded by the Global Finance
Magazine (Mitinda, 2021). National Bank of Kenya has also won the 2021 Best Bank in Customer
Service Kenya, Best Islamic and Best SME Bank awards from the International Business
Magazine (News Trends Kenya, 2021) while First Community Bank was recognized as the 2014
Best Islamic Bank in Africa by the Global Finance Magazine (Jamah, 2014). The sector has also
witnessed phenomenal growth by some of the players. For example, a review of Central Bank of
Kenya Annual Supervision Reports shows that Equity Bank grew from a building society with less
than KES 1 Billion in total assets to a tier one bank with over 500 billion in total assets operating
in five countries between years 2000 and 2015. During the same period, I&M Bank grew from a
bank with less than KES 500 million in total assets to a tier one bank with excess of KES 200
Billion in total assets and operating in 4 countries. The growth rate and global awards are indicators
that there could be positive leadership attributes and actions that need to be investigated. The
industry has however not been short of setbacks. For example, the collapse of Chase Bank in 2016
and Imperial Bank in 2015 were blamed on amongst other things, reckless insider lending by the
directors and senior managers coupled with falsification of financial statements. When scrutinized,

these actions equate to machiavellian and misguided leadership under Smith (2011).

There is no clear consensus amongst researchers in regard to the effect of each leadership style on
financial performance. It is however clear that leadership style can have a positive, negative,
significant or insignificant impact on organizational financial and non-financial performance.

However, the literature generally portrays a positive impact of transformational and democratic
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styles but negative effect of laissez-faire style in both banking and business general. However,
there exists limited literature relating to commercial banks operating in Kenya. In addition, success
stories and failures amongst commercial banks in Kenya indicate that there is need to investigate
the extent to which leadership style contributed to the success or failure stories. In this regard, this
study sought to establish the extent to which leadership style have impacted financial performance

of commercial banks in Kenya.
2.2.2 Leadership Style, Financial Innovation and Financial Performance

Financial innovations can involve entirely new solutions or adjustments to existing solutions, can
involve substitutes of existing products and services, may not always be easily assigned to one
market segment, can be simple or complex and can also involve new or modified processes and
procedures (Zaleska and Kondraciuk, 2019). The level of financial innovation in a country’s
financial system is greatly influenced by both regulation and liberalization (Moshirian, Tian,
Zhang and Zang,. 2021). Banking regulators influence innovations through their policies and
restrictions on new products, channels as well as communication while the higher the level of
liberalization, the more intense the communication and consequently the pressure to be creative.
Leaders on the other hand influence innovation through staff motivation, team cohesion and

creativing and environment that encourages creativity and innovation (Ruzger, 2018)

Vanhaverbeke, Agoralaan-Building, and Roijakkers (2018) differentiated between open and
closed innovations with closed innovations being research and development activities undertaken
by an organization without input from other market players with open innovation involving those
undertaken jointly by one or more organizations. Advocates of closed innovation believe that their
organizations have the best of talents, that research and development is profitable only when an
organization discovers, develops and sells its innovative products, that the first in the markets and
those with best ideas in the market are always the winners as well as that competitors should not
profit from their ideas. Advocates of open innovations on the other hand believe that sharing of
knowledge and expertise is the key to success, external research and development is more
profitable than the internal one, that origination of ideas is not necessarily the winning strategy
and that internal and external ideas are equally valuable. It may therefore be concluded that banks
engaged in closed innovations when they develop and launch products independently. On the other

hand, Pesapoint and Kenswitch shared Automated Teller Machine networks as well as Kenya
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Bankers Associations’ cheque truncation and Pesalink money transfer service are examples of

open innovation amongst commercial banks in Kenya.

Financial innovation has been greatly influenced by technology and is a critical factor in
commercial banks’ financial performance (Huang, Li and Chang, 2021). Motwani and Vora 2021),
found out that private and public sector banks in India who adopt technology and technology based
products are more profitable, more operationally efficient, had higher asset quality, are better at
managing costs compared to those that were lagging behind in technology adoption. Mabrouk and
Mamoghli (2010) on the other hand found out that in Tunisia, first mover innovation amongst
banks was positively correlated with improved profitability while imitators were both less
profitable and less efficient than first mover innovators. These findings are of great relevance to
this study since they are both based on commercial banks and technological innovations. However,
this study will add to both since it is based on a different market context while also treating
innovation as a mediating variable instead of the independent variable as was the case in the

foregoing studies.

Cherotich, Sang, Shisia and Mutung’u (2015) found out that the value of electronic payments by
Kenyan banks was positively correlated with bank profitability. Nkem and Akujinma (2017) also
found out that the value of Automated Teller Machine and Point of Sale transactions amongst
banks in Nigeria have a negative correlation to efficiency ratios while web, internet and mobile
banking have a positive correlation. Ocvirk (2018) also asserted that innovations bestow only
temporary competitive advantage to firms with the effect diminishing in the long run. Financial
innovation was also associated with financial losses and market instability as was the case in the
2007/2008 financial crisis (Fligstein, 2021). It therefore need to be monitored closely with a view
to ensuring that it has positive social and economic impact (Kitsios, Giatsidis and Kamariotou,
2021). This study will improve on the foregoing since it looks at financial innovation as a
mediating factor between the relationship between leadership style and financial performance
rather than the independent variable. This study also looks at return on assets, return on capital

employed and growth in assets, ratios that were not analyzed under the foregoing studies.

Financial innovation is also motivated by regulation with new regulations acting as a catalyst for
innovation while innovations may necessitate the need for new regulations. In addition,

competition, globalization and market needs also act as drivers of innovation (Rajapathirana and
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Hui, 2018). Blach (2020) established that financial innovation is often hindered by financial,
knowledge market, institutional regulations and psychological factors. Financial factors include
but are not limited to high costs of innovative activity, lack of sources of financing, transaction
fees and other costs. Knowledge barriers include lack of qualified employees, inability to use
technology and lack of knowledge on financial innovation amongst others. Market barriers include
lack of information on the market offer of financial innovation, low demand for innovative
products and lack of matching offer amongst others. Institutional regulations include taxation,
approval and accounting regulations amongst others while psychological factors include but is not
limited to negative attitude towards innovation and innovative processes, lack of need to create
innovations and resistance to change. The foregoing studies did not evaluate the impact of IFRS 9

and interest rate capping law in Kenya on financial innovation, two aspects included in this study.

Phan, Narayan and Hutabarat (2018) observed that growth in financial technology companies had
a negative and significant effect on the performance of commercial banks in Pakistan. Performance
was measured in terms of net interest income to total assets ratio, net income to total assets ratio,
net income to total equities ratio and yield on earning assets ratio. The impact was higher is small
compared to large banks primarily due to the fact that smaller banks had less ability to innovate
and compete with financial technology firms. This study will assess the impact of innovation on
retun on net assets, growth in assets and growth in profitability, ratios that were not assesed under
the foregoing study. In addition, it looks at innovation as a mediating variable, not as an
independent variable as look at under the foregoing studies.

Akani and Tony — Obiosa (2020) established mixed results about the relationship between financial
innovation and financial performance of banks in Nigeria. They Fouad out that growth in electronic
funds transfers had a negative but insignificant impact on the banks’ return on equity. There was
however a positive but still insignificant relationship between internet banking and return on equity
but a positive and significant relationship between investment in information and communication
technology and return on assets. These findings partly agree with Gundogdu and Taskin (2017)
who asserted that growth in credit card usage had a positive and significant relationship with return
on assets, eturn on equity and net interest margin amongst banks in Turkey while automated teller
machines and internet banking had a positive but insignificant relationship with the said ratios.
The significant impact of credit card usage was attributed to higher interest charged on the cards

compared to other lending products. Zouari-Hadiji. (2021) however noted that the impact of
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financial innovation on a bank’s overall financial performance depended mostly on its ability to
manage and mitigate the risks inherent in the innovation. This study will be looking at agent
banking and automated teller machines, two products not analyzed in the fore going studies, in
addition the study will enrich the foregoing findings by advising if they are applicable in the
Kenyan context. In addition, the foregoing studies do not examine how leadership may have

impacted innovation.

Muiruri and Ngari (2014) concluded that commercial banks in Kenya used financial innovations
with the primary motive of increasing revenue through cost reduction and efficiency. This was
driven by the need to survive in a competitive environment. In this regard, banks had resulted to
technology based innovations such as electronic funds transfers, automation in clearing, debit
cards, credit cards and cheque truncation amongst others. Credit cards were adopted by banks with
a view to increasing income, profits, and to reduce liquidity and credit risks. Internet banking was
adopted so as to improve accuracy and efficiency and to increase speed and reliability of the
banking system. Agent banking on the other hand was adopted with the intention of increasing
transaction numbers and related income. The study concluded that adoption of electronic products
and channels had a positive impact on the financial performance of commercial banks — income,
cost reduction and profitability. This finding is collaborated by Otieno and Muia (2020) who
established a strong and positive correlation between growth in value of cheques cleared, growth
and volume and value of electronic funds transfers as well as growth in volume of Real Time Gross
Settlement transactions and the return on assets at Equity Bank, Kenya between 2010 and 2013.
In addition to reviewing a different time period, this study will treat innovation as a mediating
variable and not as an independent variable, thereby adding value to the body of research about

the impact of innovation in banking.

Chipeta and Muthinja (2017) observed a positive and significant relationship between branchless
banking models namely automated teller machines, agent banking and mobile banking and the
financial performance of commercial banks in Kenya measured in terms of both return on equity
and return on assets. These innovations improved financial performance due to cost reduction,
increasing access to banking products as well as increasing banks’ market visibility. This study
will add to this body of knowledge by analyzing additional financial ratios as well as looking at
the mediating effect of financial innovation. Adunda and Kingoo (2012) also found out a positive

and significant relationship between electronic banking products such as debit cards, automated
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teller machines and mobile banking and financial performance of Kenyan Commercial Banks
measured in terms of return on assets. They concluded that the positive impact of e-banking
emanated from increased efficiency in service delivery emanating from client self-service using
the electronic channels. Kathuo, Rotich and Onyango (2015) also observed a positive correlation
between growth in automated teller machine related transactions and services — cash deposits and
withdrawals, money transfer, utility bill payments, cheque book ordering amongst others — and
improved financial performance of commercial banks. This again was attributed to increased
operating efficiency. This study will look at how banking innovation impacts the relationship
between leadership style and financial performance, an aspect not analyzed in both the foregoing

studies.

Mugane and Odingo (2016) found out that product innovations such as introduction of new
products and enhancement of existing ones had a negative and significant relationship with the
return on assets of commercial banks in Kenya. They also found a positive and significant
relationship between service innovations such as new processes, customer support among others
and organizational innovation such as new structures, removal of structural barriers and return on
assets. Hillowle and Warui (2021) partly supports these finding when they assert that growth in
real time gross settlement payments and electronic funds transfer transactions, investment in
mobile banking systems coupled with growth in related transactions and growth in number of bank
agents and transactions had a positive influence on the bank working capital and cash ratios.
Mobile banking and agency banking were however contributing higher income and more to growth
in customer numbers and market share compared to real time gross settlement and electronic funds
transfers. This emanated from the fact that mobile banking and agency banking channels were
offering more services and were therefore contributing to higher customer satisfaction in addition

to helping increase sales volumes and lower operational costs.

Kiptui, Bitange and Wanza (2017) found a positive correlation between product innovation
strategies, measured in terms of the number of products and channels offered, and the performance
— growth in deposits, market share and number of clients — amongst bank branches operating in
Eldoret, Kenya. These findings were partly contradicted by Mwiti (2021) who established that
despite a predominant belief amongst bank employees that financial innovations improved bank
performance, its impact was not significant. In this study, financial innovation was measured in

terms of number of prepaid card customers, introduction of automated clearing house,
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simplification of account opening processes and introduction of new products, Financial
performance was measured in terms of return on equity, return on capital employed, and return on

investment.

Wanalo, Mande and Ng’ang’a (2020) also partly contradicted majority of other findings by stating
that agency banking had a positive but non-significant relationship with financial performance and
that automated teller machines had a positive, minimal and significant relationship with financial
performance. Financial performance was measured in terms of return on assets and profitability.
They concluded that the aforementioned electronic banking channels improved financial
performance due to the fact that they improve service delivery and customer experience as well as
reducing operating costs. Tahir et. al (2018) also supports the view that financial innovation does
not have a significant influence on commercial banks’ financial performance when they stated that
growth in use of automated teller machines, internet and mobile banking had an insignificant

impact on the efficiency rations of commercial banks in Pakistan.

Though Mugane and Odingo (2016) reviewed product innovations which forms the basis of this
study, they treated innovations as an independent variable. Hillowle and Warui (2021) on the other
hand evaluated impact of Real Time Gross Settlement and Electronic Funds Transfer transactions
while Kiptui, Bitange and Wanza (2017) focused on one town namely Eldoret. Mwiti (2021)
limited the study to employee perceptions while Tahir et. al (2018) based the study on Turkey. In
this regard, this study will add to these findings by looking at all banks in Kenya, adding agent
baking as part of the product innovations and treating financial innovation as a mediating, not

independent variable.

The findings in the banking sector seems largely consistent with those in other financial
institutions. For example, Moki, Nding’u and Kinyua (2019) established that financial innovation
as a tool for financial inclusion had a positive and significant influence on the performance of
deposit taking savings and credit cooperative societies in Nairobi, Kenya. They established that
mobile banking helped in cost reduction, improved efficiency and enhanced customer satisfaction.
Omwanza and Jagongo (2019) on the other hand established a positive and strong correlation
between process, product and institutional innovations and financial performance of microfinance
institutions in Kenya. Kimotho and Muturi (2019) established a positive and significant correlation

between financial innovation and financial performance of deposit taking microfinance institutions
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in Kenya. Financial performance was measured in terms profitability and return on assets while
product innovation was measured in terms of new deposit accounts, debit cards and credit cards.

Process innovation was measured in terms of office automation and computerization.

Kibugo and Maina (2016) agreed with Kimotho and Muturi (2019) as well as Omwanza and
Jagongo (2019) when they posited that process, institutional and product innovations had a positive
impact on the financial performance of microfinance institutions operating in Nakuru County,
Kenya. Process innovation was measured in terms of automation, design, change and cost
effectiveness of the delivery process. Product innovation was measured in terms of improvement,
performance, quality and performance of existing products and number of new products.
Institutional innovation was measured in terms of business structure, technology, legal framework
and supervisory framework. Kahindi and Nzioka (2020) found a positive and significant influence
between bancassurance, mobile banking, internet banking and agency banking products and the
revenue egenerating capacity and profitability of savings and credit cooperatives in Mombasa
County, Kemya. This was attributed to the fact that these product innovations, in addition to
introducing new revenue streams, also brought about cost savings. The question of whether these
findings are applicable to the banking sector will be answered by this study.

Banks have incurred financial loses as they innovate especially due to increased cybercrime. For
example, the Banking sector has been a victim of cybercrimes ranging from phishing, denial of
service attacks, identity theft, hacking and web jacking with global annual losses estimated as USD
114 billion while the cost of combating cybercrime within global banking sector estimated at USD
274 billion (Raghavan and Parthiban, 2020). Other forms of cybercrime include virus attacks using
spam E-mails, inflation of account balances followed by transfer of the amounts, programming of
automated teller machines to dispense cash and hacking resulting in unauthorized electronic
transfer of funds (Hasham, Joshi, and Mikkelsen, 2019). Cybercime has resulted in fraud, money
laundering, compromise on data integrity, regulatory fines, customer refunds, loss of revenue as
well as other direct and indirect costs amounting in excess of USD 525 billion globally every year
(Hasham et, al, 2019). Cybercrime targeting financial institutions has increased since the
emergence of COVID-19 especially due to work from home arrangements - a form of process
innovation, - increased use of digital banking channels and general increase in use of internet
(Aldasoro, Frost, Gambacorta and Whyte, 2021).
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Increased internet penetration, competition, growing acceptance of mobile phone and app-based
products amongst other factors has increased exposure of Kenyan banks to cybercrime (Business
Daily Africa, 2020). In the fourth quarter of the year 2020, cyber threats rose from 35.1 million to
over 56.2 million incidences, a growth rate of over 50% as reported in the previous quarter (Obura,
2021). Recent reported incidences include attempts to defraud KCB Bank of KES 2 Billion
(Business Daily Africa, 2021), loss of KES 14 million through hacking of Barclays Bank’s
automated teller machines (Citizen Television, 2019) and hacking of the Pesa-Link inter-bank
money transfer system that resulted in the loss of siphon KES 6.9 million during the first week of
January 2019 (Standard Media Team, 2019). These incidences are proof to the fact that technology
based innovations has resulted in actual financial losses in the banking sector. There is however
no data to indicate if the overall impact, based on revenue generated less actual losses, has been
positive or negative neither is there literature indicating if the overall impact is significant or
insignificant. This study focusses on the impact of product innovations and not cybercrime, a by-
product of technological innovation. However, this subject cannot be wished away and was

addressed under the section on recommendations.

The findings of the scholars on financial innovation are consistent with those of writers in other
fields such as Collins (2001) who asserted that to ensure success, use of technology needed to be
aligned with a company’s core ideology. Collins (2009) on the other hand discovered that
successful companies that abandoned their core ideology in pursuit of innovation deteriorated
financially in the long term, an assertion supported by Collins and Hansen (2011) who asserted
that creativity without disciplined adherence to a company’s core values was a recipe for financial
failure. Financial innovation could therefore have a positive or negative effect on the financial
performance of a commercial bank or any other enterprise. It has also been established that
financial innovation can have both significant and insignificant impact as well as cause direct
losses through cybercrime. This study therefore sought to establish the impact financial innovation,
as a mediating variable, has on the financial performance of commercial banks in Kenya with an

emphasis on mobile banking, agent banking, internet banking and credit cards.
2.2.3 Leadership Style, Banking Regulation and Financial Performance

Bank financial performance attracts considerable attention from regulators and monetary

authorities since any bank’s failure has negative implications on public confidence in the banking
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system which may lead to spillover effects to the rest of the economy (Li, 2018). Regulators, in
line with protecting the interests of various stakeholders have adopted regulations in regard to
consumer protection, prevention of banks from excessive risk taking, capital adequacy, risk
weighting of assets and liquidity requirements (Goddard et al. 2017), Other regulations relate to
permitted and prohibited business, loan loss provisioning, accounting practices and publication of
financial statements (Tian et al, 2017). The Bank of International Settlements (2019) requires
national regulators to rate banks on three financial performance parameters namely quality of
earnings, capital adequacy and liquidity. Pursuant to this requirement, Central Bank of Kenya
(2013) has established regulations regarding capital adequacy, risk weighting of assets, loan
classification and provisioning, financial reporting and publication of financial statements and

liquidity standards.

Regulations have been found to be having mixed effects on bank financial performance. Li, (2018)
established that strengthening capital restrictions and official supervisory powers has a positive
effect on banks’ operating efficiency, cost management and profitability. The author also found
out that interventionist supervisory and regulatory practices which include private sector
monitoring and restrictions on banking activities increases inefficiency. Ben Naceur and Omran
(2011) on the other hand found out that regulatory variables such as capital adequacy, asset quality
regulations and regulations on prohibited business decreases banks’ cost efficiency without
affecting performance. In addition, regulations such as liquidity ratio and capital adequacy
requirements have been perceived to be an indirect tax on financial institutions and thus increases
costs which could negatively affect profitability (Goddard et al. 2017). Duraj and Moci (2015) also
established that additional liquidity requirements in Albania negatively impacted the profitability

of commercial banks in the country.

Gavalas and Syriopoulos (2014) predicted that the impact of Basel Il requirements would vary
from country to country depending on how banks and their regulators respond. The impact would
also vary based on net cost of raising capital and elasticity of demand for loans considering the
changes in levels of interest rates that would emanate from the increased cost of doing business.
In addition, bank size and business model would also lead to variation in full impact of Basel 111
requirements. These findings are supported by Al-Hares, AbuGhazaleh and El-Galfy (2013) who
asserted that upon commencement of implementation of Basel 11l requirements amongst nations

within the Gulf Cooperation Council region, performance of commercial banks would improve.
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There were differences in regard to the impact of the regulations in regard to Islamic and
conventional banks. For example, between 2011 and 2013, Islamic Banks within the region
reported higher profitability ratios such as return on equity, return on capital employed and net
interest margin as well as liquidity ratios such as loans to deposits, loans to assets, Cash and Bank
Balances to Deposits and Cash and Portfolio Investment to Deposits compared to conventional
banks. However, conventional banks reported higher efficiency rations namely assets turnover

and operating efficiency. In the European Union,

Bank of International Settlements (2021) established that implementation of Basel 111 liquidity
requirements had a negative impact on banks’ short-term profitability and a positive impact on
solvency and stability. In addition, by increasing capital ratios, Basel 111 regulations were reducing
banks’ funding costs thereby improving long term profitability. These findings were consistent
with Salim and Bilal (2019) who found out that in Oman, increased capital adequacy ratios had a
positive and strong correlation with banks’ return on assets and return on equity ratios. This was
attributed to the possibility that increased capital reduced overall cost of funds since equity is
cheaper than debt capital. In addition, the fact that the new regulations raised the risk weighting of
assets and removed goodwill from capital calculation ratios meant that bank owners had to inject

additional funds thus increasing funds available to fund operations.

Mashamba (2018) asserted that an increase in regulatory pressure does not lead to a decline in
bank profitability within emerging markets. The study established that a positive and statistically
significant relationship exists between changes in bank capital and changes in bank profitability
with a 10% rise in capital leading to 18% rise in profitability. These findings are consisted with
Singh and Bagga (2019) who found out that increase in capital had a positive impact in profitability
while increase in debt had the opposite effect. Bank size had a positive but insignificant
relationship with profitability. This can be explained by the fact that Basel 111 requires banks to
shift their funding sources from short-term unstable to long-term stable sources which in turn
negated the advantage that large banks had in having the ability to obtain funds cheaply in short-
term money markets due to the “too big to fail” perception. This however contradicted Qayyum
and Noreen (2021) who asserted that bank size was positively correlated with profitability ratios.
Management efficiency, measured in terms of the cost to income ratio had a negative and
insignificant relationship with bank profitability, a paradoxical finding since, an improving cost to

income ratio means that income is rising higher than expenses. However, this could also suggest
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that banks in emerging markets may not be managing their costs effectively. Credit risk, measured
in terms of percentage of non-performing loans, has a negative and significant impact. This implies
that a rise in non-performing loans reduces profitability, which can be ascertained through the fact
that an increase in non-performing loans leads to increase in loan provisioning and write-off

expenses (Singh, Basuki and Setiawan, 2021).

Onyekwelu, Chukwuani and Onyeka (2018) found a positive and strong relationship between
liquidity requirements and the financial performance measured in terms of Return on Assets and
Return on Capital Employed amongst deposit money banks in Nigeria. This outcome was
attributed mainly to strategic liquidity management practices as outlined under the requirements
of the Federal Reserve Bank of Nigeria. In Botswana, Sathyamoorthi, Mapharing and Dzimiri
(2020) established mixed findings about the impact of liquidity ratio requirements and financial
performance of banks. Liquid assets to total assets and loans to total assets ratios had a positive
and significant relationship with the financial performance of commercial banks. This implied that
arise in loans to total assets ratio and liquid assets to total assets ratio led to improved performance
of commercial banks. Loans to deposits and liquid assets to deposit ratios had a negative significant
relationship with financial performance as measured by return on assets and return on equity ratios.
Consequently, an increase in loans to deposit ratio and liquid assets to deposit ratio contributed to
a decline in return on equity and return on assets ratios. Cash to deposits ratio had a negative and
insignificant relationship with the financial performance of commercial banks. Cash and cash
equivalents to total assets ratio was established as having a positive and insignificant relationship
with commercial banks’ financial performance. In this regard, an increase in the cash to deposits
ratio and cash and cash equivalents to total assets ratio led to a decline, albeit insignificant, on

banks’ return on assets and return on capital employed.

Golubeva, Duljic and Keminen (2019) found out that amongst Swedish Banks, Basel 111 liquidity
measure of loan cover ratio had an insignificant impact on return on assets, return on equity and
profitability. They attributed this to the possibility that banks may have had different formulas of
calculating the ratio based on the fact that the measure had been recently introduced. The funding
gap ratio, which measures if a bank has enough funds to finance loan disbursement, had a negative
and significant relationship with return on assets ratio. Consequently, banks that violated the
regulatory ratio by reporting higher funding gaps were reporting lower than optimal financial

results. This was attributed to the fact that banks with large financing gap ratios had the tendency
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to use expensive external funding due to lack of cheap and stable sources of funding to meet
demand for loans and deposit withdrawals which in turn had a negative impact on profitability.
Surprisingly, the funding ratio had a positive though insignificant impact on earnings before
interest and tax margin since most banks have a high level of interest income which forms part of
the ratio’s denominator. This finding therefore supported the general assumption that banks that
maintain high levels of illiquid assets in loans are able to generate higher interest income than
banks that maintain less illiquid assets thereby reporting a high level of income before deduction
of interest and tax. Lastly, Loan to Deposit ratio was found to have a positive relationship with
earnings before interest and tax margin and return on equity ratio but an insignificant relationship

with return on assets, net profit margin and funding gap ratio.

Basel 111 requirements are implemented by national regulators who issue guidelines and circulars
as appropriate. In Kenya, the regulations are outlined under Central Bank of Kenya’s prudential
and risk management guidelines. Scholars have attempted to establish the impact of domestic
regulations on bank financial performance with mixed results though a majority of findings point
towards a positive and significant correlation. Musengimana and Mulyungi (2017) established a
significant positive relationship between implementation of prudential regulations and financial
performance of commercial banks in Rwanda. They noted that banks that had poorly implemented
prudential regulations imposed by National Bank of Rwanda exhibited poor financial results
compared to those that had fully implemented the regulations. This observation is supported by
Ajayi et al. (2019) who established that implementation of capital adequacy ratio requirements had
a positive and strong correlation with financial performance of deposit taking money banks in
Nigeria, a finding consistent with Abdul (2017) who established a positive and strong relationship
between asset quality, capital adequacy and bank size with the profitability of international banks
operating in Nigera.

In Sri Lanka, Chandrasegaran (2020) established that capital adequacy ratio had a significant and
positive impact on non-interest income to average assets ratio while core capital ratio had a
negative significant relationship with non-interest income to average assets ratio. Asset quality
ratios had a negative significant impact on Net Interest Margin. Agbeja, Adelakun and Olufemi
(2015) had also established a positive and strong relationship between capital adequacy and
profitability of banks in Nigeria. This was attributed to the fact that highly capitalized banks had

enough resources to lend and invest without resorting to debt capital. In addition, the fact that they
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were considered low risk enabled them to obtain deposits and short-term debt funds at a low cost.
On the other hand, Mathuva (2009) had established mixed findings about the relationship between
capital adequacy and profitability amongst banks operating in Kenya. He concluded that the non-
risk weighted capital adequacy ratio was negatively related with return on assets and return on
equity. He however found out a positive relationship between risk adjusted capital ratios with
return on equity and return on assets. All relationships were found to be significant. Cost to income
ratio was found to be negatively related to both return on equity and return on assets, a finding
justified by the fact that a rising cost to income ratio means that costs grow at a higher rate than

revenue thus negatively impacting profitability.

Haris, et al. (2020) established an inverted U relationship between cash ratio and capital adequacy
ratios on one hand and profitability of banks in Pakistan on the other. Consequently, an increase
in cash ratio and capital adequacy ratios was established to be improving profitability up to a
certain level after which further increase in the ratios would lead to a decrease in profitability. This
phenomenon could be explained by the fact that increase in capital and liquid assets may not be
driven by demand for loans and such funds may therefore not generate optimal interest income.
Dao and Nguyen (2020) on the other hand established a negative relationship between capital
adequacy ratios and profitability rations of commercial banks in Vietnam. They however
established a positive relationship between liquidity and profitability. The findings were attributed
to the fact that some banks were maintaining high capital reserves without deploying the capital
into profitable assets while those high levels of liquidity were partly reflected in holdings of

income generating investments.

Musabi and Mbithi (2018) established a negative and significant relationship between credit
management prudential guidelines — loan to value and debt to income ratios - and the financial
performance of commercial banks in Kenya — return on assets and return on equity. This was
attributed to the possibility that banks could have been struggling with loan book growth as they
tried to comply with the stringent lending regulations. The resultant decrease in lending could lead
to reduced interest income thus negatively impacting profitability ratios. These findings are
collaborated by Mugo and Mutswenje (2020) who found out that capital adequacy, liquidity and
credit risk regulations were significant predictors of the financial performance of commercial
banks in Kenya with liquidity and capital adequacy having a positive and significant effect while

credit risk had a negative and significant effect. Muriithi, Waweru and Muturi (2016), also
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established a positive and significant relationship between implementation of credit risk

management regulations and profitability of Kenyan commercial banks.

Banking business involves risk taking since banks need to take risks in order to generate revenue
and generate value to shareholders. However, regulators must limit the amount of risk taken by
banks since excessive risk taking can lead to institutional as well as industry instability (Bojinov.,
2018). Banking risks are classified into credit, operational, systemic market, information and
communication technology, county, compliance or regulatory, strategic and liquidity risks (Central
Bank of Kenya, 2013). The risks can also be classified into financial also known as balance sheet
and income statement structure, credit, currency, interest rate and market risks (Van Greuning and
Bratanovic, 2020). Ebenezer and Omar (2016) observe that poor risk management practices and
inadequate risk oversight by boards of directors and regulators have been responsible for poor
financial performance and collapse of banks in Nigeria. They recommended that risk management
must be given top priority and that risk management practices must be bank specific and
customized to match the bank’s size and quality of the balance sheet, complexity of functions, the
status of Management Information System as well as technical or professional manpower in place
in that bank.

Scholars have published mixed findings about the impact of risk management regulations on bank
financial performance. Adeusi et al. (2014) established a positive relationship between
implementation of credit risk management regulations — measured in terms of bad debt
provisioning requirements — and systemic risk management regulations — managed through capital
adequacy provisions — and the profitability of banks in Nigeria. This was attributed to reduced loan
losses and availability of sufficient capital for lending and investment. These findings concurred
with Mardiana Puji and Ayyu (2018) who established that effective management of compliance
through capital adequacy ratio, strategic risk through cost to income ratio and credit risks through
non-performing loans ratio had a positive and significance relationship with the return on assets

and return on equity amongst banks in Indonesia.

Ahmed, Shakoor, Khan and Ullah (2021) established a negative, strong relationship between credit
risk measured in terms of total assets to total loans and non-performing loans. This negative
relationship suggests that an increase in credit risk exposure leads to a decrease in the growth rate

of a bank’s future earnings and investment potential. Interest rate risk was also found to have a
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negative and significant relationship with financial performance with both net loans to total assets
and net interest income to total assets ratios indicating a negative relationship with profitability
ratios. Liquidity risk, measured in terms of total liquid assets and total assets also had a strong and
negative relationship with financial performance. The key finding in the case of liquidity risk was
that decline in bank deposits, a key contributor to liquid assets since deposit withdrawals leads to
reduction in cash and cash equivalents, would almost always lead to a decline in a banks’ earning
capacity. This agrees with the findings of Abu-Rummana, et al. (2021) who found a positive and
strong relationship between credit, market and operational risk management practices and the
financial performance of banks in Pakistan. They concluded that reduction in exposure under each

of the risk categories had a positive and significant influence on earnings and profitability.

Kafidipe et al. (2021) established a negative relationship between sophisticated risk management
practices and financial performance of deposit taking money banks in Nigeria as measured in terms
of return on equity and return on assets. Risk management was measured in terms of size of board
risk committee, number of meetings held by board risk committee annually, number of
independent directors in board risk committees and the banks’ enterprise risk management index.
This finding contradicts Maruhun et. al (2018) who had asserted that enterprise risk management
is a tool that improves firm performance. It also contradicts Ndyagyenda (2020) who found a
positive and significant relationship between credit risk management practices namely loan
appraisal, credit risk control and credit risk diversification and profitability of commercial banks
in Uganda.

Wanjohi, Wanjohi and Ndambiri (2017) established a strong and positive relationship between
financial risk management practices and financial performance of commercial banks operating in
Kenya. Particularly, a strong positive correlation was found between return on assets ratio and risk
mitigation and risk and measurement practices. There were moderate correlations between return
on assets and risk management environment, internal control practicesand risk monitoring
practices. Consequently, the higher the return on assets of a Kenyan commercial bank, the better
its risk mitigation and mitigation practices. These findings were consistent with Mohamed and
Onyiego (2018) who found a positive and strong relationship between credit, operational, liquidity
and interest rate risk management practices and financial performance of commercial banks
operating in Mombasa County, Kenya. Credit risk management was assessed in terms of

counterparty credit quality, credit policies and non-performing loanks while financial performance
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was measured in terms of profitability, liquidity and shareholder value. Liquidity risk was
measured in terms of planning and controlling cash flows, management of current assets and
management policy assets. Interest rate risk management was assessed in terms of loan repayment
rate, interest rate risk exposure and nominal interest rates. Operational risk was measured in terms

of operational risk exposure, management techniques and internal audit controls.

Findings amongst commercial banks were also consistent with those in microfinance banks. For
example, Bundi, Ngali and Maina (2021) established that microfinance banks operating in Kenya
that were using well-defined credit scoring mechanism, had a stringent debt collection mechanism,
had elaborate credit policies and procedures, had robust liquidity risk management practices and
also had robust cyber security controls were found to be performing better financially compared
to their counterparts who were lagging behind in the said risk management practices. This
phenomenon exists because these risk management practices, derived from Central Bank of
Kenya’s regulatory guidelines for microfinance banks are meant to ensure stability of microfinance
banks through reduced loan losses exhibited through prudent lending, prompt collection, ability to
meet financial obligations as and when they fall due for example loan disbursement which
improves customer satisfaction and interest income and mitigate losses emanating from cyber

fraud.

There are mixed results about the impact of risk management regulations and practices on financial
performance of commercial banks from different parts of the world as well as in regard to different
types of risks. However, majority of the research findings indicate that regulations have a positive
and strong relationship with financial performance. However, literature on the impact of regulation
as a moderating variable on bank financial performance of commercial banks is limited. In this
regard, it is imperative that the effect of bank regulation on the performance of commercial banks
in Kenya is established. This study therefore focused on the Kenyan market with a special

emphasis on Central Bank of Kenya’s prudential guidelines.

Interest rate capping had a significant impact on return on assets, profitability and return on equity
of commercial banks in Kericho County, Kenya (Musyimi et al., 2019). They established that an
increase in maximum lending interest rate had a positive impact on bank financial performance
while an increase in minimum deposit rate having a negative impact. Mutemi and Makori. (2019)

found that interest rate capping had a positive impact on quality of assets measured in terms of
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gross non-performing loans and advances but a negative impact on the growth of the loans. The
foregoing findings could be attributed to the fact that low rates of interest discourage bank lending
due to the resultant decline in risk return balance (Casu et al. 2015). Central Bank of Kenya (2018)
also found that interest rate capping law had slowed down lending, raised average loan sizes after

banks shunned micro-lending and reduced proportion of income generated from interest income.

Central Bank of Kenya (2020) reported that repeal of interest rate capping law had no significant
impact on level of non-performing loans and level of lending to small and medium sized
enterprises. The report however noted that implementation of financial reporting standard number
9 had a negative impact on banks’ capital adequacy due to increased loan provisioning which in
turn led to efforts to raise additional capital. In addition, implementation of financial reporting
standard number 16 led to increased risk weighting of bank assets thus requiring additional capital
injection. However, none of the new financial reporting standards had a significant impact on bank
liquidity. The findings are consistent with Ntaikou, VVousinas and Kenourgios, (2018) who asserted
that implementation of IFRS 9 in Greece was expected to raise the coverage of non-performing
loans, while additional provisions would have a negative regulatory capital effect. The findings
also concur with Magli, Nobolo and Ogliari (2018) who predicted that IFRS 16 could lead to an
increase in lease assets, an increase in financial liabilities and a decrease in owners’ equity and an

increase finance costs as well as earnings before interest, tax and depreciation allowance.

Central Bank of Kenya (2013) set foreign currency exposure limit at 10% of a bank’s core capital.
This regulation is meant to mitigate losses emanating from exchange rate fluctuations which
include transaction risk such as losses incurred while buying and selling foreign currency,
translation risk that is losses incurred while converting foreign currency denominated assets and
liabilities into local currency for purposes of financial reporting and economic risk which refers to
erosion of a bank’s market value due to currency fluctuations. Ahmed (2015) asserted that
exchange risk has a significant impact on banks’ financial performance due to potential gains and
losses in both the spot and forward exchange markets. This assertion is supported by Isaac (2015)
who established that exchange rate fluctuations had a significant impact on the profitability of

commercial banks in Nigeria.

Since enactment of the Proceeds of Crime and Anti-Money Laundering Act (2009) and Proceeds

of Crime, Anti-Money Laundering Regulations (2013), Prevention of Terrorism Act (2012) and
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Prevention of Terrorism Regulations (2013), there is limited published literature on the impact of
money laundering and terrorism financing laws and regulations on banking performance. The
foregoing law and regulations were reinforced under CBK Prudential Guideline Number 8 that
named Proceeds of Crime, Anti-Money Laundering and Combating Financing of Terrorism.
Michugu (2016) established both positive and negative impact of money laundering regulations
on performance of commercial banks in Kenya with impact emanating from reduced operational
risk and fraud as well as enhanced confidence in the bank while negative emanating from increased
compliance costs for the bank. Nobanee and Ellili (2017) found an insignificant relationship
between money laundering disclosure index and performance of commercial banks in United Arab
Emirates. However, this contradicts ldowu and Obasan (2015) who had found a significant and
positive relationship between money laundering policy implementation and performance of banks
in Nigeria.

In 2019, Central Bank of Kenya fined five commercial banks an aggregate amount of USD 3.75
million (Mohammed, 2021). The total fines, amounting to 320 million Kenya Shillings, was 20
times more than the previous fine imposed on a bank in 2016 (Business Daily Africa, 2020). The
rise in fines was witnessed worldwide with global annual anti-money laundering related fines
exceeding 10 billion US Dollars for the first time in history (Roberts, 2020). The rise in fines could
point to a possible negative impact of anti-money laundering regulations on bank performance.
However, whether this impact will be positive or negative may need to be established through

empirical studies.

Existing published research findings have also concentrated on the direct impact of banking
regulation on financial performance of commercial banks with no findings in regard to the
moderating role of banking regulation on the relationship between leadership style and financial
performance of commercial banks. This study therefore sought to introduce a new dimension —
moderation - in regard to the role of regulation in influencing financial performance thereby filling

this conceptual gap within studies on banking, leadership and regulation

2.2.4 Leadership Style, Financial Innovation, Banking Regulation and Financial

Performance

Tian et al. (2017) asserts that conduct of business regulations which include regulations on product

development and by extension financial innovation is motivated by need for consumer protection
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and instilling confidence in the financial sector though it also amounts to indirect taxation which
in turn negatively affects financial performance. However, literature on the impact of banking
regulation on the relationship between financial innovation and financial performance of
commercial banks’ financial performance is limited. For example, Loizos (2014) argued that banks
in the United States of America had used financial innovation in the interbank market to
circumvent banking regulations on capital adequacy. This study however failed to examine the
correlation between banking regulation and innovation and advise if the relationship was positive,
negative, significant or insignificant. It also did not examine the moderated mediation relationship
between banking regulation and banking innovation. On the other hand, without examining the
moderated mediation relationship and without a correlation analysis, Bos, Kolari and Lamoen
(2009) found out that banks pursued financial innovation with a view to increasing efficiency but
regulators had an obligation to set standards that ensured customer protection, financial sector

stability and public confidence.

Delimatsis (2012) noted that financial innovation was responsible for banking crisis in the 1930s
as well as in the 2000s which led to a weakened financial system due to financial losses and
eventual bankruptcy of some institutions. In both instances, policy makers resorted to additional
and more stringent regulations on commercial banks largely focusing on risk management, capital
adequacy and liquidity. The foregoing seems to have been based on the belief that tighter
regulations would lead to more prudent innovation, reduced risk and reduced negative impact on
bank financial performance. This study was however examining the possible impact of the then
newly introduced Basel 111 regulatory recommendations and could therefore not examine the actual
impact of these regulations leave alone conduct a correlation analysis since the regulations had
just been introduced. The study also focused on a possible direct impact of regulation on innovation
not the influence both factors would have on financial performance.

Scholars have sought to establish how financial innovation and regulation impact each other. Blind
(2012) identified economic, social and institutional regulations that impact innovation. Economic
regulations relate to market entry, competition, public utility and price related regulations.
Competition related regulations usually act as a catalyst for innovation whenever they are geared
towards increasing competition which forces companies to innovate in order to survive in the
marketplace, Market entry regulations may act as a catalyst to innovation if they restrict ability of

existing firms to enter new market segments thus forcing them to think about new and creative
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ways of circumventing the regulations. Market entry barriers may however hinder innovation if
they restrict new firms’ entry into new markets which in turn restrict competition. Price regulations
on the other hand may hinder or enhance innovation depending on whether the regulations enhance
or restrict profitability of firms.

Social regulation entails environmental protection, workers’ health and safety protection and
product and consumer safety (Resti et al. 2021; Becher, 2021). Environmental protection
incentivizes innovations in terms of new eco-friendly processes, products and environmental
technologies but restricts innovations through increased compliance costs. Workers’ safety and
health rules has the ability to create incentives for development of processes that improve the safety
of workers but also restricts innovation through compliance costs. Product safety rules enhance
the acceptance of new products by consumers and also promote their diffusion while at the same
time increasing compliance costs. Institutional regulations involve employee protection,
immigration laws, bankruptcy and insolvency laws as well as intellectual property regulations
(Blind, 2012; Golecki, 2021). Employee protection laws enhance job security thus encouraging
innovation but increases costs of doing business. Bankruptcy and insolvency laws create investor
and creditor confidence but may restrict ability to raise money to finance risky investments.
Intellectual property laws create incentives to invest in research and development through
assignment of temporary monopoly rights as well as increasing efficiency in research and
development through disclosure of technological knowhow they however restrict innovation
through prevention of imitation.

The foregoing studies on social, economic and institutional regulations examine how the
regulations directly impact financial performance as well as market dynamics such as competition
and market entry. In regard to finances, they examine ability to raise funds and costs. This study
however looks at the role regulation plays as a moderating variable within the relationship between
leadership style and the independent variable, financial innovation as a mediating variable and
financial performance as the independent variable. The study is also based on a European context

while this study is based on a Kentan context.

Zouari and Abdelmalek (2020) established that operational risk management regulations had a
partial mediating effect on the relationship between financial innovation and the stock market

performance and return on assets of commercial banks in Tunisia. They however established no
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mediating effect of credit risk regulations on the financial performance of the same banks. Both
risks were evaluated on the basis of the Basel 1l and Basel 111 regulations. This partially validates
the findings of Guermazi (2017) who found out that improvement in the quality of insurance and
banking services in Tunisia through innovation depends on the mediating role of risk management.
It also validates Halim et al. (2017) who found out that risk management committees’ Size,
independence, frequency of meetings mediates between the relationship between corporate
governance practices namely auditor reputation, the independence of the audit committee, board
size, frequency of board meetings and the financial performance of a firm measured in terms of
profitability, growth, quality of reporting. In addition to treating regulation as a moderating
variable and looking at how both innovation and regulation jointly impact financial performance,
this study adds to the foregoing body of knowledge by being specific to the Kenyan market as well
as looking at regulations relating to financial reporting and foreign exchange exposure limits

amongst others not covered by the foregoing studies.

Momanyi (2018) established that financial stability, expressed as the inter-play between financial
stability and financial regulation in regard to assessing threats to market stability emanating from
risks within the banking industry had a mediating effect on the relationship between prudential as
well as conduct of business regulatory requirements in banking and financial inclusion expressed
as access to financial services, quality and usage of financial services. The study also observed
that financial regulation had a positive and strong relationship with financial inclusion, a key aspect
of financial innovation. Central Bank of Kenya (2020) also established that enactment of interest
rate capping law in 2016 had led to creativity by banks in terms of getting new ways of generating
fee and commission income though the study failed to conduct a correlation analysis. All the
foregoing studies however treat innovation as an independent variable and regulation as an

independent variable.

Authors have also sought to establish how leadership impacts innovation. Afsar et al. (2017)
asserted leaders play a crucial role in supporting and encouraging individual employees’ initiatives
in regard to exploration of new opportunities, development of new products and improvement of
work procedures for the benefit of organizations. Kamel, Abdeljalil, Abdelhakim (2021) on the
other hand found no statistical significant on the relationship between autocratic leadership style
and innovation but a statistically significant relationship between democratic and laissez-faire

leadership style and innovation. However, the foregoing looked at the direct impact of leadership
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on innovation but not on how innovation impacts the influence of leadership on financial
performance or how a combination of innovation and regulation impacts the relationship between

financial performance and leadership style, two objectives of this study.

Central Bank of Kenya (2013) introduced the risk based supervision framework under which it
assesses the different business lines, quality of risk management systems and the internal control
with a view to identifying risks and other major areas of concern. It is a structured approach
focusing on identification of potential risks faced by banks and the financial and operational factors
in place to manage and mitigate those risks. The framework requires banks to establish risk
management frameworks and conduct market surveys and research on new products as well as
implement management information systems that provide data on the performance and changing
risk profiles inherent in both new and existing products. The regulation is likely to have had
positive impact on banking innovation and financial performance since market research is
positively correlated with organizational performance especially in regard to bringing about

positive customer response and reducing marketing costs (Ayuba and Kazeem, 2015).

The foregoing studies and regulations have not sought to establish how a combination of financial
innovation and banking regulation through moderated mediation affects bank financial
performance. This study therefore sought to commence the process of filling this research gap by
explaining how the effect of financial innovation and banking regulation affects growth in

profitability, growth in assets, return on equity and return on assets.
2.3 Research Gaps

The theoretical and empirical literature review explains various influences on bank and business
financial performance. However, limited literature is available on how leadership style, financial
innovation and banking regulation influence commercial bank financial performance in Kenya. In
addition, literature on the combined effect of financial innovation and banking regulation through
moderated mediation is limited. It was therefore necessary that this study informed stakeholders
in the commercial banking sector in Kenya on whether leadership style positively or negatively
influence financial performance of commercial banks in Kenya, whether banking regulation
moderates the relationship between leadership style and financial performance of commercial
banks in Kenya in a positive or negative way and whether financial innovation has a positive or

negative mediation effect on the relationship between leadership style and financial performance
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of commercial banks in Kenya. In addition, this study conceptualized that it is imperative that

stakeholders in Kenya’s commercial banking sector are informed of whether banking regulation

has a positive or negative impact on the relationship between banking innovation and the financial

performance of commercial banks.

To address these gaps, this study sought to explore the relationship between leadership style,

financial innovation, financial performance and regulatory requirements. The research gaps

identified in previous studies are outlined under Table 2.1 below.

Table 2.1: Research Gaps

Scholar | Research Methodology | Findings Gap Addressing the
Gap

Cherotich | Financial Descriptive Electronic Conceptual In  addition to
,Sang, Innovations | design using | payments by | Gaps: profitability,  this
Shisia and the whole | Kenyan Study study looked at
and Performance | population (44 | banks was focussed on | Féturn on  assets,
Mutung’u | of banks) positively volume of | FEturnon capital
(2015) Commercial correlated transactions employed and
Banks in with  bank and growth in assets.
Kenya profitability profitability This study also

alone.  Study conceptualized
also financial innovation
conceptualize as a mediating
d financial variable which
innovation as impacts relationship
an idependent between leadership
variable style and financial

performance
Frederick | Factors Cross Managemen | Conceptual To fill the
(2014) Affecting sectional t decisions | gap conceptual and
Performance | study  using contextual gaps this
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Scholar | Research Methodology | Findings Gap Addressing the
Gap
of content affect Study study incorporated
Commercial | analysis, profitability focussed  on leadership style,
Banks in | descriptive decisions financial innovation
Uganda. design  and relating to and banking
purposeful financial regulation and
sampling management studied both local
alone. and foreign banks.
Contextual To fill the
gap methodological
gap, this study uses
Study - limited random, multi-stage
0 Iocél banl-<s and stratified
operating - in respondent
Uganda. selection methods.
Methodologic
al gap
The study
used
purposeful
sampling
alone
Trujillo- | What Cross Managemen | Conceptual To address the
Ponce determines sectional t  decision | gap conceptual gap, this
(2013) the study  using | making Study study incorporated
profitability | purposeful affect focussed  on leadership  style,
of  banks? | sampling and | profitability decisions financial innovation
Evidence inferential relating to and banking
from Spain. | statistics regulation. Toa
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Scholar | Research Methodology | Findings Gap Addressing the
Gap
financial ddress  contextual
management | gap, this study is
and response | based on banks in
to economic | Kenya. In addition,
factors but not | the use of
staff and | descriptivive
board statistics in addition
members to inferential
Contextual statistics as well as
gap use of random,
| multi-stage and
The study s stratified
based _ c?n respondent
banks in Spain selection methods
Methodologic | addresses the
al gap methodological
The study uses | 92Ps-
purposeful
sampling and
inferential
statistics
Naceur The effects | Cross capital Contextual To address
and of bank | sectional adequacy, gap:  Study | contextual gap, this
Omran regulations, |study using | asset quality | focussed on | study focused on
(2011) competition, | content regulations | banks in the | Kenyan Banks. To
and financial | analysis and | and Middle East. | address conceptual
reforms on | descriptive regulations Conceptual gap, this study
statistics on gap: conceptualized
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Scholar | Research Methodology | Findings Gap Addressing the
Gap
banks' prohibited Regulation regulation was a
performance business was an | moderating variable
decreases independent and also examined
banks’ cost | variable and | the moderated
efficiency did not | mediation role of
without include banking regulation.
affecting impact of | The sgtudy also
performance | financial conceptualized
innovation financial innovation
Methodologic as a mediating
al gap: Study variable. To address
used  content methodological
analysis  and gaps, this study used
descriptive primary data
statistics. collected using
questionnaires and
also used inferential
statistics in addition
to descriptive
statistics
Schaubro | Embracing Cross Team Contextual To address
eck, Lam | Transformati | sectional potency gap: Study | contextual gap, this
and Cha | onal study  using | measured covered the | study looked at 43
(2007) Leadership: | random through offices of one | commercial banks.
Team Values | sampling and | power bank in 2 To addres
and the | descriptive distance and | countries. conceptual gap, this
Impact  of | statistics collectivism Conceptual study looked into
Leader was gap: Study | individualized

77




Scholar | Research Methodology | Findings Gap Addressing the
Gap
Behavior on responsible | failed to look | influence,
Team for at the effects | inspirational
Performance improved of motivation,
financial inspirational | idealized influence
performance | motivation, and intellectual
idealized stimulation. To
influence and | address
intellectual methodological
stimulation. gap, this study used
Methodologic inferential statistics
al gap: Study as well as
did not use descriptive statistics
inferential
statistics
Zouari Financial Cross Operational | Conceptual To address
and innovation sectional risk gaps: Failed | conceptual gap, this
Abdelmal | characteristic | study  using | managemen | to established | study looks at the
ek (2020) | s and | random t had a |the moderated | moderated
banking sampling, partial mediation mediation effect of
performance: | inferential and | mediating effect of | banking regulation
The descriptive effect on the | banking on relationship
mediating statistics relationship | regulation on | between leadership
effect of risk between relationship style and on bank
management financial between financial
innovation | leadership performance. It also
and the | style and on | examines all aspects

stock market

performance

bank financial

performance.

of regulation not

just risk
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Scholar | Research Methodology | Findings Gap Addressing the
Gap
and return | Also Focusses | management with a
on assets of | only on risk | highlight on
commercial | management | liquidity, capital
banks in | aspects of | adequacy, foreign
Tunisia regulation exchange exposure
Contextual and financial
gap: Focusses reporting
on  Tunisian regulations
Banks To address
contextual gap, this
study focussed on
Commercial Banks
operating in Kenya
Momanyi | Influence of | Cross financial Methodologic | To address
(2018) Financial sectional stability has | al gap: Study | methodological
Regulationin | census using | a mediating | surveyed gaps, this study
Kenya  on | inferential and | effect on the | heads of credit | surveyed Chief
Financial descriptive relationship | and heads of | Executives,
Inclusion: A | statistics between compliance Departmental
Case Study baking alone Heads and Branch
of the regulation Conceptual Maangers.
Banking and gaps: Study | To address
Industry in financial conceptualize | conceoptual gaps,
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regulation as
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performance.
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protection,
investor
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Allocation
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on the relationship
between leadership
style and
This
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performance

Foreign  currency
exposure limits
capital  adequacy,
liquidity, financial
reporting
regulations
negatively,

International

Financial Reporting
Standard number 9
(IFRS 9) as well as
loan classification
and  provisioning

requirements
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between the

variables

2.4 Research Hypotheses

Research hypothesis refers to a statement regarding a researcher’s prediction or expectation about
the relationship that exists between study variables (Dayanand, 2018). It can also be expressed as
an assumption, about the phenomenon, problem or subject of the research (Tancic and Elezovic,
2021). It helps in explaining relationships between vatiables, provides proof that a researcher has
sufficient knowledge about the subject matter and provides direction during investigations (Binoy,
2019). The hypothesis for this study are:

Ho1: Leadership style has no significant influence on financial performance of commercial banks

in Kenya.

HO02: Financial innovation has no significant mediating effect on the relationship between
leadership style and financial performance of commercial banks in Kenya.

HO03: Banking regulation has no significant moderating influence on the relationship between

leadership style and financial performance of commercial banks in Kenya.

HO04: The moderating effect of banking regulation has no significant effect on the mediating role
of financial innovation on the relationship between leadership style and financial

performance of commercial banks in Kenya.
2.5 Conceptual Framework

The conceptual framework explains how a researcher conceptualizes the relationship between the
variables (Adom, Hussein and Adu-Agyem, 2018). It is the end result of effort to bring together a
number of related concepts with a view to explaining and giving a broader understanding of the
phenomenon under research and is therefore a synopsis of the various sources reviewed for the
purpose of the study (Yamauchi, et al. 2017). This study conceptualized that leadership styles have
an influence on bank financial performance. However, this influence is moderated by banking

regulation with the extent of financial innovativeness interfering with the effect of leadership style.

83



The study also conceptualized that the mediation effect of financial innovation on the relationship
between leadership style and financial performance of commercial banks is moreated by banking

regulation.

Bank financial performance, measured in terms of profitability, growth in assets, return on assets
and return on capital employed can be influenced by enhancing organizational performance
through emphasis on effective leadership style (House and Dessler, 1974)). However, since
banking regulation influence the types of businesses a bank can engage in as well as its level of
capitalization and liquidity levels through its prudential guidelines, the Central Bank of Kenya’s
regulatory requirements therefore influence financial performance. On the other hand, bank
financial innovations have had both positive and negative influences on financial performance.
Kenyan banks cannot therefore ignore financial innovation if they want to influence financial
performance. The relationship between the variables is illustrated by Figure 2.1.

Independent Moderating Mediating Dependent

Variable variable variable variable

Ho:

Leadership style

Ho> Financial
Financial Innovation Performance of

Commercial Banks

Hoas

Banking Regulations

Hos

Figure 2.1: Conceptual framework
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2.6 Operationalization of Research Variables

Operationalization of a variable involves finding a valid, measurable and quantifiable index for
each research variable including independent as well as dependent variables that can be used for
manipulating variables at two or more levels (Tarig, 2021). Operationalization allows a researcher
to give meaning to a concept, construct or term by specifying the activities or operations to measure

it (Abiodun-Oyebanji, 2017). The operationalization of the variablles is detailed under table 2.2

below.

Table 2.2: Operationalization of research variables

number 9 (IFRS 9)

Application of International
Financial  Reporting  Standard
number 16 (IFRS 16)

New product development
regulations

Risk management regulations

Research Variables indicator and measurement | Type of scale | Questionnaire
Variable Page
Leadership e Democratic leadership Ordinal 1&2
Style e laisez faire leadership

e autocratic leadership

e transformational leadership
Financial e Internet Banking Ordinal 2&3
innovation e Mobile lending

e Mobile Banking

e Agent Banking
Banking e Application of International Ordinal 3&4
Regulation Financial  Reporting  Standard
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Research Variables indicator and measurement | Type of scale | Questionnaire
Variable Page
Financial e Growth in Profitability Ordinal 48&5
performance e Growth in assets

e Return on assets

e Return on Equity
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CHAPTER THREE
RESEARCH METHODOLOGY
3.0 Introduction

Research methodology refers to the procedures, and techniques used by researchers for
identification, selection, processing and analysis of information and data relating to a topic. It aims
at ensuring that the study obtains objective responses in an effective way. It also guides the
collection of relevant evidence and gathering empirical evidence with optimal expenditure of time,
money and effort and allows a reader to critically evaluate the reliability and validity of a study.
In addition, the methodology outlines how data was collected or generated and how it was

analyzed.

This chapter details how the study was carried out, the design used, the target population,
respondent identification and selection procedures, data collection, analysis and presentation

procedures. Other areas covered include how ethical issues and how data analysis was handled.
3.1 Research Philosophy

Research philosophy represents a researcher’s belief in regard to the approach towards collection,
analysis and use of data regarding phenomena (Creswell and Creswell, 2017). It can also be viewed
as the way a researchers’ assumptions and beliefs about the development of knowledge are
structured (Saunders 2016). The assumptions include those relating to human knowledge namely
epistemological assumptions the realities that a researcher encounters during the research journey
also known as ontological assumptions as well as the extent and ways in which a researcher’s
personal values influence the research process also reffered to as axiological assumptions. The
assumptions shape how a researcher understands and frames the research questions, the methods
used and how the findings are interpreted (Cassell, Cunliffe and Grandy 2018). A clearly-thought-
out and coherent and well organized set of assumptions constitutes a credible research philosophy,
which in turn underpins choice of methodology, research strategy, data collection techniques and

data analysis procedures.

Research philosophies can be classified into positivism, phenomenology, critical realism,
interpretivism, post-modernism and pragmatism (Creswell et al. 2017). The focus of critical

realism is on explaining what people see and experience, in terms of underlying structures of reality
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that shape events that are observed in daily life. In this regard, reality is the most important
philosophical consideration, a structured and layered ontology being crucial (Edmonds and
Kennedy, 2017). Interpretivism on the other hand places emphasis on the perspective that human
beingss are different from physical phenomena since they have the ability to create meanings
which are supposed to be studied and understood by researchers. It also assumes that there are
multiple meanings, interpretations and realities that researchers should seek to understand.
Postmodernism seeks to question accepted beliefs and ways of thinking through and emphasis on
the power of relations and language. The approach seeks to act as a voice to alternative,
marginalized views (Ryan, 2018). Pragmatism on the other hand argues that concepts are only
relevant where they support action (Kaushik and Walsh, 2019).). In this regard, research
commences once a problem is identified, and is geared towards offering practical solutions that

inform future practice.

Positivism and phenomenology are the main philosophies which influence approaches for
extraction, analysis and use of data about a research phenomenon (Chege and Otieno, 2020).
Phenomenological approach aims at studying of experience from the perspective of an individual
and explores human behavior, what they say and do and is aimed at establishing how people arrive
at an interpretation of the world (Umanailo, 2019). Phenomenological research is aimed at
description and not explanation of phenomena. Park, Konge, and Artino Jr, (2020) state that
positivism relies on the hypothetical deductive method to verify predefined hypotheses that are
often stated quantitatively, where functional relationships can be derived between causal and
independent variables also known as exploratory factors and dependent variables, the causal
factors. The primary goal of a positivist inquiry can therefore be regarded as generation of causal
relationships or explanatory associations that ultimately lead to prediction and control of the
phenomena in question (Alakwe, 2017).

Positivists believe that the world is external and objective, that a researcher is independent, that
science is value free and researchers should therefore focus on facts. They therefore formulate
hypothesis, test them as well as operationalize concepts in order to measure them. This is contrary
to phenomenological approach where the predominant belief is that the world is socially
constructed, that the researcher, as an observer is part and parcel of what is being observed and
that science is motivated by human interests and therefore focus on meanings. The main aim of

this study is to establish the relationship that exists between leadership style, financial innovation,
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banking regulation and the financial performance of commercial banks in Kenya. In this regard, a
positivist approach is the most suitable since it is used to explain relationships between variables
as well as explaining, predicting and controlling phenomena (Park, Konge and Artino, 2019).
Positivism asserts that reality can be observed empirically and explained with logical analysis and
is the most suitable way to either confirm or disprove a research hypothesis (Kivunja, 2017). This
approach also ensures independence of the researcher thereby helping in objective measurement
of variables with a view to generalizing the findings to the whole banking industry. A positivist
approach is also the most suitable where a researcher intends to control the variables in order to
establish verifiable relationships (Kivunja, 2017). In this regard since data collection focused
purely on the variables identified in Chapter 2 of the study, a positivist philosophy was most

suitable.
3.2 Research Design

Research design refers to a plan for a study that provides the overall framework for collecting data
with a view to answering the research question (Lune and Berg, 2017). The aim of research design
IS to ensure that research results are credible. Longitudinal survey design assesses phenomena over
a long period of time while a cross-sectional design deals with a specific point in time (Kendall,
Lai and May, 2017).

This study used both cross-sectional and correlational research designs. This reseach design
involves scrutinizing two or more variables with aview to establishing the nature of the relationship
between the variables from a statistical viewpoint (Edmonds and Kennedy, 2017). Correlational
research aims at identifying variables that exhibit some sort of relationship to the extent that a
change in one variable can lead to some changes in another variable. This design was suitable for
this study since it would help in establishing the nature and strength of relationship between the
variables. In addition, since the researcher did not intend to manipulate the variables, this research

design was also suitable. Lastly, this design would facilitate regression analysis.

Cross sectional survey design is suitable for estimating prevalence of behavior in a population,
information is obtained once from each respondent and helps avoid biased responses brought about
by respondent familiarity with a study or research tools (Sedgwick, 2014). It therefore was
appropriate for this study because the study sought to establish prevalence of leadership style -

form of behavior - and explain relationships between different variables over a specified period of
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time namely 2017 to 2021. The study also sought to establish the extent to which the presence,
absence or variation of one variable affects other variables over the specified period (Olson and
George, 2014). This design is also appropriate since it helped establish the extent to which bank
financial performance is affected by level of financial innovation, transformational leadership style

as well as banking regulation.
3.3 Target Population

The target population in this study comprised of all the 38 commercial banks licensed by the
Central Bank of Kenya under the Banking Act and operating in Kenya as at 31% December 2017.
Banks under receivership or liquidation namely Chase Bank, Imperial Bank, Charterhouse Bank
and Dubai Bank (Kenya) Limited were excluded from the study since they do not offer a full range
of banking services and their audited financial statements are not published. In addition, banks that
were taken over by other entities in 2017 namely Fidelity Commercial Bank, Giro Bank and Habib
Bank Limited were excluded from the study since their financial statements for years 2017 to 2022

were unavailable.

Study unit of analysis was the commercial banks while management cadre staff of commercial
banks both at the headquarter and branch level were the respondents. Management cadre staff
members were chosen as they form part of bank leadership and therefore provided reliable
information regarding research questions on leadership style. According to bank supervisory
Report 2021, there were a total of 10, 396 management staff in Commercial Banks operating in
Kenya (Central Bank of Kenya, 2021). The list of banks and their classifications is outlined under

Appendix 2.
3.4 Respondent Selection

Study’s respondents were drawn from the target population. The number of respondents required
in order to ensure representativeness calculated using Fisher’s formula for populations exceeding
10,000 persons as illustrated by Mugenda and Mugenda (2009) based on prevalence of 5 per cent,

desired precision of 5 percent and 95 percent confidence interval is as follows:

_Z%*pq
N="4 q=1-p

Where,
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N=sample Size
Z = Standard deviate = 1.96 at 5 per cent alpha

p = Proportion able provide information being gathered (assumed to be 0.5 i.e. 50% since

it is unknown)
g = Proportion to unable provide information being gathered = 1-0.5 = 0.50
d = level of precision = 5 per cent = 0.05

Therefore N = (1.96)? x 0.5 x 0.5/ (0.05)?~ 384.16

This gives the number required for the study as 385 i.e. 384.16 persons rounded up to a whole
number. Taherdoost (2017) also assert that a sample size of 370 is required for a population above
10,000 where a precision level of 5% and a confidence interval of 95% while Adam (2020) asserts
that a sample size of 377 is required for the same size of population, precision level and confidence
interval. In addition, The Cochran equation illustrated by Sanjerehei and Rundel (2019) arrives at
the a sample size of 385 persons as follows:

_ Z'pq
eQ

o
Where:

n, is the sample size,

Z2 1s the abscissa of the normal curve that cuts off an area o at the tails;

(1 — o) equals the desired confidence level, e.g., 95%);

e is the desired level of precision,

p is the estimated proportion of an attribute that is present in the population, and q is 1-p.

The value for Z is found in statistical tables which contain the area under the normal curve. i.e. Z

= 1.96 for 95 % level of confidence
((1.96)? (0.5) (0.5)) / (0.05)% = 385

The number of respondents per bank was determined as a proportion of the bank size with stratified

random selection being used to select the 385 management cadre staff from the banks.
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3.5 Respondent Selection Procedure

The study involved a study of all units in the population. In this regard, the banks were not sampled.
However, since data collected from a representative part of the population is considered
representative (Oribhabor and Anyanwu, 2020; Allen, 2017)), the study did not survey all the
10,310 management staff working in the 38 commercial banks in Kenya. Probability, stratified,
proportional, purposive and multi-level methods were used to identify the respondents. To ensure
that the respondents had an equal opportunity of being surveyed, probability method was used.
However, since the respondents belong to different geographic locations and management levels,

the study ensured that all banks were represented using stratified random methods.

Chief Executives and Heads of Departments responsible for Finance and Digital Banking
departments were identified using purposive sampling where Head of Human Resources were
approached and requested to introduce the researcher to the Chief Executive and departmental
heads. Where number of respondents required exceeded the Chief Executive and departmental

heads, Branch Managers were identified using stratified random methods.

The bank management staff were stratified into two categories namely branch and head office
management. The number of respondents was distributed proportionately according to the number
of employees per bank. The distribution of respondents was based on each bank’s 2020 composite
market index as outlined under appendix 3. Stratification ensured that the sample consists of the
characteristics of the larger total population while random selection of branches ensured that each
branch manager has an equal chance of being selected (Abdul, 2021). The respondent selection

methodology is summarized under table 3.1.

Table 3.1: Respondent Selection Method

Strata Manager Sampling Technique
Head office  Chief Executive Purposive Sampling
Head Office Head of Human Resources Purposive Sampling
Head Office Finance Manager Purposive Sampling

Head Office Head of Digital Banking or Alternate Banking Channels Purposive Sampling

Branch Branch Managers Stratified Random Sampling
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3.6 Data Collection

The study was based on primary data collected using questionnaires. The questionnaire consisted
of questions regarding leadership style, financial innovation, banking regulation and financial
performance. Questions evaluating transformational leadership style were adapted from the Multi
Factor Leadership Questionnaire developed by Bass (1985) as revised by Boamah and Tremblay
(2018) while those relating to democratic, autocratic and laisez faire leadership style were adapted
from the leadership style questionnaire developed by Sage Publications (2018). Questions relating
to banking regulation, financial innovation and financial performance were developed by the
researcher. Questionnaires were administered to bank management staff. Two research assistants
were engaged mainly for the purpose of making follow-up on the administered questionnaires. The
entry point to the banks was mainly through the human resource departments. The research
assistants were trained on questionnaire administration on the field mentoring and coaching by the

researcher. The questionnaire is attached under appendix 2.

Introductory letters were sent to respondents together with the questionnaires via email or by hand
delivery depending on the respondent’s preference. Follow-up telephone calls and personal visits
to respondents were made to ensure that they received the questionnaires. Upon confirmation of
receipt, respondents were supported with any clarifications needed to enhance their understanding.
Respondents were given five days to interact with and complete the questionnaires. The researcher
or the research assistant then met with the respondents for a face to face discussion with a view to
ensuring that the respondents understood the questions and responded accurately.

3.7 Pilot Study

The study carried out a pilot test to ascertain the questionnaires’ validity and reliability in regard
to gathering the data required for the study. Junyong (2017) describes a pilot test as a rehearsal
and replica of the main survey. Pilot testing assisted the researcher in establishing if the
questionnaire obtained the required results (Wong and Yamat, 2020). The questionnaire was
discussed with the supervisors appointed by the Management University of Africa and 5 randomly
selected managers from two banks that did not form part of the sampling frame. Their views were
evaluated and incorporated with a view to enhancing the content and construct validity of the

questionnaire.
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3.7.1 Validity

Internal and external validity of research design are crucial elements for data integrity and the basis
upon which tangible research conclusions can be derived (Architha and Sreeramana, 2020). They
essentially look at the possibility of replicability or repeatability of results (Siiriicii and Maslaket,
2020). To avoid biased responses, the study applied unobtrusive measures by ensuring that only

the minimum essential information was provided to respondents.

Expert opinion was sought from the advisors assigned by The Management University of Africa
during the design of the data collection instruments. Input was also sought from the advisors and
a qualified statistician during the analysis stage. The analyzed data, findings, conclusions and
recommendations was reviewed by the advisors as well as defended in a postgraduate thesis

committee of the Management University of Africa.
3.7.2 Reliability

Reliability was tested by using 30 questionnaires that were piloted with randomly selected
managers working in banks that did not form part of the final sample for the study. This was meant
to ensure that response bias that would occur if a respondent completes the same questionnaire
twice was avoided. Bell, Whitehead and Julious (2020) asserted that the pilot test should be
composed of 5% to 10% of the target sample. The Cronbach’s alpha correlation test was run on
the 30 questionnaires which were coded and input into Statistical Package for Social Sciences
[SPSS] version 20. To establish data reliability, a Cronbach’s alpha correlation coefficient of 0.7
generated under the SPSS software was used as the measure of data validity since the closer the

coefficient is to 1, the more reliable the tool.
3.8 Data Analysis and Presentations

The data was analyzed using both descriptive and inferential statistics. Inferential statistics are
applied in explanations of situations and phenomena thus allowing people to draw conclusions
based on extrapolations while descriptive statistics merely summarize the data that has actually
been measured (Henk, 2019). Inferential and descriptive statistics were used to analyze the
findings using Statistical Package for Social Sciences (SPSS) version 26 that analyzes data
statistics and generate descriptive statistics such as frequency, percentages, means and standard

deviations.
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Pearson correlation was adopted to establish the relationship between variables of analysis while
regression was adopted to explain the interdependency between leadership style and financial
performance. In addition, the study performed Conditional Process Modelling (PROCESS) to
establish the intervening effect of financial innovation and moderating effect of banking regulation
on the relationship between leadership style and financial performance; and their moderated-

mediated effects on the same relationship as proposed by Hayes (2012).

Regression analysis refers to a statistical tool used to investigate relationships between variables
where a researcher sought to ascertain the causative effect of one variable on another. Regression
analysis is also valuable in quantifying the impact of various simultaneous effects on or influences
upon a single dependent variable The researcher collected data on the variables for the study and
employed regression to estimate the quantitative effect of the independent and the moderating
variables on the dependent variables. Regression analysis was used to establish the statistical
significance of the estimated relationships as an indicator of the degree of confidence that the true

relationship is close to the estimated relationship.
3.8.1 Objective One

To test the relationship between leadership style on financial performance, the following model

equation 1was used;

Y=po+pB1lLS1+e Equation 1
Where Y represents bank’s financial performance

Bo representing the constant,

B1 representing the regression coefficient,

X1=Leadership Style

€ representing the error term

In addition, the study tested the various indicators of leadership style to ascertain their impact on

financial performance using the equation 2 shown below.
Y =pBo+pITL+B2AL+B3DL+B4LF+e Equation 2

Where Y represents bank’s financial performance
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Bo representing the constant,

B1 representing the regression coefficient,
TL=Transformational leadership
AL=Autocratic leadership
DL=Democratic leadership
LF=Laisez-Faire leadership

€ representing the error term

3.8.2 Objective Two (Mediating Effect)

The second objective sought to examine the intervening effect of financial innovation on the
relationship between leadership style and the financial performance of commercial banks operating
in Kenya. Four Step Mediation Methodology (Model 4) was used to establish the intervening effect
as proposed by Baron and Kenny (1986) as well as Preacher and Hayes (2004). The direct and
indirect effects of leadership style (LS) were derived for two models, one estimating the mediator
financial innovation (FI) from Leadership style (LS) and the second estimating the financial
performance from both leadership style (LS) and financial innovation (FI) as as shown in equations
3 and 4 respectively.

FI=fo+B1LS+e Equation 3
FP=Bo+BI1LS+B2FI+¢ Equation 4
Where;

FP — represents Financial Performance

LS — Represents Leadership Style

FI — represents Financial Innovation

Bo — represents the constant,

B1, B2, — represents the regression coefficient,

€ — represents the error term
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The study estimated direct and indirect effects will be test to establish the presence of mediation
using bootstrapping method as proposed Preacher and Hayes (2004). As proposed by MacKinnon
and Fairchild (2009) the strength of direct and indirect effect were used to determine the effect of
mediation such that, if the indirect effect is significant and direct effect is insignificant or
disappear, then there is complete mediation, however if direct effect remain and significant then
there is partial mediation. Lastly, to test for this hypothesis the study will employ bootstrapping
inferential method and the hypothesis rejection was based on resultant effect differential from zero
both for lower and upper class limits.

3.8.3 Objective Three (Moderation Effect)

Regression analysis, also reffered to as, PROCESS Analysis method, as suggested by Baron and
Kenny (1986) was used to evaluate the moderating effect of banking regulation on the relationship
between leadership style and financial performance of commercial banks in Kenya. The model
checks the prediction of the dependent variable, “FP”, differs across levels of independent variable
“LS” as may be interacted by the third moderator variable “BR”. Since the moderating variable
affects the strength as well as the direction between the independent and dependent variable, the
process analysis test involves determination of the statistical significance of the interaction term

(Whisman & McClelland, 2005). The model questions were as follows;

FP=Po + B1LS te Equation 5
FP=Bo+Bl1LS+B2BR+¢ Equation 6
FP=Bo+B1LS + B2BR + BALS*BR+¢ Equation 7
Where;

FP= Financial Performance

LS= Leadership Style

BR= Banking Regulation

LS*BR= Product of LS and BR

Bo — represents the constant,

B1, B2, — represents the regression coefficient
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¢ = Error term

The moderating effect of banking regulation was assessed using PROCESS Analysis Model 1, and
results explained using change in coefficient of determination (R-Square) of the product of
independent variable (leadership style) and the moderator (Banking Regulations). The change in
Coefficient of determination (R?) indicated the present of mediation, with the conditional effect
LS when BR is equal to mean with plus and minus one from mean was used to determine if the

moderation is relatively high or low respectively.
3.8.4 Objective Four (Moderation Mediation)

This objective focus on the estimation of the extent to which an indirect effect of Leadership style
on financial performance trough Financial innovation work be moderated by the banking
regulations. The fourth objective, therefore, was developed to determine if the moderating effect
of banking regulation would affect the mediation effect of Banking regulations on the relationship

between leadership style and financial performance of commercial banks in Kenya

Hayes and Rockwood (2020) model for moderated mediation was adopted. The moderated-
mediated effect was assessed by estimating the indirect effect of predictor of LS and BR on FP
through the mediator FI. Model 8 of PROCESS analysis was adopted with a two-way interaction
between LS and BR on FI. The presence of moderated mediation effect was probed through
conditional indirect effect of the moderator on mediation effect. The effect was assessed and results
explained using coefficient of determination (R-Square), coefficients of interactions, and
conditional effects for both direct and indirect effects. The model equations were;

FI= o+ p1LS+ f2BR+ psBR*FI+¢ Equation 8
FP= o+ p1LS+ f2BR+ BsFI + fsBR*FI+¢ Equation 9
Where;

FP = Financial performance
LS = Leadership Style

BR = Banking Regulation
FI = Financial Innovation
Bo — represents the constant,
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B1, B2 ... B4 - represents the regression coefficients,

¢ = Error term

Table 3.2: Summary of Research Objectives, Hypothesis and Empirical Models

To establish the

HO1: Leadership

Analysis

Objective Hypothesis Type of Analysis Interpretation of
Results
Objective 1: Hypothesis 1: Linear Regression R? Coefficient of 1

indicates a perfect

predictability of the

intervening effect
of financial
innovation on the
relationship
between leadership
style and financial

performance of

innovation has no
significant
intervening effect
on the relationship
between leadership
style and financial

performance of

FI=Po+BI1LS +¢

FP=Bo + B1LS+ B2FI +

€

Where

influence of style has no Y =Po+PiLS +¢
leadership style on | significant model
the financial influence on P-value <0.05 shows a
i ) Where N .
performance of financial significant correlation
commercial banks | performance of Y - Bank’s financial | hetween the variables.
' i erformance .
in Kenya commercial banks | P ANOVA with E-value
In Kenya' LS - Leadership Style greater than 3 and p-
_ that the model has
B1 - regression o N
o predictive ability.
coefficient,
¢ - the error term
Obijective 2: Hypothesis 2: Stepwise regression Strength of direct and
To examine the HO2: Financial analysis (PROCESS direct effect was used to
Model 4) determine present of

mediator effect: if
indirect effect is
significant and direct
effect is insignificant
there is complete

mediation; if both are
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Objective Hypothesis Type of Analysis Interpretation of
Results
commercial banks | commercial banks |\, .o Financia | Si9Nificant then there is

in Kenya

in Kenya.

partial mediation.

performance
LS - Leadership Style P-value <0.05 shows a
significant correlation
FI — Financial Innovation i
between the variables.
Bo - the constant, )
ANOVA with F-value
Bl, B2 - regression | greater than 3 and p-
coefficients, value of <0.05 shows
¢ - the error term that the model has
predictive ability..
Obijective 3: Hypothesis 3: Stepwise regression Change in Coefficient of
To determine the | HO3: Banking analysis (PROCESS determination (R?)
moderating effect | regulation has no Model 1) would indicates present
of banking significant FP=Bo + B1LS + | Of moderation.
regulation on the moderating € The conditional effect

relationship
between leadership
style and financial
performance of
commercial banks

in Kenya.

influence on the
relationship
between leadership
style and financial
performance of
commercial banks

in Kenya

FP=Bo + B1LS + B2BR

+¢€

FP =po + B1LS + B2BR
+ B3LS*BR + ¢

Where

Y -

performance

Bank’s Financial

LS - Leadership Style

LS when BR is equal p
or = 1 to determine if
the moderation is
relatively high or low

respectively.

P-value <0.05 shows a
significant effect of the

mediation
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Objective

Hypothesis

Type of Analysis

Interpretation of

Results

BR - Banking

Regulations

Bo - the constant,

Blv Bz -

coefficients,

regression

¢ - the error term

Obijective 4:

To determine the
moderating effect
of banking
regulation on the
mediating role of
financial
innovation on the
relationship
between leadership
style and financial
performance of
commercial banks

in Kenya.

Hypothesis 4:

HO4: The
moderating effect
of banking
regulation has no
significant effect on
the mediating role
of financial
innovation on the
relationship
between leadership
style and financial
performance of
commercial banks

in Kenya.

FP=o+ BiLS + ¢

FP= o+ p1LS+ f.BR+
[3Fl + f3BR*FI + ¢

Where;

FP = Financial

performance

BR = Banking

Regulation
LS = Leadership Style
FI = Financial Innovation

Bo - the constant,

Bla Bz -

coefficients,

regression

¢ = Error term

Coefficient of
determination (R?) was
used to estimate the
conditional indirect
effect of moderator on

mediated effect.

Coefficints, conditional
direct and indirect
effects.

P-value <0.05 shows a
significant effect of the
moderated-mediation
effect.
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3.9 Ethical Considerations

Since researchers are people who are genuinely concerned about the quality of life of other people,
they are required to be people of integrity and must not undertake research that had negative
impacts on others or their lives (Mugenda & Mugenda, 2009; Fleming and Zegwaard, 2019; Arifin,
2018). Respondents were invited to fill questionnaires voluntarily and with informed consent on
what the study objectives are. The researcher and his assistants ensured confidentiality and privacy
of respondents and their institutions are respected. The researcher and all research assistants acted
honestly towards the respondents.
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CHAPTER FOUR
DATA ANALYSIS
4.0 Introduction

This chapter presents preliminary analysis, descriptive statistics as well as interpretation of the
analysis. The preliminary analysis shows the characteristics of the population in terms of years of
operation, number of employees, peer group and branch network. It also indicates respondent
characteristics in terms of length of years worked, number of direct reports, current and previous
departments worked in as well as official designation. Descriptive statistics on the four variables
indicating the distribution, central tendency and dispersion of each variance are also presented in
this chapter. The chapter also includes an interpretation of the nature of the statistics in the context
of leadership style, financial innovation, banking regulation and the financial performance of
commercial banks in Kenya. Lastly, the chapter has presented tests on each hypothesis and

concluded with a summary.
4.1 Response Rate

The response rate was analyzed with a view to showing the representativeness of the selected
respondents. A response rate is critical and important in regard to the credibility of the research
findings. A low response rate may reduce the statistical power of the data collected in addition to
undermining the reliability of the results. In addition, a low response rate can undermine the
generalizability of the results to the larger target audience. This is further componded by the fact
that a low response rate could be an indicator of a non -response bias within the sample. A low
response rate may also give rise to bias if the non-response is unequal among the participants
regarding exposure and/or outcome. The study administered 385 questionaries’ to the respondents

and the results were as shown in Table 4.1.
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Table 4.1: Response Rate

Category Number of Questionnaires Response Rate
Retuned 294 76.36%
Not returned 91 23.64%
Total 385 100%

Results in Table 4.1 show that 385 respondents were administered with the questionnaire. A total
of 294 respondents successfully filled and returned their questionnaires translating to a 76.36%
response rate. According to Mugenda and Mugenda (2009), a response rate above 50% is adequate
for a descriptive study. Sataloff and Vontela (2021) on the other hand asserted that in order to
maintain a sufficient precision of the variables in a survey, a minimum response rate of 60% is
required. Smith, Witte, Rocha and Basner (2019) also asserted that a return rate above 50% is
acceptable for analysis and publication while 60% is good and 70% is very good. Thus, 76.36%
was considered very good good for the study.

4.2 Results of the Pilot Survey

Pilot testing is the initial evaluation of the interview guide to find out its feasibility before
embarking on the research project. Pilot testing the research instrument helps provide feedback as
to the clarity of the respondents’ understanding of the interview questions, and indeed also aids in
determining whether the instrument responds, as envisaged, to the research questions. The
questionnaires for this study were subjected to a pilot test of randomly selected managers from
Bank numbers 5, 10 and 15 in alphabetic order. Respondents that represent 8.3% of the study
population. The pilot tests are included validity and reliability tests.

4.2.1 Validity

Validity is defined as the accuracy with which an instrument measures what it claims to measure
and represents truthfulness of the findings. Validity test is conducted to ensure that the
measurement scale indeed measures the unobservable construct that it intended to measure. It can
be assessed using theoretical or empirical approaches as pointed out by Mohajan (2017).
Theoretical assessment of validity, which is also referred to as translational or content validity

consists of two sub-types namely face and content validity. It focuses on how satisfactorily the
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idea within a theoretical construct is translated into or represented in an operational measure. For

construct validity, the study used Keyser Meyer Olkin (KMO) and Sphericity.
4.2.1.1 Content Validity

To achieve content validity, procedures recommended by Yusoff (2019) were used. Precisely,
identification of the existing scales from the literature, developing data collection instrument and
administering it to conveniently selected two experts in each field of leadership, financial
innovation and banking were used. Modifications arising from these experts were in-cooperated
in the survey tool for clarity, comprehensiveness, relevance, meaning and requisite depth. The
instrument was further reviewed by peers who are PhD in management and leadership candidates
at MUA University and their comments considered. A final review of the data collection
instrument was done by supervisors and their valuable recommendation used to finalize the
instrument. This procedure was done to ensure that the measurement scales items had adequately
translated from theory, therefore measuring the constructs of the study adequately. Since it
appeared evident to the experts that the measure showed adequate coverage of the concept, the
measure was considered to have achieved face validity as asserted by (Chiwaridzo et al., 2017;
Yudiana, Hidayat, Hambali and Slamat, 2017).

4.2.1.2 Construct Validity

Construct validity refers to the degree to which a particular test measures what it claims, alleges
or purports, to be measure. It is therefore the degree to which inferences can be made from
operationalization — connection of concepts to observations - within a study to the constructs on
which the operationalizations are based. Construct validity is considered a subjective form of
measurement since it still relies on people’s perception in regard to measurement of constructs that
would otherwise be difficult to measure. For construct validity, the study used Keyser Meyer Olkin
(KMO) and test of Sphericity as used by Shrestha, (2021) as well as Wang and Xu (2021).

Kaiser-Meyer-Olkin (KMO) Test refers to a measure regarding how suitable particular data is for
Factor Analysis. The test measures sampling adequacy for each variable within the model as well
as for the complete model. The statistic is a quantification or measure of the amount or proportion
of variance among variables that might be common variance. The lower the proportion of the
variance, the more suited data is to factor analysis. The average response rate for each variable

was used in the test. The rule of thumb is that if KMO value is more than 0.5 and the P-value of
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Sphericity is less than 0.05, then the statements are valid / it measures what its purports to measure
(Chan and Idris, 2017). Results are presented in Table 4.2.

Table 4.2: Construct Validity

Variable KMO Value Sphericity
Leadership Style 0.760 0.014
Financial Innovation 0.790 0.007
Banking Regulation 0.913 0.006

Results in table 4.2 show that Leadership Style had a KMO value of 0.760 and Barlette’s test of
sphericity of 0.014<0.05 and thus the statements are valid/it measures what its purports to measure.
Financial Innovation had a KMO value of 0.790 and Barlette’s test of sphericity of 0.007<0.05
and thus the statements are valid/it measures what its purports to measure. Banking Regulation
had a KMO value of 0.913 and Barlette’s test of sphericity of 0.006<0.05 and thus the statements
are valid/it measures what its purports to measure. In conclusion, all the variables met the

minimum KMO value of 0.5 and Barlette’s test of sphericity of <0.05 and thus they were valid.
4.2.2 Reliability Test

The reliability of an instrument can be defied as its ability to produce stable and consistent
measurements. It estimates the accuracy with which the data obtained in the study represents a
given variable or construct in the study (Chan & Idris, 2017). Reliability aims at minimizing the
errors and biases within a study (Sunde and Dror, 2021). To ensure the reliability of the study
instrument, a pilot survey was carried out in order to test and improve the clarity and flow of the

questionnaire before the actual data collection (Majid et al., 2017).

Cronbach’s Alpha (Cronbach, 1951) is known for its stability and flexibility and was therefore
used to test the reliability of the proposed constructs in this study. Cronbach’s alpha is a function
of internal interrelatedness or consistency of items (Nawi et al. 2020) and thus was used in the
study. The alpha can take any value between zero and one with a value of zero indicating no
internal consistency and one indicating complete internal consistency. Taber (2017) states that a
Cronbach alpha value of 0.7 should be the minimum acceptable with values of 0.8 and above
adding little to the scales reliability.

Consequently, for this research, in line with the arguments put forth by the foregoing authors, the

minimum acceptable value of alpha was set at 0.7 for a measurement scale to be considered
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reliable, while a measurement scale with an alpha value greater than 0.9 was considered very good
(Chan & Idris, 2017). The results for reliability are as shown in Table 4.3.

Table 4.3: Reliability Analysis

No Variables Items Cronbach Alpha Remark
1 Leadership Style 12 0.851 Reliable
2 Financial Innovation 12 0.931 Reliable
3 Banking Regulation 12 0.814 Reliable
4 Financial Performance 12 0.835 Reliable

The findings in table 4.3 indicate that cronbach’s alpha for all the items were above 0.7 which was
an indication that the data collection instrument was adequately reliable in regard to measurement
and were therefore acceptable. The test results established that all variables measured were had a

cronbach’s alpha above 0.7, thereby concluding that they were all reliable and were acceptable.
4.2.3 Diagnostics Tests

The study carried out different diagnostic tests with a view to ensuring that the postulations of
Classical Linear Regression Model (CLRM) were not contravened as well as selecting the
appropriate models for investigation in the event (CLRM) postulations were violated. In this
regard, pre-estimation and post estimation tests were conducted prior to running a regression
model. The pre-estimation tests conducted in this case included the normality test,
heteroscedasticity, multicollinearity and linearity tests. Each of the tests is discussed under sections
4.2.3.11t04.2.34.

4.2.3.1 Normality Test

Normality tests is run in order to determine if the data is well modelled and normally distributed,
that is, linear (Khatun, 2021). Mishra et al., (2019) asserted that descriptive, normality, and
verification tests can be assessed using normal distribution. Taewoong and Seongbaek (2021) on
the other hand posit that whenever these tests indicate non-normality, the data either has outliers,
incorrect measuring tools, multiple modes, zero or infinite limits, incorrect distributions, or scanty
collections. The dependent variable must be normally distributed if a linear model is to be fitted.
The normality tests are many and include Shapiro-Wilk test, Anderson-Darling test and

Kolmogorov-Smirnov test.
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Shapiro-Wilk test was used to est the normality of the variables, since it has the highest power
among all tests for normality. The hypothesis was tested at a critical value at 0.05, where the rule
is that Ho should be rejected if the probability (P) value is less than 0.05 or else it should not be
rejected. The dependent variable should be normally distributed because the study was analyzed
using a multiple regression model where the condition of normality must be satisfied (Ernst, and
Albers, 2017). The hypothesis was that;

Hi: The data is normal in distribution
The results for normality are as shown in Table 4.4.

Table 4.4: Test for Normality

Shapiro-Wilk
Statistic Df Sig.
Leadership Style 0.945 294 0.086
Financial Innovation 0.950 294 0.888
Banking Regulation 0.958 294 0.630
Financial Performance 0.857 294 0.738

Table 4.4 indicates that the data is normally distributed since using the Shapiro-Wilk test of
normality, the p-values for all variables are above 0.05. In this regard, the null hypothesis (Ho)
should not be rejected. The study concluded that the data for leadership style, financial innovation,
banking regulation and financial performance are normal in distribution and hence subsequent

analysis can be carried out.
4.2.3.2 Test for Multicollinearity

Multicollinearity refers to a situation where a high degree of association between independent
variables and dependent variable exists. Using the independent average for each of the variables,
multicollinearity test was conducted using variance inflation factor VIF in all the analysis where
it ranged from 1 to 4. Consequently, there was no cause of concern since according to Marcoulides
and Raykov (2019) as well as Senaviratna and Cooray, (2019), VIF > 10 indicate presence of

Multicollinearity.
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Multicollinearity test was done where tolerance of the variable and the VIF value were used.
Values more than 0.2 for Tolerance and values less than 10 for VIF means that there is no

multicollinearity. Results for multicollinearity are as shown in Table 4.5.

Table 4.5: Multicollinearity Test Using Tolerance and VIF

Collinearity Statistics

Tolerance VIF
Leadership Style 0.421 2.373
Financial Innovation 0.409 2.443
Banking Regulation 0.408 2.453
Financial Performance 0.417 2.399

From the findings above all the variables had tolerance values >0.2 and VIF values <10 as shown
in Table 4.5 and thus according to Marcoulides and Raykov (2019) as well as Senaviratna and
Cooray, (2019) who indicate that where VIF > 10 indicate presence of Multicollinearity, there was

no multicollinearity among the independent variables.
4.2.3.3 Test for Heteroscedasticity

Heteroscedasticity is the circumstance in which the variability of a variable is unequal across the
range of values of a second variable that predicts it. Running a regression model without
accounting for heteroscedasticity would lead to biased parameter estimates. To test for
heteroscedasticity, the Breusch-Pagan/Godfrey test was used. Heteroscedasticity test was run
using Breusch-Pagan / Cook-Weisberg test in order to test whether the error terms are correlated
across observations in the cross sectional of the data (Babashova, 2020; Senarathne and Jianguo,
2020). The hypothesis was that;

Hi: Data is Homoscedastic.

If the p-value is less than 0.05, the null hypothesis is rejected. Results are presented in Table 4.6.
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Table 4.6: Heteroscedasticity Results

Breusch-Pagan / Cook-Weisberg test for heteroscedasticity
Ho: Constant variance

Variable: fitted values of Financial Performance

chi2(1)

= 6.37

Prob > chi2 _ 0.161

Results in Table 4.6 show that the p-value is greater than the 5%. Then the null hypothesis was not

rejected at a critical p value of 0.05 since the reported value was 0.161>0.05 and thus the data did

not suffer from heteroscedasticity.
4.2.3.4 Test for Linearity

Linearity assumes a straight-line relationship between the predictor variables and the criterion
variable since a unit change in the independent variable causes a uniform change in the
independent variable (Ouafae et al., 2020). This was assessed by examination of a scatter plot of
all the independent variables against the dependent variable to measure if there is a straight-line
relationship. All the independent variables depicted a straight-line relationship with the dependent

variable as shown in Figure 4.1
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Figure 4.1: Scatter Diagrams

Figure 4.1 shows that the independent variables leadership style, financial innovation, banking
regulation depicted a straight-line relationship with the dependent variable Financial Performance.
In addition, the R-squared showed the percentage of the dependent variable variation that a linear

model explains where all the variables were above 50%.
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4.3 Demographic Characteristics Results
4.3.1 Bank Demographic Results

Demographics refer to characteristics of a population. Demographic information provides data
regarding research participants and is necessary for the determination of whether the individuals
in a particular study are representative of the target population for generalization purposes. 36
banks were contacted where the characteristics of the 31 banks that responded were classified in
terms of years of operation, staffing levels and size of business as classified under Central Bank
of Kenya’s composite market index which takes into account total assets, total deposit accounts,

total deposits and total loan book.

Charterhouse Bank had been placed under statutory management in 2006 while Chase Bank, Dubai
Bank Kenya and Imperial Bank were placed under receivership in 2015 and 2016 respectively and
were therefore excluded from the study. Fidelity Commercial Bank, Giro Bank and Habib Bank
Limited were excluded from the study since they were taken over by SBM Bank, &M Bank and
Diamond Trust Bank respectively during the period of the study. In addition, Mayfair Bank, SBM
Bank and DIB Bank Kenya which commenced operations in 2017 were excluded since they did
not publish full year audited accounts in 2017. The demographic characteristics included the years
of operation, size of business of the banks. Each of the demographic characteristic is discussed on

the subsequent sections.
a) Years of Operation

The number of years in operation is presented in under Table 4.7.
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Table 4.7: Banks' Years of Operation in Kenya

Years in Operation Number of Banks

10 years or less
11 - 20 Years
21 - 30 Years
31-40 Years
41 -50 Years
51 - 60 Years
61 - 70 Years
71-80 Years
91-100 Years
Over 100 Years 1

Table 4.7 shows that the 36 banks under study had operated in Kenya for periods ranging between

P, N M D O O O W

7 and 106 years. Only 3 banks had operated 10 years or less, 6 banks for between 11 and 20 years
and 8 for between 21 and 30 years. 6 Banks had operated between 31 and 40 years, 4 between 41
and 50 years, 4 between 51 and 60 years while 2 had operated for between 61 and 70 years. 2
banks had operated in Kenya for over 70 years with one each operating for 91 — 100 years and
over 100 years respectively. Though there is no boom season in terms of years of formation, 2000s
and 1980s jointly top the list followed by 1960s while only 2 were formed before 1940. In addition,
over 79.31% were formed before the millennium while 77% were formed after Kenya’s
independence in 1963. Since the period of operation of the banks ranged from 6 to 106 years, the
findings of this study should therefore be generalized for banks in operation for periods ranging
between 6 and 106 years. A full list of commercial banks with years of formation is attached as
Appendix 4.

b) Size of Business

The banks that responded had staff compliments ranging from 60 — 4400 employees. The banks
are categorized in terms of number of employees grouped in 500s with the smallest group
employing less than 500 persons and the largest category employing over 4000 persons as outlined
under Table 4.8.
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Table 4.8: Size of Bank by Number of Employees

Total Employees Number of Banks Percentage
Less than 500 19 53%
501 — 1000 3 17%
1001 — 1500 6 14%
2001 — 2500 2 6%
Above 4000 2 6%

The results under table 4.8 indicate that 19 (53%) of the respondent banks had less than 500
employees with 3 (17%) and 6 (14%) employing between 501 and 1000 persons as well as between
1001 and 1500 respectively. 2 banks (6.90%) had employed between 2001 and 2500 persons while

a similar number had employed more than 4000 persons.

Table 4.9: Respondent Banks by Peer Group

Peer Group Number of Banks Percentage
Large 9 25.0%
Medium 10 27.8%
Small 17 47.2%

The results indicated that 9 (25%) of the respondent banks are classified as large banks being those
that individually control 5% or more of the market share with a similar number belonging to the
medium peer group in which the banks individually control a market share equal to 1% but less
than 5%. 17 banks (47.2%) belong to the small peer group where individual banks control less
than 1% of the market share. Overall, all the 9 banks in the large peer group responded while 7 out
of 10 in medium peer group responded with 16 out of 20 in the small peer group responding.
Overall, since 100%, 70% and 80% of commercial banks in the large, medium and small peer

group gave responses; the results of the study can be generalized to all commercial banks in Kenya
4.3.2 Respondent Staff Members’ Demographics Results

The study sought to survey staff members in management and leadership positions within the
commercial banks with a view to ensuring representativeness in terms of levels of management as

well as variety of leadership style. The study also sought to ensure that different bank functions,
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business units and departments were represented. The respondent demographics are presented in
tables 4.10, 4.11 and 4.12.

Table 4.10: Respondent Staff Members’ Length of Experience

Number of Years Number of Respondents Percentage
0 — 5years 47 16.0%
5—11 years 103 34.8%
12 - 17years 88 29.9%
18 - 23years 43 14.6%
24 and above 13 4.4%

The respondent staff members’ length of experience ranged between those with less than 5 years
to those who had over 24 years. 16% had 5 years or less while 34.8%, 29.9%, 14.6% and 4.4%
had five to eleven years, twelve to seventeen years, eighteen to twenty-three years and above
twenty-four years of experience respectively. This shows that there was a wide variety of

leadership experiences amongst the staff members who completed and returned the questionnaires.

Table 4.11: Respondents Staff Members by Number of Reportees

Number of Reportees Number of Respondents Percentage
One 9 3.6%
Two 20 8.0%
Three 21 8.4%
4 and above 138 55.2%
Not disclosed 25 10.0%

Table 4.11 shows that the respondent staff members were exercising leadership responsibilities
within the banks since 55.2% had four or more direct reportees while 8.4%, 8.0% and 3.6% had
three, two and one direct reportees respectively. However, 10% of respondents did not disclose
number of direct reportees. 10% of the respondents however failed to disclose the number of staff

who report to them.
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Table 4.12: Respondents Staff Members by Designation

Number of
Designation Respondents Percentage
Chief Executive 30 10.2%
Heads of Departments and General Managers 35 11.9%
Heads of Finance 32 10.88%
Heads of Human Resource 36 12.24%
Branch Managers 93 31.63%
Heads of Digital Banking and Alternate Delivery Channels 34 11.56%
Assistant Managers and Senior Officers 34 11.56%

Table 4.12 shows that respondents were well distributed across departments and managerial roles.
In this regard, of the respondents who returned questionaires, 10.2% were Chief Executive
Officers, 11.9% were Heads of Departments or General Managers, 10.88% were Heads of Finance,
12.24% were Heads of Human Resource, 31.63% were Branch Managers, 11.56% were Heads of
Digital Banking and Alternate Business Channels while 11.56% were Assistant Maanagers and

Senior Officers.
4.4. Descriptive Analysis Results

Factor analysis is an approach that involves condensing information contained in a number of
variables into a smaller set of dimensions (factors) with a minimum loss of information (Backhaus
et al., 2021). Using dimension reduction in SPSS, factor analysis was used to measure variables
that cannot be measured directly, and to summarize large amounts of data. Zeynivandnezhad,
Rashed, and Kaooni, (2019) stated that factor loading with Eigen values (total variance) greater
than 0.5 should be extracted and coefficients below 0.49 deleted from matrix since they are not
important. It is conducted in order to reduce the data to a meaningful and manageable set of factors
(Damio, 2018). Eigen values are important as they allow us to reduce a linear operation to separate,
simpler, problems. It also helps to analyze the structure of the interrelationships (correlations) by
defining the factors. The factor analysis assumptions are that there are no outliers in data, no perfect
multicollinearity, linearity and the data is in interval (Zeynivandnezhad et al., 2019) which were

all met under diagnostic tests.
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4.4.4.1 Factor Analysis for Leadership Style

Factor analysis was carried out on the statements of Leadership Style. This was done by subjecting
the statement to dimension reduction in SPSS where any sub variable with a value less than 0.5
was removed. The results are as shown in Table 4.13.

Table 4.13: Factor Loading for Leadership Style

Leadership Style Extraction
Transformational leadership

Good leaders make other people feel good around them 0.604
Leaders express with a few simple words what can be done and

should be done 0.616
Good leaders enable others develop themselves 0.572

Autocratic leadership
It is fair to say that most employees in the general population are

lazy. 0.590
Employees need to be supervised closely, or they are not likely to do
their work. 0.546
The leader is the chief judge of the achievements of the members of
the group 0.707

Democratic leadership
Providing guidance without pressure is the key to being a good

leader. 0.586
Leaders need to help subordinates accept responsibility for

completing their work. 0.531
Employees want to be a part of the decision-making process. 0.529

Laisez-Faire leadership
Leadership requires staying out of the way of subordinates as they

do their work. 0.643
In complex situations, leaders should let subordinates work
problems out on their own 0.680

As a rule, leaders should allow subordinates to appraise their own
work. 0.532

According to Zeynivandnezhad et al., (2019), factor loading with Eigen values greater than 0.5
should be extracted and below 0.5 not considered. Leadership Style, all the sub variables were

adopted as they had values greater than 0.5.
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4.4.4.2 Factor Analysis for Financial Innovation

Factor analysis was carried out on the statements of Financial Innovation. This was done by
subjecting the statement to dimension reduction in SPSS where any sub variable with a value less
than 0.5 was removed. Table 4.14 shows the factor loading for Financial Innovation.

Table 4.14: Factor Loading for Financial Innovation

Financial Innovation Extraction
Bank’s internet banking subscriptions have grown over 0.724
the past FIVE years

Transactions from the bank’s internet banking have 0.686
grown over the past FIVE years

Internet banking has helped in reduction of the bank’s 0.584
operating expenses over the past FIVE years

Bank’s agent banking has grown over the past FIVE 0.504
years

Transactions from the bank’s agent banking network 0.618
have grown has generally grown over the past FIVE

years

Agent banking has helped in reduction of the bank’s 0.591
operating expenses over the past FIVE years

Bank’s mobile banking has grown over the past FIVE 0.896
years

Transactions from the bank’s mobile banking products 0.697
have grown has generally grown over the past FIVE

years

Mobile banking has helped in reduction of the bank’s 0.534
operating expenses over the past FIVE years

Bank’s mobile lending has grown over the past FIVE 0.668
years

Transactions from the bank’s mobile lending have grown 0.691
has generally grown over the past FIVE years

Mobile lending has helped in reduction of the bank’s 0.796

operating expenses over the past FIVE years

The outputs in Table 4.14 show that all the statements on Financial Innovation had factor loading

values greater than 0.5 and therefore they were accepted and thus no sub variable was dropped.
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4.4.4.3 Factor Analysis for Banking Regulation

Factor analysis was conducted on the statements on Banking Regulation. This was done by
subjecting the statement to dimension reduction in SPSS where any sub variable with a value less
than 0.5 was removed. Table 4.15 shows the set of sub variables under the Banking Regulation.

Table 4.15: Factor Loading for Banking Regulation

Banking Regulation Extraction

Implementation of IFRS 9 has increased bank operating expenses over 0.521
the past FIVE years

Implementation of IFRS 9 has reduced the bank’s income over the 0.531
past FIVE years

Implementation of IFRS 9 has led to increased capital requirements 0.533
over the past FIVE years

Implementation of IFRS 16 has increased bank operating expenses 0.539
over the past FIVE years

Implementation of IFRS 16 has reduced the bank’s income over the 0.595
past FIVE years

Implementation of IFRS 16 has led to increased capital requirements 0.677
over the past FIVE years

New product development regulations has increased bank operating 0.584
expenses over the past FIVE years

New product development regulations have reduced the bank’s 0.623
income over the past FIVE years

New product development regulations slows down digital innovation 0.518
related income

Implementation of risk management regulations has led to increased 0.633
capital requirements over the past FIVE years

Implementation of risk management regulations increased bank 0.579
operating expenses over the past FIVE years

Implementation of risk management regulations has reduced the 0.695
bank’s income over the past FIVE years

The outputs in Table 4.15 show that all the statements on Banking Regulation had factor loading

values greater than 0.5 and therefore they were accepted and thus no sub variable was dropped.

119



4.4.4.4 Factor Analysis for Financial Performance

Factor analysis was conducted on the statements on bank financial performance. This was done by
subjecting the statement to dimension reduction in SPSS where any sub variable with a value less
than 0.5 was removed. Table 4.16 shows the set of sub variables under the bank financial

performance.

Table 4.16: Factor Loading for Bank Financial Performance

Bank Financial Performance Extraction
The bank’s non-interest income has generally grown over the past 5 years 0.521
The bank’s interest income has generally grown over the past 5 years 0.501
The bank’s operating expenses have generally increased over the past 5 0.531
years

Bank’s loan portfolio has generally grown over the past 5 years 0.533
The bank’s investment in financial assets has generally grown over the past 0.539
5 years

The bank has revalued its assets over the past five years 0.595
The bank’s total income has grown over the past five years 0.677
The bank’s total assets have grown over the past 5 years 0.584
The bank has improved its return on assets over the past 5 years 0.623
The bank has issued new share capital over the past 5 years 0.518
The bank has raised additional debt capital over the past 5 years 0.542
The bank has increased its rate of profit retention over the past 5 years 0.565

The outputs in Table 4.16 show that all the statements on bank financial performance had factor
loading values greater than 0.5 and therefore they were accepted and thus no sub variable was
dropped.

4.4 Descriptive Statistics

The purpose of descriptive statistics was to enable the study to meaningfully describe a distribution
of scores or measurements using indices or statistics. The type of statistics or indices used depends
on the type of variables in the study and the scale of the measurements. This section contains
descriptive analysis for leadership style, financial innovation, banking regulation and financial
performance. The mean showed the average values, the mode showed the most common value and

the median indicate the middle number in set numbers.
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4.4.1 Descriptive Statistics for Leadership Style

The first objective of the study was to establish the influence of leadership style on the financial
performance of commercial banks in Kenya. The descriptive statistics present the results for
Leadership Style; Transformational leadership, Autocratic leadership, Democratic leadership and

Laisez-Faire leadership depicted in Table 19.

Table 4.17: Descriptive Statistics for Leadership Style

Transformational Autocratic Democratic Laisez-Faire

Statistics leadership leadership leadership leadership
N 294 294 294 294
Mean 4.312 2.402 3.293 1.075
Median 3.92 2.31 3.18 1.04
Mode 3.70 2.33 3.05 1.03
Std. Dev. 1.164 1.155 1.106 0.802
Skewness -0.484 -0.365 -0.417 0.461
Kurtosis -0.892 -1.047 -0.794 -0.901

The results from the Table 4.17 shows the descriptive statistics that indicates central tendency and
dispersion of all the measures of Leadership style. The total number of respondents in each
measured was 294. Distribution of data was measured using skewness and kurtosis whereas central
tenancy was measured using mean, median and mode. The standard deviation was used to measure
dispersion. The measures of kurtosis and skewness are used to determine if indicators met
normality assumptions (Doulah, 2021). According to Bai and Ng (2005), if skewness is less than
-1 or greater than 1, the distribution is highly skewed, if skewness is between -1 and -0.5 or
between 0.5 and 1, the distribution is moderately skewed, if skewness is between -0.5 and 0.5, the

distribution is approximately symmetric.

The results show that Transformational leadership had a mean of 4.312, median of 3.88 and mode
of 3.81. The mean of 4.312 implied that majority were agreeing with the statement on
Transformational leadership. The standard deviation of 1.164 showed that the members of the
group differed from the mean value of 4.312 for the group in the observation. Skewness for
Transformational leadership was -0.484. Since the values were between -0.5 and 0.5, we thus

121



conclude that the distribution is approximately symmetric. Kurtosis results showed that
Transformational leadership had -0.892. Thus, we can conclude that the values were platykurtic

since they are less than 3 and thus had a broad tail distribution and no outliers.

Autocratic leadership had a mean of 2.40, median of 2.31 and mode of 2.33. The mean of 2.40
implied that majority were disagreeing with the statement on Autocratic leadership. The standard
deviation of 1.155 showed that the members of the group differed from the mean value of 2.40 for
the group in the observation. Skewness for Autocratic leadership was -0.365. Since the values were
between -0.5 and 0.5, we thus conclude that the distribution is approximately symmetric. Kurtosis
results showed that Autocratic leadership had -1.047. Thus, we can conclude that the values were

platykurtic since they are less than 3 and thus had a broad tail distribution and no outliers.

The descriptive results indicate that Democratic leadership had a mean of 3.293, median of 3.18
and mode of 3.05. The mean of 3.293 implied that majority were agreeing with the statement on
Democratic leadership. The standard deviation of 1.106 showed that the members of the group
differed from the mean value of 3.293 for the group in the observation. Skewness for Democratic
leadership was -0.417. Since the values were between -0.5 and 0.5, we thus conclude that the
distribution is approximately symmetric. Kurtosis results showed that Democratic leadership had
-0.794. Thus, we can conclude that the values were platykurtic since they are less than 3 and thus

had a broad tail distribution and no outliers.

Laisez-Faire leadership descriptive results indicate a mean of 1.075, median of 1.04 and mode of
1.03. The mean of 1.075 implied that majority were disagreeing with the statement on Laisez-Faire
leadership. The standard deviation of 0.802 showed that the members of the group differed slightly
from the mean value of 1.075 for the group in the observation. Skewness for Laisez-Faire
leadership was 0.461. Since the values were between -0.5 and 0.5, we thus conclude that the
distribution is approximately symmetric. Kurtosis results showed that Laisez-Faire leadership had
-0.901. Thus, we can conclude that the values were platykurtic since they are less than 3 and thus

had a broad tail distribution and no outliers.
4.4.2 Descriptive Statistics for Financial Innovation

The second objective of the study was to examine the intervening effect of financial innovation on
the relationship between leadership style and financial performance of commercial banks in

Kenya. The descriptive present the results for financial innovation are shown in Table 4.18.
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Table 4.18: Descriptive Financial Innovation

Statistics Financial Innovation
N 294
Mean 4.367
Median 3.980
Mode 3.901
Std. Deviation 1.086
Skewness 0.405
Kurtosis 0.888

The results from the Table 4.18 shows that the total observations were 294. Distribution of data
was measured using skewness and kurtosis whereas central tenancy was measured using mean,
median and mode. The standard deviation was used to measure dispersion. The measures of
kurtosis and skewness were used to determine if indicators met normality assumptions (Doulah,
2021). According to Sudha (2017), if skewness is less than -1 or greater than 1, the distribution is
highly skewed, if skewness is between -1 and -0.5 or between 0.5 and 1, the distribution is
moderately skewed, if skewness is between -0.5 and 0.5, the distribution is approximately

symmetric.

The descriptive results indicate that financial innovation had a mean of 4.367, median of 3.980
and mode of 3.901. This implied that the mean of 4.367 concluded that majority were agreeing
with the statement on financial innovation. The standard deviation of 1.086 showed that the
members of the group differed from the mean value of 4.367 for the group in the observation.
Skewness for financial innovation was 0.405. Since the values were between -0.5 and 0.5, we thus
conclude that the distribution is approximately symmetric. Kurtosis results showed that financial
innovation had 0.888. Thus, we can conclude that the values were platykurtic since they are less

than 3 and thus had a broad tail distribution and no outliers.
4.4.3 Descriptive Statistics for Banking Regulation

The third objective of the study was to determine the moderating effect of banking regulation on
the relationship between leadership style and financial performance of commercial banks in
Kenya. The descriptive statistics presenting the results for Banking Regulation are shown in Table
4.19.
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Table 4.19: Descriptive Statistics for Banking Regulation

Statistics Banking Regulation
N 294
Mean 3.275
Median 3.160
Mode 3.030
Std. Deviation 1.072
Skewness 0.380
Kurtosis 0.830

The results from the Table 4.19 shows that the total observations were 294. Distribution of data
was measured using skewness and kurtosis whereas central tenancy was measured using mean,
median and mode. The standard deviation was used to measure dispersion. The measures of
kurtosis and skewness are used to determine if indicators met normality assumptions (Doulah,
2021). According to Creswell and Clark (2018), if skewness is less than -1 or greater than 1, the
distribution is highly skewed, if skewness is between -1 and -0.5 or between 0.5 and 1, the
distribution is moderately skewed, if skewness is between -0.5 and 0.5, the distribution is

approximately symmetric.

The descriptive results indicate that banking regulation had a mean of 3.275, median of 3.160 and
mode of 3.030. This implied that the mean of 3.275 implied that majority were agreeing with the
statement on banking regulation. The standard deviation of 1.072 showed that the members of the
group differed from the mean value of 3.275 for the group in the observation. Skewness for
banking regulation was -0.380. Since the values were between -0.5 and 0.5, we thus conclude that
the distribution is approximately symmetric. Kurtosis results showed that moderate type had 0.830.
Thus, we can conclude that the values were platykurtic since they are less than 3 and thus had a

broad tail distribution and no outliers.
4.4.4 Descriptive Statistics for Financial Performance

Descriptive statistics were carried out on financial performance of commercial banks in Kenya.
The descriptive present the results for financial performance were conducted for growth in
profitability, return on assets, return on equity and growth in assets using mean, Std. deviation,

minimum, maximum, skewness and kurtosis are shown in Table 4.20.
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Table 4.20: Descriptive Statistics for Financial Performance

Growth in Return on Return on Growth in

Statistics Profitability Assets Equity Assets
N 294 294 294 294
Mean 3.96 3.09 3.26 3.43
Median 4.00 3.00 3.00 3.00
Mode 4 3 4 3
Std. Deviation 735 653 1.213 .566
Skewness -.190 -.087 -.318 -.227
Kurtosis -.490 -.193 -.671 -.761
Minimum 1 1 1 1
Maximum 5 5 S) B

The descriptive results indicate that growth in profitability had a mean of 3.96, medium of 4.00,
mode of 4 with a standard deviation of 0.735. The mean, medium and mode implied hat majority
were in agreement with the statement on growth in profitability. Result for Skewness of growth in
profitability was -0.380. Since the values were between -0.5 and 0.5, we thus conclude that the
distribution is approximately symmetric. Kurtosis results was 0.490. Thus, we can conclude that
the values were platykurtic since they are less than 3 and thus had a broad tail distribution and no

outliers.

The descriptive results indicate that Return on Equity had a mean of 3.09, medium of 3.00, mode
of 3 with a standard deviation of 0.653. The low standard deviation implies that the data points
tend to be very close to the mean and therefore, majority of respondents were neither in agreement
of disagreement with growth in return on equity as mode and medioum values were 3 implyin
indefence. Result for Skewness and Kurtosis was -0.087 (that is between -0.5 and 0.5) and -0.193
(that is less than 3) suggesting that the distribution was approximately symmetric and values were

platykurtic with a broad tail distribution and no outliers.

The descriptive results indicate that Return on Assets had a mean of 3.26 with a standard deviation
of 1.213, medium of 3.00 and mode of 4. The high standard deviation implies high variability in
respondent responses as data points were spread over a wide range of the values from the mean. A
mode of 4 implied majority of respondents agreeing with the questions on Return on Asset. Results

for Skewness was 0.318, indicating an approximately symmetric distribution, in addition to
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Kurtosis result of -0.671 which also implied the values were platykurtic thus had a broad tail
distribution and no outliers. Return on assets was evenly distributed and the measure between the

high and low score was small and exhibits normality return on assets

The descriptive results indicate that growth in assets had a mean of 3.43 with a standard deviation
of 0.566. The standard deviation showed that data points tended to be very close to the mean of
the data. Result also showed that medium and mode of growth in asset was 3.00 in each case.
Skewness high variability in response as respondents neither agreed nor disagreed that their banks
recorded growth in asset over the analysis period. This implied that while some banks may have
registered growth in assets spme did not. The result for Skewness was -0.227 and falls within -0.5
and 0.5 thus suggesting that the distribution is approximately symmetric. Similarly, result for
Kurtosis was -0.67 and less than 3 denotinng the value was platykurtic with a broad tail distribution
and no outliers. Growth in assets was evenly distributed and the measure between the high and

low score was small and exhibits normality growth in assets.
4.5 Correlation Analysis

Correlation analysis was carried out to determine the association between the variables, leadership
style, financial innovation, banking regulation and financial performance. The mean score for each
of the independent variables was calculated and the Pearson’s correlation obtained using SPSS.
The correlations were done at 0.05 significance level with one asterisk (*) or a 0.01 significance
level with two asterisks (**). To determine whether the correlation between variables is significant,
one needs to compare the p-value to the significance level used. A significance level, denoted as
a or alpha, of 0.05 works well. An alpha of 0.05 indicates that the risk of concluding that a
correlation exists when, actually, no correlation exists is 5%. The p-value indicate whether the
correlation coefficient is significantly different from 0 or not. When the p-value is less than or
equal to 0.05 the correlation is statistically significant. However, if the p-value is greater than 0.05
or the significant level then correlation is not statistically significant (Statistics Solution, 2018).

The correlation results are presented in Table 4.21.
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Table 4.21: Correlation Matrix

Financial Leadership Financial Banking

Variables Performance Style Innovation  Regulation
Financial Performance 1.000
Leadership Style .822** 1.000

0.000
Financial Innovation 831** .586** 1.000

0.000 0.000
Banking Regulation .841** .634** .614** 1.000

0.000 0.000 0.000

**_Correlation is significant at the 0.01 level (2-tailed).

The results in Table 4.21 indicate that leadership is positively and significantly associated with
financial performance of commercial banks in Kenya (r= 0.822**, p=0.00<0.05). Financial
Innovation is positively and significantly associated with financial performance of commercial
banks in Kenya (r= 0.831**, p=0.00<0.05). Banking regulation is positively and significantly
associated with financial performance of commercial banks in Kenya (r= 0.841**, p=0.00<0.05).
Since the r-values were above 0.7, this is an indication that leadership, financial innovation and
banking regulation portrayed a high association with financial performance of commercial banks

in Kenya.
4.6 Hypotheses Testing

This section presents the findings of tests of hypotheses of the study. The hypotheses describe the
relationship between variables of the study as conceptualized and presented in the conceptual

model. The study focused on four objectives and four corresponding hypotheses.

The hypotheses which were tested related to: leadership style has no significant influence on
financial performance of commercial banks in Kenya; Banking regulation has no significant
moderating influence on the relationship between leadership style and financial performance of
commercial banks in Kenya; Financial innovation has no significant intervening effect on the
relationship between leadership style and financial performance of commercial banks in Kenya;

Banking regulation has no significant moderating effect on the mediating effect of financial
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innovation on the relationship between leadership style and financial performance of commercial

banks in Kenya.

The first hypothesis was tested using regression model. The second and third hypotheses for
moderation and mediating models respectively were tested using stepwise approach as suggested
by Baron and Kenny (1986). The fourth hypothesis was tested using stepwise approach as
suggested by Hayes and Rockwood (2020). The tests were done at 5% significance level (a=0.05)
using PROCESS Analysis with aid of SPSS version 26. The evaluation focused on the hypotheses

derived from the objectives of the study.
4.6.1 Leadership Style and Financial Performance

The first objective of the study was to establish the influence of leadership style on the financial
performance of commercial banks in Kenya. A liner regression model was used to assess the
interdependency between leadership style and financial performance of commercial banks. The

first hypothesis stated in the null form is as follows;

Hoz1: Leadership style has no significant influence on financial performance of commercial banks

in Kenya

To test the relationship between leadership style on financial performance, the following

composite model was used; Y= Bo + B1LS1+¢

Table 4.22 presents the results for the composite leadership style and financial performance of

commercial banks in Kenya.
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Table 4.22: Leadership Style Regression Model

Model Summary

Model R R Square Adjusted R Square Std. Error of the Estimate
1 .8225a 6764 6753 5810
ANOVA
Sum of Squares Df Mean Square F Sig.
Regression 206.081 1 206.0813 610.476 .000b
Residual 98.572 293 0.3376
Total 304.653 294
Coefficients
Model Unstandardized Coefficients Standardized Coefficients
B Std. Error Beta t Sig.
1 (Constant) 0.9141 0.1034 8.8440 0.000
Leadership Style 0.7128 0.0289 0.8225 24.7078 0.000

As presented in the Table 4.22, the coefficient of determination R Square is 0.6764. The model
indicates that the composite Leadership Style explains 67.64% of the variation in financial
performance of commercial banks in Kenya. This implies that there exists a significant relationship
between leadership style and financial performance. The Analysis of Variance (ANOVA) results
indicate that F-Calculated (1, 294) = 610.476 which is greater than F-Critical (1, 294) = 3.84 at
95% confidence level. Therefore, the results confirm that the regression model of Leadership Style
on financial performance is significant. The regression of coefficients indicates that leadership
style has a positive and significant relationship with financial performance of commercial banks
in Kenya (f=0.7128, p<0.005). The fitted model from the result is;

Y =0.9141 + 0.7128LS

The study first null hypothesis (Ho1) states that Leadership style has no significant influence on
financial performance of commercial banks in Kenya. Test of this hypothesis revealed a t-statistics
calculated value of 42.708 higher than the t-statistics critical value of 1.96 at 95% significant level
and the p value 0.000 is less than the critical value 0.05, the study failed to accept the null
hypothesis and there was evidence to conclude that Leadership style has a significant influence on

financial performance of commercial banks in Kenya.
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In addition, the study tested the various indicators of leadership style to ascertain their impact on

financial performance using the multiple regression equation 2 shown below;
Y =pBo+ BITL + B2AL + B3DL + BALF + ¢

Table 4.23: Model Fitness for Leadership Style

Adjusted R Std. Error of Durbin-
Model R R Square Square the Estimate Watson

1 .8354% 6979 .6937 .5643 2.025

a. Predictors: (Constant), Laissez Faire Leadership, Autocratic Laedership, Democratic

Leadership, Transformational Leadership
b. Dependent Variable: Financial Performance

As presented in the Table 4.23, the coefficient of determination R Square is 0.752. The model
indicates that Leadership style explains 69.79% of the variation in financial performance of
commercial banks in Kenya. This implies that there exists a significant relationship between

leadership style and financial performance.

Table 4.24: ANOVA for Leadership style

Sum of Squares Df Mean Square F Sig.
Regression 212.618 4 53.155 166.911 .000b
Residual 92.035 289 318
Total 304.653 293

a. Dependent Variable: Financial Performance

b. Predictors: (Constant), Laissez Faire Leadership, Autocratic Laedership,
Democratic Leadership, Transformational Leadership

The Analysis of Variance (ANOVA) results are shown in Table 4.24. Analysis of Variance
consists of calculations that provide information about levels of variability within a regression
model and form a basis for tests of significance. This was conducted using SPSS by using average
mean score of leadership style and financial performance. The results in Table 4.24 indicate that
F-Calculated was 53.155 and greater than F-Critical (4, 294) = 3.84 at 95% confidence level.
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Therefore, the results confirm that the regression model of Leadership style on financial

performance is significant.

Table 4.25: Regression Coefficients for Leadership Style and Financial Performance

Unstandardized Coefficients Standardized Coefficients

B Std. Error Beta t Sig.
(Constant) 2.170 249 8.729  .000
L%”;fsohrirgaﬁona' 216 039 264 5.606 .000
Democratic Leadership 215 .039 .255 5.539 .000
Autocratic leadership 134 041 149 3.285 .001
Laisez-Faire leadership -.283 041 -.317 -6.847 .000

a. Dependent Variable: Financial Performance
The fitted model from the result is;
Y =2.170 + 0.264X1 + 0.255X2 + 0.149X3 -0.317X4

The constant of 2.17 implies the factor change on financial performance when all other variable
analyzed remains constant. The regression of coefficients indicates that Transformational
leadership has a positive and significant partial effect on financial performance of commercial
banks in Kenya ($=0.264, p<0.005); Democratic Leadership has a positive and significant partial
effect on financial performance of commercial banks in Kenya (=0.255, p<0.005); Autocratic
leadership has a positive and significant partial effect on financial performance of commercial
banks in Kenya ($=0.149, p=0.001); and Laisez-Faire leadership has a negative and significant
partial effect on financial performance of commercial banks in Kenya (=-0.317, p<0.005).

4.6.2 Intervening Effect of Financial Innovation

The second objective of the study was to examine the intervening effect of financial innovation on
the relationship between leadership style and financial performance of commercial banks in
Kenya. Baron and Kenny (1986) moderation was used. The second hypothesis stated in the null

form is as follows:

HO2: Financial innovation has no significant intervening effect on the relationship between

leadership style and financial performance of commercial banks in Kenya.
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The Four Step Mediation Methodology (PROCESS Model 4) was used to establish the intervening
effect as proposed by Baron and Kenny (1986) and Preacher and Hayes (2004). The direct and
indirect effects of leadership style (LS) were derived for two models, one estimating the mediator
financial innovation (FI) from leadership style (LS) and the second estimating the financial
performance from both leadership style (LS) and financial innovation (FI) as as shown in equations

3 and 4 respectively.

According to Baron and Kenny (1986) a Three Steps regression analysis establish that zero-order
relationship existed among the variables and situations where one or more of the relations is non—
significant depicts no possibility of mediation, however if they are significant relationships from
step 1 through 3, one proceeds to step 4 where mediation is supported if the effect of leadership
style (LS) remains significant after controlling Financial innovation (FI). If Financial innovation
(FI) is not significant when leadership style (LS) is controlled, there is full mediation, and if both
leadership style (LS) and Financial innovation (FI) significantly predict financial performance (FP)
there is partial mediation. The result of PROCESS output for simple mediation analysis (Model 4)

is shown in Appendix | with summary of key statistics depicted in Table 4.26.

Table 4.26: Summary of Meditation Analysis Result (PROCESS Output — Model 4)

Outcome Variable R RSquare MSE P BLS(P) BFI(P)
FI 5863 3437 8401 0000 ->863(0000) -
FP 083 8617 1447 ooop 5110(0000) 5313(.0000)
Total effect Model 8225 6764 3376 0000 -8225(:.0000) -
Total, Direct, and Indirect Effect of FS on FP

Effect se/BootSE_t P LLCI ULCI
Total effect of X on Y 7128 0289 247078 0000 >0 7696
Direct effect of X on Y 4429 0233 189905 0000 70 A887

2695 3562

Indirect effect of X on Y (FI) .3115 .0221

Level of confidence for all confidence intervals in output: 95%

Number of bootstrap samples for percentile bootstrap confidence intervals: 10000
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From Table 4.26, the results show coefficient of determination of outcome variable financial
innovation was R?=0.3437 implying leadership style contributes 34.37% variation on financial
innovation. This variation is significant given the p-value was less than 0.005. The partial effect
of leadership style on financial innovation is positive and significant (p=0.5863, p-value<0.005).
Similarly, the coefficient of determination for outcome variable financial performance was
R?=0.8617 and significant at 95% significance level (p<0.005) implying leadership style and
financial innovation both contributes 86.17% variation in financial performance of commercial
banks in Kenya. The partial effect for leadership style and financial innovations were both positive
and significant at § =0.5110 (p<0.005) and f=0.5313 (p<0.005) respectively. Result for the total
effect model shows a coefficient of determination R?=0.6764 and p<0.005 implying that leadership
style alone contributes 67.64% variation in financial performance of commercial banks The partial
effect results was B=0.8225 (p<0.005) suggesting leadership style has significant partial

contribution to financial performance.

The study findings show that leadership style directly contributes 34.37% variation on financial
innovation and 67.64% on financial performance. However, leadership style combined with
financial innovation contributes 86.17% variation on financial performance implying present of
mediation effect as combined variation is higher than the total effect variation. The total, direct
and indirect effect of leadership style on financial performance was assessed based on asymmetric
bootstrap confidence intervals using 10,000 bootstrap runs. Results shows that the total effect of
leadership style on financial performance was 0.7128, significant at 95% bias-bootstrap (p<0.005)
with Lower and Upper limit confidence intervals of 0.6561 and 0.7696 respectively. The direct
effect of Leadership style on financial performance was 0.4429 and significant at 95% bias-
bootstrap (p<0.005) with lower and upper confidence interval of 0.3970 and 0.4887 respectively.
Therefore, the indirect effect of financial innovation on the relationship between leadership style
and financial performance was estimated at 0.3115 with upper and lower confidence intervals of
0.2695 and 0.3564 respectively. From the above result, it can be deduced that the total and direct
effects were both positive and significant and different from zero, as evidenced by a 95% bias-
bootstrap confidence interval that is entirely above zero. Similarly, the indirect effect is also
positive and significant and different from zero implying presence of a partial mediation effect on
the mediating role of financial innovation on the relationship between leadership style and

financial performance.
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4.6.3 Moderating Effect of Banking regulation

The third objective of the study was to determine the moderating effect of banking regulation on
the relationship between leadership style and financial performance of commercial banks in
Kenya. Baron and Kenny (1986) moderation was used. The third hypothesis stated in the null form

is as follows:

HO03: Banking regulation has no significant moderating influence on the relationship between

leadership style and financial performance of commercial banks in Kenya.

The moderating effect of banking regulation was assessed and results explained using the strength
and direction between the independent and dependent variable as influence with the interaction
term “the mediator”, and assessed through the variation in the coefficient of determination (R-
Square change). Hypothesis was tested based on the determination of the statistical significance of
the interaction term. The PROCESS Analysis method for Model 1 was adopted for this analysis
as suggested by Baron and Kenny (1986) using the equations model 5-7, and detailed results are

attached as Appendix | with summary of key results shown in Table 4.27.

Table 4.27: Summary of Mediation Analysis Result (PROCESS Output — Model 1)

Model Summarsy

E B-2q M5E F drl dra b
.92ZZE 3515 1560 5354.2831 3.00040 £90.0000 LO000
Model

Goeff e t D LLCI TLCI
constant 3.3730 L0294 114.8455 0000 3.3172 3.43448
L3 Ld044d L0258 15.5827 0000 - 3534 .4555
BR 456149 L0270 17.1035 0000 L4087 .5150
Int 1 -.0573 L0218 -Z.65685 .00832 -.0358 -.014%

FProduct terms key:
Int 1 : LS X BR

Testi(3) of highest order unconditional interacticnis):

RZ2-chng F dfl df2 9]

H*Y L0036 7.0572 1.0000 290.0000 L0083
Focal predict: LS (X}
Mod yar: BR (W)

Conditional effects of the focal predictor at values of the moderator(s):

ER Effect e t ] LLCT OLCT
-1.1385 LEEET L0317 14.5045 L0000 L4072 L2321
L0000 L4044 L025% 15.5927 L0000 L3534 L4555
1.1385 .33592 -0353 B.6268 .0oaa .2818 L4185



Level of confidence for all confidence intervals in output: 95%

Number of bootstrap samples for percentile bootstrap confidence intervals: 10000
W values in conditional tables are the mean and +/- SD from the mean.

NOTE: The following variables were mean centered prior to analysis: BR LS

The results in Table 4.27 indicated that the coefficient of determination for the moderated model
was R2=0.8515 F(3,290)=554.281, p<0.005; the coefficient of leadership style was =0.4044
(0.005); coefficient of Banking regulations was B=0.4619 (p<0.005); the coefficient of the
interaction term (product of leadership style and banking regulations) was 3=-0.0573(p=0.0083).
Result of test of higher order unconditional interaction to estimate the contribution of banking
regulations showed that Change in R Square was AR?= 0.0036, F(1,290)=7.057, p=0.0083. These
results imply that the proportion of total variation in the outcome attributable to the interaction is
0.63%, that is interaction between Leadership style and Banking regulations would contribute
0.63% significant variation on financial performance, with a partial reduction significant effect of
0.0573. Since the primary focus in moderation model is the effect of the coefficient for the product
of the interaction variable (LS*BR) between the independent variable (LS) and the moderator
(BR), it can be seen from the results of “Conditional effect of the focal predictor at values of the
moderator” for Banking regulations estimated at the mean, one standard deviation above the mean,
and one standard deviation below the mean, revealed that the conditional effect Banking regulation
at mean was 0.4044 and statistically different from zero (p<0.005), at one standard deviation point
above the mean was 0.3392 and at one standard deviation point below the mean was 0.4697 and
also statistically different from zero. The findings showed that higher effect of Banking regulations
were evidence at one standard deviation point below the mean implying the negative partial effect
significant as leadership style that embraces more banking regulation would significantly reduce

their financial performance.

4.6.4 Moderation-Mediation Analysis (Banking Regulation moderation on Financial
Innovation mediating impact of relationship between Leadership Style and Financial

Performance)

This objective focus on the estimation of the extent to which an indirect effect of Leadership style

on financial performance through financial innovation work be moderated by the banking
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regulations using a Moderation-Mediation model as proposed by Hayes (2012). Thus, the objective
was to determine if the moderating effect of banking regulation would affect the mediation role of
financial innovation on the relationship between leadership style and financial performance of
commercial banks in Kenya. The fourth hypothesis stated in the null form was as follows:

HO04: The moderating effect of banking regulation has no significant effect on the mediating role
of financial innovation on the relationship between leadership style and financial

performance of commercial banks in Kenya.

The study employed Hayes and Rockwood (2020) model for moderated mediation, and estimated
the indirect effect of predictor of LS and BR on FP through the mediator FI using Model 8 of
PROCESS analysis. The presence of moderated mediation effect was probed through conditional
indirect effect of the moderator on mediation effect as explained by the coefficient of determination
(R-Square), coefficients of interactions, and conditional effects for both direct and indirect effects).
The remodel equations that were adopted for this analysis were equation 8-9, and PROCESS result

are attached as Appendix | with key results summarized in table 4.28.

Table 4.28: Summary of Key Results for Moderation-Mediation Analysis

Outcome BLS(P) BFI(P) PBBR(P) PInt(P)
Variable R R? MSE P
.282 - .362(.00 -
(.000) 0 1320004
Fl 6769  .4582 .6984 .000 )
.305(.000 .352 .334(.00 -
) (.000) 0) .010(.466
FP 9663 .9337 .0698 .000 )
Unconditional R? P
Effect Chng F df
FI 0158 84373 1290 0040
FP 0001 5316 1,289 4O%°
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Conditional Effect of BR

Effec ULCI

t se t p LLCI
Below (i-10) 4331 0671 6.4522 .0000 00 9692
Mean (u) 2821 0549 51412 0000 o010 4887
Above (u+o) 1312 0832 15768 1159 036 2949

DIRECT AND INDIRECT EFFECT

Conditional Effec ULCI

Direct effect t se t p LLCI
Below (W-lo) 3173 0227 13979 oooo 2727 3620
Mean () 3052 0181 16.834 0000 209 3409
Above (u+o) 2030 0264 11001 0000 240 340
Conditional Effec BootS ULCI

Indirect effect t E t p LLCI
Below (u-1s) 1523 .0239 - ; 1082 .2023
Mean (1) 0992 0187 - ; 0628 1367
0117 .1021

Above (u+c) 0461 .0288

Level of confidence for all confidence intervals in output: 95%
Number of bootstrap samples for percentile bootstrap confidence intervals: 10000
W values in conditional tables are the mean and +/- SD from the mean.

NOTE: The following variables were mean centered prior to analysis: BR LS
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From Table 4.28, model result for the coefficient of determination for outcome variable financial
innovation was R2=0.4582, with a partial positive and significant effect of Leadership style at
=0.282 (p<0.005) and Banking regulation at f=0.362 (p<0.005). The unconditional effect caused
on the relationship between Leadership style and financial innovation by the moderator Banking
regulations is provided by change in coefficient of determination as R-Square Change = 0.0158.
This change was statistically different from zero give the p-value of 0.004 at 95% level of
significant, and implied Banking regulations significantly moderate the relationship between
Leadership style and financial innovation. The coefficient of determination result for outcome
variable Financial performance was R2=0.9337, with positive and significant partial effect of
Leadership style at f=0.305 (p<0.005), Financial innovation at =0.352(p<0.005) and Banking
regulations at $=0.334(p<0.005). The unconditional effect variation was change in R2 = 0.001
and insignificant give the p-value of 0.4665 at 95% level of significance.

The conditional effect of Banking regulations through mediated effect of financial innovation
yielded an effect of 0.2821 and statistically different from zero (p<0.005) at mean value with both
lower and upper limits being statistically different from zero. However, at one standard deviation
below the mean, the effect increases to 0.4331, with lower and upper confidence interval being
statistically different from zero (p<0.00), in the contrary at one standard deviation above the mean,
the effect reduces to 0.1312 with insignificant negative contribution at lower confidence interval
(-0.0326) and positive upper confidence interval (0.2949), implying that more banking regulation
would negatively moderate the mediating role of financial innovation on the relationship between

leadership style and financial performance.

The result of bootstrap analysis of the conditional indirect effect of Banking regulation on the
mediating effect of financial innovation on the relationship between leadership style and financial
performance revealed the same, with bootstrap effect for one standard deviation above the mean
being lower than the effect at mean, and the lower limit level for bootstrap confidence interval
being -0.0117, and index of moderated mediation being -0.0466 with both bootstraps upper and
lower limit confidence intervals being negative and statistically different from zero at 95% level
of significance. Thus, these results reasonably suggested that Banking regulations has negative
moderation effect on the mediating role of financial innovation on the relationship between

Leadership style and financial performance.
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4.7 Chapter Summary

This chapter presented the analysis of the data collected and discussion of the findings. The study
utilized descriptive statistics, correlation analysis and regression analysis including PROCESS
model. The chapter also discussed the findings and summary of the hypotheses. The regression
analysis results confirmed mediating effect of financial innovation and moderating effect of
banking regulation on the relationship between leadership style and financial performance of

commercial banks in Kenya. The Moderation mediating effect was also confirmed.
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CHAPTER FIVE
DISCUSSION OF FINDINGS
5.1 Introduction

This chapter presents the discussion of the research findings. The study sought to establish the
relationship between leadership style, financial innovation, banking regulation and financial
performance of commercial banks in Kenya. Data was ana, ysed using descriptive, correlation,
regression analysis, and PROCESS Analysis for mediation, moderation and moderation-
mediation. Significance test were done at 5% level of significance (o = 0.05) or 95% significance
level using paratmentric test statistics. The evaluation focused on the hypotheses derived from the

objectives of the study.
5.2 Discussion of Findings

The problem statement established disparities in financial performance amongst commercial banks
with similar characteristics. Literature review established conceptual, contextual and
methodological gaps within studies that sought to explain factors that affect financial performance
of commercial banks. These gaps included limited literature on the mediating role of financial
innovation, moderating role of banking regulation as well as the moderated mediation role of
banking regulation. This study therefore sought address the research gaps by focusing on

commercial banks that were in operation in Kenya between 2017 ad 2021.

The results established that, based on partial interdependency effect estimated by beta coeffcicnts,
transformational leadership is the most prevalent leadership style that contributes to financial
performance of commercial banks, followed by democratic leadership and autocratic leadership in
that order. Additional finding showed Laissez-faire leadership is the least prevalent with
insignificant negative effect on financial performance. This finding implied that there is a high
prevalence of teamwork, collaboration, encouragement about innovation and concern for staff
welfare amongst bank managers. Though autocratic leadership exists, its prevalence is far much
lower compared to democratic leadership. Its existence could be justified by the fact that some
banking activities such as security procedures, risk management, cheque clearing and other money

transfer services are time sensitive and may require strict adherence to processes and timeline. In
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addition, security and fraud prevention controls may require little or no deliberations since failure

to follow any of them may lead to reputational damage and financial losses.

The study confirmed that leadership style has a significant influence on financial performance of
commercial banks in Kenya with democratic, transformational and autocratic style having a
positive effect while laissez-faire style has a negative effect. The findings further revealed that
there exists a partial mediation effect of financial innovation on the relationship between leadership
style and financial performance. In addition, there is a significant moderating effect of banking
regulation on the relationship between leadership style and financial performance of commercial
banks in Kenya. Lastly, the study confirmed that jointly, financial innovation and banking
regulation, as measured through a moderating mediating effect have a significant influence on

financial performance of commercial banks in Kenya.
5.2.1 Leadership Style and Financial Performance

The first objective of the study was to establish the influence of leadership style on the financial
performance of commercial banks in Kenya. A multiple regression model was used to test the
statistical significance of the independent variable on the dependent variable in commercial banks
in Kenya with the first hypothesis stated stating that leadership style has no significant influence

on financial performance of commercial banks in Kenya.

The study rejected the first hypothesis and established that Pearson correlation result indicated that
leadership style has very strong positive and significant relationship with financial performance of
commercial banks in Kenya. Similarly, the regression of coefficients of leadership style also
indicated a positive and significant interdependency with financial performance of commercial
banks in Kenya. Further, the regression of coefficients for the various leadership style indicated
that transformational leadership has a positive and significant relationship with financial
performance of commercial banks in Kenya. Democratic leadership style has a positive and
significant relationship with financial performance of commercial banks in Kenya while
Autocratic leadership has a positive and significant relationship with financial performance of
commercial banks in Kenya. On the other hand, laisez-faire leadership was found to have a

negative and significant relationship with financial performance of commercial banks in Kenya

The results agree with the behavioral theory on leadership especially in regard to the impact of

transformational and democratic leadership on organizational performance. For example, the
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results concur with the theoretical assertion that transformational leadership positively influences
performance since leaders encourage innovation, challenge employess towards higher objectives
as well as motivate employess through individualized consideration, an assertion also supported
by Rawashdeh et al. (2021). In addition, the findings also support the theoretical assertion that
democratic leaders positively impact organizational performance through promotion of teamwork,
collaborative effort and innovation, an issue also supported by Chua et al. (2020) and Uysal et al.
(2021). Though the behavioral theory is not clear about how autocratic leaders influence
organizational performance, it seems to suggest that the style could negatively impact financial
performance through discouragement of innovation and ideas generation (Northouse et al., 2015).
Consequently, this study seems to contradct this aspect of the theory. However, in regard to
laissezz faire leadership, this study agrees with the theoretical assertion that lack of direction from

laid back leaders may negatively impact organizational performance.

The study also agrees with the empirical literature reviewed in chapter 2 of this study such as
Ullah, (2019) who found that that effective leadership was responsible for General Electric’s and
Chrysler’s turnaround from the brink of bankruptcy to being two of the most profitable companies
in the world. In addition, it agrees with the assertion that poor financial performance by banks has
been attributed to poor management of bank’s reputation and ethical malpractices (Tian et al.
2017). It also supports Rowold and Heinitz (2007) who established that transformational leader-
ship style improved on the impact of transactional leadership on performance of employees and
company profitability. On the other jhand, the findings partially agree with Zeb et al. (2015) who
found a positive correlation between democratic, autocratic, laisez-faire and transformational
leadership style and financial performance of public sector organizations in Pakistan. In addition,
the findings by Khan, Nawaz and Khan (2016) as well as Khan and Adnan (2014) to the effect that
transformational and transactional leadership style have a positive impact on financial performance

while laisez-faire style had a negative impact are fully supported by the findings of this study.

The findings are consistent with Schaubroeck et al. (2007) who stated that team potency measured
through power distance and collectivism as practised by transformational leaders was responsible
for improved financial performance by banks in the United States of America and Hong Kong.
They however contradicted Jaussi and Dionne (2003) as well as Wang and Rode (2010) who did
not find any significant relationship between transformational leadership on one hand and

employee creativity and organizational performance on the other as well as Obiwuru et al. (2011)
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who found insignificant correlation between leadership style and performance of selected small
and medium enterprises in Nigeria. The findings also partially differ with Ajibade, Ajayi and
Shobowale (2017) who found a positive correlation between autocratic, bureaucratic, and
charismatic as well as laisez-faire leadership style and staff performance amongst staff in Nigerian

Polytechnics as long as the leader applied each style in the right context.

Other authors whose findings are consistent with those of this study include Kittikunchotiwut
(2020), Onagh and Azimi (2018), Zeb et al. (2015) as well as Ebrahimi, Moosavi and Chirani,
(2016) who established that transformational leadership style positively contributed towards the
financial performance. It also partly agreed with Ajibade et al. (2017) who found a positive
correlation between autocratic, bureaucratic, and charismatic leadership with financial
performance but found a positive relationship between laisez-faire leadership style with financial
performance. It also agrees with Miloloza (2018) who concluded that authoritarian leadership style
had a negative impact on the financial performance. The study also agrees with Khan and Adnan
(2014) who found out that transformational and transactional leadership style have a positive

impact on financial performance while laisez-faire style had a negative impact.

In regard to banking and financial services, the study agrees with Schaubroeck et al., (2007) who
found out that transformational leaders were responsible for improved financial performance by
banks in the United States of America and Hong Kong but contradicts Jaussi and Dionne (2003)
as well as Wang and Rode (2010) who did not find any significant relationship between
transformational leadership and organizational performance. It is also consistent with Walela and
Okwemba (2015) who found a positive correlation between democratic and transformational
leadership style and the financial performance of microfinance institutions in Kenya. The results
however partly contradicted, Ojokuku, Odetayo and Sajuyigbe (2012 who observed that
democratic and transformational leadership had a positive significant influence on financial
performance while autocratic leadership style had a positive effect though statistically insignificant

effect on the financial performance of the commercial banks.
5.2.2 Leadership Style, Financial Innovation and Financial Performance

The second objective of the study was to examine the intervening effect of financial innovation on
the relationship between leadership style and financial performance of commercial banks in

Kenya. Baron and Kenny (1986) moderation was used. The second hypothesis stated that financial
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innovation has no significant intervening effect on the relationship between leadership style and
financial performance of commercial banks in Kenya. The Four Step Mediation Methodology
(PROCESS Model 4) was adpted to establish the intervening effect as proposed by Baron and
Kenny (1986) as well as Preacher and Hayes (2004). The direct and indirect effects of leadership
style (LS) were derived for two models, one estimating the mediator financial innovation (FI) from
leadership style (LS) and the second estimating the financial performance from both leadership

style (LS) and financial innovation (FI).

The study findings show that leadership style directly contributes 34.37% variation on financial
innovation and 67.64% on financial performance. However, leadership style combined with
financial innovation contributes 86.17% variation on financial performance implying presence of
mediation effect as combined variation is higher than the total effect variation. The total, direct
and indirect effect of leadership style on financial performance as assessed based on asymmetric
bootstrap confidence intervals showed that the total effect of leadership style on financial
performance was 0.7128, significant at 95% bias-bootstrap (p<0.005), the direct effect of
Leadership style on financial performance was 0.4429 and significant at 95%, and the indirect
effect of financial innovation on the relationship between leadership style and financial
performance as 0.3115. From the results it was clear that the total and direct effects were both
positive and significant and different from zero, while the indirect effect was also positive and
significant and different from zero implying presence of a partial mediation effect on the mediating

role of financial innovation on the relationship between leadership style and financial performance.

The findings are consistent with diffusion of innovation theory especially in regard to the assertion
that reduced costs, time savings as well as profitability are some of the main factors that drive
adoption of innovation (Kogabayev et al., 2017) and Central Bank of Kenya (2020). This is further
supported further by secondary data on financial performance of commercial banks which indicate
that the 3 banks that account for 90% of bank agents also rak highly in terms of profitability,
growth in asssets, return on assets and return on equity. The banks occupy the top 3 positions on
all parameters with only one of the banks ranking 6 on average return on assets and 5" on average
average return on equity. In addition, the three banks also offer merchant point of sale terminals,
a service being offered by only one other bank, which interestingly ranks amongst the top seven
on all parameters. Another observation from the secondary data that supports the foregoing is that

the three banks that have not established digital channels ranks in the bottom ten in regard to
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average return on equity, average return on assets, average growth in assets and average
profitability except one bank that ranks 17" and 13" on average return on equity and average return
on assets respectively. Lastly, another noteworthy statistic relates to the fact that the three banks
without digital channels have reported losses during the period of this study.

Further proof that innovation is positively correlated with financial performance id provided by
the fact that the banking industry also reported improvement in overall financial performance every
year between 2017 and 2021 with the exception of decline in overall profitability and income by
5.68% and 3.12% respectively 2017 and decline in profitability by 29.3% in 2020. Between 2017
and 2021, Central Bank of Kenya reported an upsurge in innovation such as introduction of
Pesalink payment system, a form of open innovation in 2017 and growth in mobile banking
accounts to 16 million as well as mobile loans to 7 million in 2018. Other reported innovations
include introduction of new fintech products by 80% of commercial banks in 2019, digitization of
processes as well as introduction of at least one digital lending product by 53% of banks and new
digital payments product by 20% of the banks during the first quarter of 2021. Central Bank of
Kenya Bank supervision reports between 2017 and 2021 also reported that the innovations were
motivated by a need to increase revenue, cust costs and improve efficiency. The Central Bank also
reported that the innovations led to increased revenue, a fact supported by the banks’ audited

accounts as well as the findings of this study.

In regard to empirical literature, the findings are consistent with Cherotich, et al., (2015) who
found out that the value of electronic payments by Kenyan banks was positively correlated with
bank profitability. They were also partly consistent with Nkem and Akujinma (2017) who found
out that the value of Automated Teller Machine and Point of Sale transactions amongst banks in
Nigeria have a negative correlation to efficiency ratios while web, internet and mobile banking
have a positive correlation. Further consistency was established with Motwani and Vora, who
found out that private and public sector banks who adopt technology and technology based
products in India are more profitable, more operationally efficient, had higher asset quality, are
better at managing costs compared to than those that were lagging behind in technology adoption.
In addition, the findings of Mabrouk and Mamoghli (2010) to the effect that first mover innovation
amongst banks was positively correlated with improved profitability while imitators were both less
profitable and less efficient than first mover innovators were consistent with the findings of this

study. Lastly, the findings agree with diffusion of innovation theory as expounded by Al-Jabri and
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Sohail (2012) to the effect that individuals and organizations engage in innovation due to perceived
benefits such as reduced costs, time savings as well as profitability. The study also agrees with
Gundogdu and Taskin (2017) who asserted that growth in credit card usage had a positive and
significant relationship with return on assets, return on equity and net interest margin amongst
Turkish banks

Within the Kenyan financial sector, this study is consistent with Otieno and Muia (2020) who
established a strong and positive correlation between growth in value of cheques cleared, growth
and volume and value of electronic funds transfers as well as growth in volume of Real Time Gross
Settlement transactions and the return on assets at Equity Bank, Kenya between 2010 and 2013. It
also agrees with Chipeta and Muthinja (2017) who observed a positive and significant relationship
between branchless banking models and financial performance of commercial banks in Kenya
measured in terms of return on assets and return on equity.The study however contradicts Akani
and Tony — Obiosa (2020) who established that growth in electronic funds transfers had a negative
but insignificant impact on the banks’ return on equity and a positive but insignificant relationship
between internet banking and return on equity of commercial banks. Also inconsistent with the
findings of this study are those of Zouari-Hadiji. (2021) however noted that the impact of financial
innovation on a bank’s overall financial performance depended mostly on its ability to manage

and mitigate the risks inherent in the innovation.
5.2.3 Leadership Style, Banking Regulation and Financial Performance

The third objective of the study was to determine the moderating effect of banking regulation on
the relationship between leadership style and financial performance of commercial banks in
Kenya. Baron and Kenny (1986) moderation was used. The third hypothesis stated that banking
regulation has no significant moderating influence on the relationship between leadership style

and financial performance of commercial banks in Kenya.

The moderating effect was assessed and deduction made based on the strength and direction of the
interaction term “the mediator”, through the variation or change in the coefficient of determination
(R-Square change). Hypothesis decision were arrived at using the determination of the statistical
significance of the interaction term. Result of test of higher order unconditional interaction to
estimate the contribution of banking regulations showed that the proportion of total variation in

the outcome attributable to the interaction was 0.63%, thus the interaction between Leadership
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style and Banking regulations would contribute 0.63% significant variation on financial
performance with a partial reduction significant effect of 0.0573. In addition, the “Conditional
effect of the focal predictor at values of the moderator” for Banking regulations at mean was
0.4044 and statistically different from zero (p<0.005), at one standard deviation point above the
mean was 0.3392 and at one standard deviation point below the mean was 0.4697 and also
statistically different from zero. The findings showed that higher effect of Banking regulations
were evidence at one standard deviation point below the mean implying the negative partial effect
significant as leadership style that embraces more banking regulation would significantly reduce

their financial performance.

The findings suggest that Central Bank regulations have been effective in regard to solving the
agency problem that may emerge if bank directors and managers were to pursue their personal
interests at the expense of the shareholders. The findings therefore lend credence to authors such
Rono et al, (2022) who asserts that the agency theory is applicable to banking regulation especially
because regulation mitigates moral hazard. In addition, the findings support ElI-Chaarani et al,
(2022) who asserts that financial disclosure and corporate governance requirements, as a way of
resolving the agency problem, have a positive impact on bank performance. Further support for
the findings emanate from the fact that despite the introduction of interest rate capping regulations
in 2016, commercial banks experienced a decline in overall profitability and income in 2017 alone
but were able to return to a growth in overall profitability in 2018. The growth in overall
profitability in 2018 was despite the introduction of IFRS 9 which led to increased provisioning
for loans. In addition, the introduction of regulations requiring banks to stop charging for
remittance services involving transfer of funds from bank account to mobile phones in 2020 did
not result in decreased overall income or profitability. The foregoing seems consistent with Bank
of International Settlements (2021) who established that implementation of Basel Il liquidity
requirements had a negative impact on banks’ short-term profitability but a positive impact on

long-term financial stability.

The findings are in agreement with the empirical literature reviewed in this study such as
Chortareas, Girardone and Ventouri (2011) who established that strengthening capital restrictions
and official supervisory powers has a positive effect on banks’ operating efficiency, cost
management and profitability. Other studies that are consistent with these findings include Ben

Naceur and Omran (2011) who found out that regulatory variables such as capital adequacy, asset
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quality regulations and regulations on prohibited business decreases banks’ cost efficiency without
affecting performance. In addition, the findings of Singh and Bagga (2019) who found out that
increase in capital had a positive impact in profitability while increase in debt had the opposite
effect are also consistent with the findings of this study as are those of Mashamba (2018) who
asserted that an increase in regulatory pressure does not lead to a decline in bank profitability
within emerging markets. This study also agrees with Musengimana and Mulyungi (2017) who
established a significant positive relationship between implementation of prudential regulations
and financial performance of commercial banks in Rwanda as well as Ajayi et al. (2019) who
established that implementation of capital adequacy ratio requirements had a positive and strong

correlation with financial performance of deposit taking money banks in Nigeria.

The study findings however contradicted Tian et al. (2017) who asserted that regulations such as
liquidity ratio and capital adequacy requirements have been perceived to be an indirect tax on
financial institutions and thus increases costs which could negatively affect performance. It also
contradicts Duraj and Moci (2015) who asserted that additional liquidity requirements in Albania
had a negative effect on the profitability of commercial banks in the country. In addition,
Golubeva, Duljic and Keminen (2019) found out that amongst Swedish Bank, Basel Il liquidity
measure of loan cover ratio had an insignificant impact on return on assets, return on equity and

profitability, a finding that is partly inconsistent with the findings of this study.

5.2.4 Leadership Style, Financial Innovation, Banking Regulation and Financial

Performance

The fourth objective was to determine the extent to which an indirect effect of Leadership style on
financial performance through financial innovation work could be moderated by the banking
regulations using a Moderation-Mediation model as proposed by Hayes (2012). This was in line
with the fourth hypothesis which stated that the moderating effect of banking regulation has no
significant effect on the mediating role of financial innovation on the relationship between

leadership style and financial performance of commercial banks in Kenya.

The regression of coefficients results from Hayes and Rockwood (2020) model for moderated
mediation analysis was adopted in estimating the indirect effect of predictor of Leadership style
and Banbking regulations on Financial performance through the mediator Financial innovation

using Model 8 of PROCESS analysis. Result for the coefficient of determination for outcome

148



variable financial innovation was R?=0.4582, with a partial positive and significant effect of
Leadership style at f=0.282 (p<0.005) and Banking regulation at p=0.362 (p<0.005). The
unconditional effect caused on the relationship between Leadership style and financial innovation
by the moderator Banking regulations was provided by change in coefficient of determination as
R-Square Change = 0.0158. This change was statistically different from zero given the p-value of
0.004 at 95% level of significant, and implied Banking regulations significantly moderate the
relationship between Leadership style and financial innovation. The coefficient of determination
result for outcome variable Financial performance was R?=0.9337, with positive and significant
partial effect of Leadership style at f=0.305 (p<0.005), Financial innovation at =0.352(p<0.005)
and Banking regulations at f=0.334(p<0.005). The unconditional effect variation was change in

R? =0.001 and insignificant give the p-value of 0.4665 at 95% level of significance.

The conditional effect of Banking regulations through mediated effect of financial innovation
yielded an effect of 0.2821 and statistically different from zero (p<0.005) at mean value with both
lower and upper limits being statistically different from zero. However, at one standard deviation
below the mean, the effect increases to 0.4331, with lower and upper confidence interval being
statistically different from zero (p<0.00), in the contrary at one standard deviation above the mean,
the effect reduces to 0.1312 with insignificant negative contribution at lower confidence interval
(-0.0326) and positive upper confidence interval (0.2949), implying that more banking regulation
would negatively moderate the mediating role of financial innovation on the relationship between
leadership style and financial performance. The result of bootstrap analysis of the conditional
indirect effect of Banking regulation revealed a lower limit level confidence interval of -0.0117,
and index of moderated mediation of -0.0466 with both bootstraps upper and lower limit
confidence intervals being negative and statistically different from zero at 95% level of
significanceon implying that Banking regulations has negative moderation effect on the mediating
role of financial innovation on the relationship between Leadership style and financial

performance.revealed.

The findings are in line with Tian et. al (2017) who established that the conduct of business
regulation which includes regulations on product development and by extension financial
innovation is motivated by need for consumer protection and instilling confidence in the financial
sector though it also amounts to indirect taxation which in turn negatively affects financial

performance. The study by Loizos (2014) argued that banks in the United States of America had
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used financial innovation in the interbank market to circumvent banking regulations on capital
adequacy which insinuates that the regulations had a negative impact on innovation and financial
performance thus agreeing with the findings of this study. The findings also agree with Zouari and
Abdelmalek (2020) who established that operational risk management had a partial mediating
effect on the relationship between financial innovation and the stock market performance and
return on assets of commercial banks in Tunisia. It in addition, concurs with the findings of
Guermazi (2017), who found out that improvement in the quality of insurance and banking services
in Tunisia throughout innovation depends on the mediating role of risk management as well as
Halim et al. (2017) who found out that size and independence of risk management committees
mediates between corporate governance practices and the financial performance of a firm are

consistent with this study.

In Kenya, the study is consistent with Momanyi (2018) who established that financial stability had
a mediating effect on the relationship between banking regulation and financial inclusion. The
findings of this study however partially contradicts Blind (2012) who asserted that the impact of
economic, social and institutional regulations on financial performance depended on whether the
regulations promoted or restricted innovation through promoting compettiion and market entry

amongst other factors.

This fnding trangulated data from Central Bank of Kenya’s bank supervision reports which reveals
that between 2017 and 2021, additional laws and regulations affecting banking included
implementation of interest rate capping in 2017, banking sector charter in 2019, IFRS 9, IFRS 16,
and restrictions on charges relating to mobile money transfers upon the onset of COVID 19
pandemic. Other additional regulations include but are not limited to Digital Credit Providers
Regulations, Climate Related Risk Management, Risk Weighting of Mortgage Loans, Internal
Capital Adequacy Assesment, Pandemic Planning, Anti-Money Laundering Risk Assessment and
Independent Review of Anti-Money Laundering Programs. These regulations were in addition to
and not a substitute for the Banking Act, Prudential Guidelines, Risk Management Regulations,
Foreign Exchange Guidelines and others that were in existence at the time. However, despite these
additional regulations, the sector continued to experience an upsurge in digital lending innovations,
money transfer solution and process automations as reported by Central Bank of Kenya Innovation
Surveys of 2020 and 2021. In addition, as reported under the Central Bank of Kenya Supervision

Reports, the sector continued to experience growth in profitability, asset base, loan book, deposits
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and income amongst other parameters. The foregoing is proof that the regulations indeed had a
positive impact on innovation while the innovation had a positive impact on financial performance,

a fact that contradicts the negative moderated mediation role.
5.3 Summary of Research Findings

Chapter five presented discussions of the findings of the study. The discussions and interpretations
have been made using statistical knowledge and the existing body of theoretical and empirical
literature. Based on the findings, hypothesis one, two and four were not confirmed, while
hypothesis three presented partial mediation. The summary of the results is contained in Table 5.1.
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Table 5.1: Summary of Hypotheses

leadership style on the financial
performance of commercial banks

in Kenya

significant influence on financial
performance of commercial banks in

Kenya.

Objective Hypothesis Hypotheses Test
Results
Obijective 1: Hypothesis 1: Rejected
To establish the influence of HO1: Leadership style have a no (Significant
effect)

Obijective 2:

To examine the intervening effect

Hypothesis 2:

HO02: Financial innovation has no

Rejected (Partial

financial innovation on the
relationship between leadership
style and financial performance of

commercial banks in Kenya.

financial innovation on the
relationship between leadership style
and financial performance of

commercial banks in Kenya.

of financial innovation on the significant intervening effect on the | Mediation)
relationship between leadership relationship between leadership style

style and financial performance of | and financial performance of

commercial banks in Kenya commercial banks in Kenya.

Objective 3: Hypothesis 3:

To determine the moderating HO03: Banking regulation has no Rejected
effect of banking regulation on the | significant moderating influence on | (Negative
relationship between leadership the relationship between leadership | moderation
style and financial performance of | style and financial performance of effect)
commercial banks in Kenya. commercial banks in Kenya

Objective 4: Hypothesis 4:

To determine if the moderating HO04: The moderating effect of Rejected
effect of banking regulation would | banking regulation has no significant | (Negative
affect the mediation effect of effect on the mediating role of moderating-

mediating effect)
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As indicated in Table 5.1, hypotheses one was not confirmed as there were evidence to prove the
that leadership style have significant influence on financial performance of commercial banks in
Kenya. In addition, the study failed to accept hypothesis two as financial innovation exhibited a
partial meditation effect on the relationship between leadership style and financial performance of
Commercial banks in Kenya. The study again failed to accept the third hypotheses since there was
evidence to show that banking regulation has negative moderation effect on the relationship
between leadership style and financial performance of commercial banks in Kenya. Lastly,
hypotheses four was not confirmed as there was evidence that banking regulations has negative
moderation effect on the mediating role of financial innovation on the relationship between

leadership style and financial performance of commercial banks in Kenya.
5.4 Revised Model

Based on the study findings, a model optimization was conducted. The aim of model optimization
was to guide in derivation of the final model where only the significant variables are included for
objectivity. Results were arrived at through running regressions analysis. Results of the new

conceptual framework are presented in Figure 5.1.
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Independent Moderating Mediating Dependent

Variables
=0.8225
: p=0.5863 p=0.5313 | Financial
Leadership style Financial Innovation Performance of
Commercial Banks

p=-.0158

Banking Regulations

B=-0.0573

Figure 5.1: Revised Conceptual framework

The model indicate that only autocratic leadership style was dropped, as it was not significant.
However, the intervening effect of financial innovation was confirmed, the moderating effect of

banking regulation was confirmed and the moderating mediating effect was also confirmed.
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CHAPTER SIX
SUMMARY AND CONCLUSIONS
6.1 Introduction

The main objective of the study was to establish the relationship between leadership style, financial
innovation, banking regulation and the financial performance of commercial banks in Kenya.
Specifically, the study sought to establish the influence of leadership style on the financial
performance of commercial banks in Kenya; the intervening effect of financial innovation on the
relationship between leadership style and financial performance of commercial banks in Kenya;
the moderating effect of banking regulation on the relationship between leadership style and
financial performance of commercial banks in Kenya. Lastly, the study also sought to determine
the if moderating effect of banking regulation affects the mediating befect of financial innovation
on therelationship between leadership style and financial performance commercial banks in

Kenya. This chapter presents the summary of the findings and conclusions.
6.2 Summary of Study

The main objective of the study was to establish the relationship between leadership style, financial
innovation, banking regulation and the financial performance of commercial banks in Kenya. The
first objective was tested by hypothesis one as stated in its null form; Ho1: Leadership style have a
no significant influence on financial performance of commercial banks in Kenya. The regression
of coefficients indicated that leadership style has a positive and significant relationship with
financial performance of commercial banks in Kenya. Further, the findings showed that
transformational leadership has a positive and significant relationship with financial performance
of commercial banks in Kenya. Democratic leadership style has a positive and significant
relationship with financial performance of commercial banks in Kenya. Autocratic leadership has
a positive and significant relationship with financial performance of commercial banks in Kenya.
On the other hand, laisez-faire leadership has a negative and significant relationship with financial
performance of commercial banks in Kenya. Since majority of the p value 0.000<0.05 is less than
the critical value 0.05, the study concluded that leadership style has a significant influence on

financial performance of commercial banks in Kenya.
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The second objective of the study was to examine the intervening effect of financial innovation on
the relationship between leadership style and financial performance of commercial banks in
Kenya. The second hypothesis was stated in the null form that: H02: Financial innovation has no
significant intervening effect on the relationship between leadership style and financial
performance of commercial banks in Kenya. The results indicated that financial innovation had an
intervening effect on the relationship between leadership style and financial performance of
commercial banks in Kenya. Therefore, this indicates that there exists a partial mediation effect on
the mediating role of financial innovation on the relationship between leadership style and

financial performance.

The third objective of the study was to determine the moderating effect of banking regulation on
the relationship between leadership style and financial performance of commercial banks in
Kenya. Baron and Kenny (1986) moderation was used. The third hypothesis stated in the null form
that: HO3: Banking regulation has no significant moderating influence on the relationship between
leadership style and financial performance of commercial banks in Kenya. The results indicated
that after moderation, the R? increased by 0.36%, however the conditional effect of Banking
regulation revealed at mean the effect was 0.4044 and statistically different from zero (p<0.005),
at one standard deviation point above the mean was 0.3392 and at one standard deviation point
below the mean was 0.4697 and also statistically different from zero implying negative moderation
effect. The study thus rejected the null hypothesis and adopted the alternative hypothesis that there
is a significant negative moderating effect of banking regulation on the relationship between

leadership style and financial performance of commercial banks in Kenya.

The fourth objective was to determine the moderating effect of banking regulation on the
mediationg role of financial innovation on the relationship between leadership style and financial
performance of commercial banks in Kenya. The fourth hypothesis stated in the null form that the
moderating-mediating effect of banking regulation does not significantly affect the mediating role
of financialinnovation. The study found that banking regulation has negative moderating effect on
financial innovation mediating role on the relationship between leadership style and financial
performance in Kenya. This implied that a leader’s adoption of banking regulation negatively

affect their fibacial innovation and thus financial performance.
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6.3 Conclusion

The study concludes that Leadership style has a significant influence on financial performance of
commercial banks in Kenya. Specifically, Transformational, Autocratic and Democratic
leadership style have a positive and significant relationship with financial performance of
commercial banks in Kenya, while on the other hand, Laisez-faire leadership has a negative and

significant relationship with financial performance of commercial banks in Kenya.

The study concludes that financial innovation has a significant partial intervening effect on the
relationship between leadership style and financial performance of commercial banks in Kenya.
Financial innovation has come via advances over time in financial instruments and payment
systems used in the lending and borrowing of funds. In the current highly commoditized
transaction banking market, it is critical that innovation is used to improve accessibility of banking
products and services, improve the client experience and reduce operational cost for both the
corporate client and the banks. Financial innovation is considered to be one of the key forces for
the performance of banks as it has an impact on consumers, because it has the potential to improve

the efficiency and profitability of the banking industry.

The study concludes that banking regulation significantly neagively moderates the relationship
between leadership style and financial performance of commercial banks in Kenya. Banking
regulation is core in addressing concerns over the safety and stability of financial institutions, the
financial sector as a whole, and the payments system. However, as the government regulates banks
more in order to ensure that capital is allocated to the best projects, banks portfolio management
services and handle payment system in an effective manner, and to ensure that problems in the
financial sector do not spill over to real economy among others, ensure investors are not ripped off
or misled, reduce excessive risk-taking, protect consumers and minimize conflict of interest. With
regulations on amount of capital required for certain levels of business (capital adequacy), income
recognition and recording, consumer protection, level of liquid assets, allowed and prohibited
business activities, loan grading and write off amongst others. However, its cleat that as the banks
are more and strictly regulated, their financial performance also reduces as these measures affects

the bank ability to generate revenue and profit thus financial performance.

The study concludes that banking regulation significantly moderates the meadiating role of

financial innovation on the relationship hip between leadership style and financial performance of

157



commercial banks in Kenya. Leaders have dual roles when managing innovation. In a bottom-up
role, they stimulate innovative results as they facilitate ideas and initiative coming from individuals
and teams. In a top-down role, leaders are the primary means for the organization to realize its
innovation goals and strategies. Innovative behaviors are closely related to leadership style because
leaders are the one who establish organizational goals, make decision on adopting and applying
new ways of doing job and motivate employees. In addition, regulators have the power to influence
innovation through approval processes for new products, imposing requirements on prohibited and
allowed business activities as well are levels of capital required for certain levels of risk (risk
weighting of assets and liabilities). Consequently, regulators can influence both the level and
nature of innovation and by extension, the resultant financial impact. The indirect effect of
regulations measures is that they hinder leadership ability to financial innovations and this has far

reaching effect on the financial performance of commercial banks.
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CHAPTER SEVEN
RECOMMENDATIONS
7.1 Introduction

The recommendations of this study were made in line with the objectives findings and the
conclusions of this study. The chapter relooked at the implication of the study on the theory,

practice and policy. The study therefore has specific implications for practice, policy and theory.
7.1.1 New Contribution to Knowledge

Earlier studies in regard to the impact of banking regulation and financial innovation on financial
performance of commercial banks conceptualized both innovation and regulation as independent
variables or on a few cases, as moderating, mediating or intervening variables. This study however
conceptualized that both innovation and regulation have a combined effect on financial
performance. This combined effect was measured using moderated mediation. The research
findings indicated that regulation has a negative moderation effect on the mediating role of
financial innovation on the financial performance of commercial banks in Kenya. Consequently,
the findings concurred with past research which asserts that regulation obstructs financial

innovation.

Review of Central Bank Supervision reports however showed that despite additional new
regulations between 2016 and 2021, commercial banks continued to grow in profitability, total
assets, return on equity and return on equity except in 2017 and 2020 where there was a decline in
overall profitability. Some of the main regulations included requirements for additional
documentation for transactions of one million kenya shillings and above, IFRS 9 and IFRS 16,
Pandemic response, implementation and reclassification of mortgage loans. Documentation of
transactions may have had an impact in regard to payments processing while pandemic response
led to a ban on charges on mobile money transfer transactions. The other three regulations had an
impact on income recognition. The review further revealed that the overall decline was as a result
of a more than proportionate decline in profitability by some banks compared to the growth in
profitability by others. During the same period, commercial banks engaged in innovation and
launhed a number of digital products which include but are not limited to digital savings accounts,
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digital payments and digital loans. The banks also engaged in process automation inclusing but

not limited to new core banking systems and use of artificial intelligence.

The study therefore concludes that the negative impact of regulation on both innovation and
financial performance is only temporary with banks being able to bounce back from the temporary
decline in financial performance within the financial year after introduction of the new regulations.
The foregoing may be accounted for by the fact that regulation led to more market discipline which
led to creativity within a more robust risk management framework. In addition, though mortgage
loan re-classification, IFRS 9 and IFRS 16 may have led to reduced income, none of them led to
an actual outflow of cash. Consequently, the regulations just led to increased retention of funds
within the banks which could in turn be re-invested in income generating activities. In addition,
though interest rate capping and pandemic response regulations led to reduction in both interest
and fee income respectively, the banks resorted to increased innovation whose income more than
compensated for the lost income. For example, the upsurge in fee based digital loans more than

compensated for lost interest income resorting from interest rate capping.
7.1.2 Recommendations for Practice

This research recommends commercial banks in the country need to incorporate effective
transformational and democratic leadership style as well as financial innovation and compliance
in their management dvelopment programs. This will be done through staff training and
development using both in-house and open training programs as well as continuing development
programs. Banks should join hands with training institutions such as Kenya Institute of Bankers
and Kenya School of Monetary Studies amongst others in regard to development of leadership,
financial innovation and compliance modules under their training programs. This could be
undertaken under a joint initiative akin to an open innovation. The foregoing will promote high
levels of creativity, flexibility and innovation in major operations of the banks. Additionally,
transformational leadership style will allow the management to include employee involvement in
major decision-making process in the bank leading to low resistance to changes in major
operations. The banks’ top management shall be trained on how to adopt transformational and
democratic leadership styles to improve the bank performance. This is because transformational
leadership strategies allow the managers not only to motivate but also to inspire their employees

leading to high staff motivation as well as productivity increase in the bank.
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In order to cope with the ongoing and upcoming changes in the banking industry as well as the
wider financial sector, bank mamangers, directors and other leaders should prepare in advance by
giving additional emphasis and focus on financial innovation related research and development.
They will also need to ensure that the working environment within the banks is suitable for
creativity and innovation through appreciation and entertaining of different ideas arising from
individual or group of employees. They will also need to establish programs and initiatives that
offer both intrinsic and extrinsic reward and recognition for innovation. On the other hand, the
leaders are encouraged to offer guidance during the innovation process especially in regard to
ensuring that all innovation initiatives are compliant with relevant laws and regulations. They must
also pay attention to their leadership style especially in regard to ensuring that their leadership
style contributes to improvement of the performance of employee and then bank as a whole. In
this regard, this study recommends regular evaluation of impact of leadership style on employee

productivity and morale.

This study recommends establishment of research and innovation hubs within the banks that are
yet to establish innovation hubs with a view to promoting creativity and innovation. Alternatively,
a shared innovation hub could be established under Kenya Bankers Association to serve banks that
may hot have the resources to establish in-house innovation hubs. This will ensure that bank
leadership recognize that financial innovation generates value for all stakeholders as well as
contributes to the success of the firm. Moreover, this initiative will lead to financial innovation is
conducted in a n empirical manner with inherent risks being properly evaluated and mitigated.
Bank leadership should also work on the development of new financial tools and methods to keep
abreast of the social, economic and technological developments that affected the financial
performance of banks. Bank leadership should also delibarrately conduct regular market
intelligence and also ensure quick responses to the same especially with regard to innovation and
review of performance of new products as well as impact of new systems and processes. It is also
critical that the bank leadership identifies persons of influence who can champion and promote
adoption of innovations with a view to increasing speed of adoption which in turn improves

performance.

The study recommends that bank managers and owners prioritize staff training on compliance with
regulations with a view to ensuring that they abide by Central Bank of Kenya’s prudential and risk

management guidelines. This will reduce instances of regulatory penalties and other sanctions as
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was witnessed when five banks were penalized in 2010 due to non-compliance with anti-money
laundering regulations. There is also need to emphasize the importance of regulation and the fact
that recent regulations have in fact positively contributed positively to innovation and financial
performance despite the general opposite perception amongst bank managers. There is also need
for banks to continue with open innovation initiatives and add to existing ones such as Pesalink,
Real Time Gross Settlement and Cheque Truncation since open innovation increases stakeholder

value.
7.1.3 Recommendations on Policy

This study shows that there is a link between the leadership style and the establishment of a
performance culture within commercial banks in Kenya. The validity of this study is upheld by the
consistency with which qualities of transformational leadership and democratic leadership match
the requirements of enhancing financial performance. Transformational leaders involve followers
in distributive leadership through which they learn how to learn, adapt and lead change while
Democratic allow for a holistic and integrated regulatory policy approach. Stakeholders within the
banking industry should consider leading the sector into a non-traditional direction through an
emphasis on understanding leadership behavior and its impact on results. Since leadership style
can be learnt stakeholders within the banking industry should consider offering training programs
to managers and direcors on leadership style as a means to enhancing organizational performance.
The stakeholders should also consider holding national conferences on innovative leadership
models as a way of supporting creativity and innovation within the banking industry. The seminars
should be geared towards open innovations as well as guiding leaders on how how to apply

leadership style, models and behavior as a catalyst for change, creativity and innovation.

At the policy level, Central Bank of Kenya and The National Treasury should lead government
efforts geared towards ensuring that the regulatory framework is supportive of financial
innovations, development of appropriate leadership skills while at the same time ensuring that the
safety and soundness of the banking sector is safeguarded. Central Bank of Kenya should consider
reviewing the prudential guideline on corporate governance as well as the fit and proper
requirements in order to include aspects of democratic and transformational leadership. In
addition, the prudential guideline on new product development cpould be reviewd to include a

requirement for post product launch market survey with the results being shared with Central Bank.
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Post product launch market survey results could be used to offer insight into real impact of
innovation which could be of help to both scholars and bankers. The study contends that on their
own, policy instruments may not be beneficial to praticitoners and consumers unless the policies
support the complex and habitual multi-dimensional nature of innovation. The study proposes that
design of an innovation policy or regulation must entail clarification the main objectives,
ascertaining problems that innovation is meant to resolve, and ensurfing that innovation leads to
improved stakeholder satisfaction. More importantly, strengthening regulation and especially in
regard to innovation should not stifle creativity and dynamism within the banking sector.

The government should also, through deregulation, ensourage linkages between commercial
banks, mobile phone companies and other digital financial services firms with a view to that
encouraging them to not only share infrastructure but engage in open innovation initiatives. The
government should also provide incentives for research and development to researchers who
would continously invest time and skills in generation of ideas regarding financial innovation
which can cut across the banking, financial technology and communication sectors. Commercial
banks should adopt the use of financial innovation to increase their financial performance. In
addition, this study recommends that Central Bank of Kenya publishes more detailed statistics
about the performance of various digital banking products. This may include product uptake per
banks as well as growth of various products by bank. For example, while Central Bank discloses
in its 2021 bank supervision report that three banks account for 90% of all agents and proceeds to
disclose the number of agents for each of the 3 banks, the same report fails to disclose the other
nineteen banks that have implemented agent banking as well as the number of agents for each of
the banks. Publishing of detailed information will aid verification of primary data collected by

researchers as well as help banks in benchmarking with competition.

The study recommends that CBK enhances regulations on commercial banks in Kenya, since the
regulations have a long-term positive impact on the financial performance of commercial banks in
Kenya. However, there is need to ensure that a holistic and integrated approach to regulation and
policy formulation is adopted in order to strengthen the regulatory framework and ensure that the
needs of all stakeholders are addressed. The study also recommends a consultative and
participatory and consultative process with all stakeholders with a view to ensuring that all are
made part of the development and implementation of bank supervision, monitoring and evaluation

system. This approach will ensure that chances for passing bad regulations are minimized, while
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all stakeholders will take ownership of the regulations which will in turn boost compliance. It will
also be imperative that changes in regulations are gradual, cumulative and progressive with a view

to ensuring that banks do not choke under the weight of rapid and disruptive change.
7.1.4 Implication for Theory

Leadership style has explained how leaders combine both task and relationship behaviors in order
to influence achievement of objectives. The style approach, anchored under the behavioral theory
of leadership, does not offer a neatly organized prescription for effective leadership but rather an
approach that offers a framework for assessing leadership in a broad way. The style approach has
depicted the focus of leaders on the fact that their leadership must strive to balance both task and
relationship factors. In this regard, leaders must be conscious of the fact that their behavior must

be inclined towards ensuring that they address both relationship and task issues

This study has brought forth the conceptualization of diffusion of innovation theory. Innovations
and the diffusion of innovations theory are applicable in banking and financial services with
process simplification, cost savings and revenue growth being the key motivators. Diffusion of
innovation determines the extent to which financial innovation influences financial performance
of commercial banks in Kenya as exhibited through growth in assets, increased profitability, return
on assets and return on capital employed. The theory has depicted its relevance on financial
institutions in planning for launching of new products and services. This study has also brought
forth the fact that the most innovative banks in terms of adoption of digital channels are also the
bet performing in tetms of profitability, return on assets, return on equity and growth on assets.

The study brought forth the applicability of the stakeholder theory in banking regulation. Banking
regulation is aimed at ensuring that interests of all stakeholders — customers, staff, shareholders
and the general population — are protected. When properly implemented, regulations ensure that
customers are protected and get value for money, shareholders get optimal returns on investment,
staff are satisfied and the general population does not suffer from the externalities of bank collapse.
The study has established the relevance of this theory in the banking sector through its emphasis
on value creation, ethical practice and conduct of management. In addition, the study brought forth
the fact that regulation, though a cost to the banks, is ultimately beneficial to the banks since in the

long-term, they lead to improved performance.
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The study brought forth the applicability of the agency theory in banking especially in regard to
banking regulation. Banking regulation must amongst other things, ensure that bank managers and
directors do not act in self interest and endanger the interests of the shareholders. The study has
brought forth the fact that though expected to have a negative effect on innovation and financial
performance, recent regulations in the banking sector have indeed had a positive impact. This may
be explained by the fact that such regulations improved market discipline and therefore reduced

incidences of harmful innovations.

The study identified research gaps in areas such as impact of social regulation, rsik based
supervision, mis-leadership, cybercrime and social innovation on the performance of banks in
Kenya. The foregoing are aissues of concern to both practitioners and regulators since they have
an impact on the financial stability of commercial banks as well as the economy at large. If not
well handled, they have potential to negatively impact public confidence in the financial sector.

7.2 Suggestions for Future Research

The study focused on all the commercial banks in Kenya. A study on the impact of leadership style
on financial performance should be conducted in other sectors of the economy settings with similar
market environments for comparison of findings such as insurance companies and microfinance
institutions and Sacco’s. Future research can also focus on other leadership style such as ethical
and servant leadership as well as other leadership theories such as leader member exchange and
theory X and theory Y leadership amongst others. In addition, future research needs to look at
other financial performance outcomes like organizational learning as the dependent variable.
Future researchers may also consider using different constructs of financial innovation as the

mediating variable to test if the findings points to a mediation effect as in the current study.

Further research can also be undertaken on the topic using a different research design like
longitudinal. This study provides results for comparison. Future researchers should consider using
an interview to gather data so that the emotions, behaviors and feelings of the respondents are
identified. This helps identify if there is any bias in the responses that are provided in the current

research.

Further research should also be conducted on the impact of IFRS 9 and IFRS 16 on the financial
performance of commercial banks. Further research should also be conducted in regard to the

impact of COVID 19 on the performance of commercial banks in Kenya. In addition, limited

165



literature on the intervening effect of banking innovation, moderating effect of banking regulation
and the combined effect of both innovation and regulation has been published and further research
this area is recommended. Further studies on the impact of foreign currency exposure, interest rate
capping, anti-money laundering and anti-terrorism financing and other financial crime related

regulations can be conducted since there is limited literature on these areas.

The study was only conducted in the commercial banks yet leadership style applies across all
sectors of the economy. The concept of leadership style has attracted considerable attention both
nationally and internationally hence the need to expand the scope of research in this field. Carrying
out the research in a different sector which has different structures of leadership style and policies

may have yielded different results due to their mode of operations.

There is also need to conduct studies in regard to the impact of CBK risk management guidelines,
risk based supervisory framework and cybercrime on the financial performance of commercial
banks. Limited literature exists despite the fact that both the risk management guidelines and the
risk based supervisory framework were issued in 2013. In addition, reports of banks losing billions

of shillings through cybercrime abound thus making a study on the issue a necessity.
7.3 Limitations of the study

Data collection in some banks proved to be a challenge. Some commercial banks considered
information on banking innovation and impacts of regulation to be confidential and were therefore
reluctant to respond to the questionnaire. Some bank managers also indicated that it was against
their company policy to divulge any information on the company operations. This made data
collection a challenge in some commercial banks. The researcher took time to convince the
respondents by informing them that the data was purely for research purposes. In some cases,

alternative respondents were identified using the multi-level sampling method.

The study respondents were the management of the commercial banks. Some managers declined
to fill in the questionnaire and indicate that the one another manager had completed was sufficient.
The researcher overcame this challenge by providing clear communication to the managers that
their participation was very important for the success of the research. Financial resources were
also limited as the researcher had to hire research assistants to assist in undertaking the data

collection. This was aggravated by the fact that some respondents took long to complete the
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questionnaire and the research assistants had to do many follow up calls making the process

expensive. This challenge was however resolved on case by case basis.

Secondly, the study looked at only three variables of leadership style, financial innovation, banking
regulation on financial performance. However, there is a variety of other variables that have
important effects on financial performance that were not included in this study. This constituted a
limitation since there was a possibility of omission of other variables that may be relevant in the

financial performance equation.

The study was also limited by access to primary data with some respondents being reluctant in
regard to providing information. The reluctance emenated from fears regarding misuse of
confidential information. In order to ally the fears, the researcher assured the respondents in regard
to confidentiality of all information provided as guided by the ethics of research. The researcher
also assured respondents that the information was entirely for academic use. In adition, strict
internal policies on information security as well as sharing of financial information ensure that the
researcher had to do multiple follow ups and had to seek permission from top management within

the commercial banks.
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APPENDICES
Appendix I: SPSS PROCESS Regression Output
Matrix - Run MATRIX procedure:
xR RRRxxx*AAE PROCESS Procedure for SPSS Version 4,1 xxsskkkkkxssdk

Written by Andrew F. Hayes, Ph.D.  www.afhayes.com
Documentation available in Hayes (2022). www.guilford.com/p/hayes3

B R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R A R R R R R R R R R R R R AR R R R R R R R R R R AR R R R R RARA R R R R

Model : 4
Y :FP
X LS
M :Fl

Sample
Size: 294

*hhkkAhhkhkkhkhkhkkhkhkhkkhhhkkhhhkhhhkhhhkhhhkhhhkhkhhkhkhkhkhkihkhkkhhkhkkhhkhkkrhkhkkihhhkkihhkkihkkihhhkkhhhkiihkkhiikiik

OUTCOME VARIABLE:
Fl

Model Summary
R  R-sq MSE F dfl df2 p
5863  .3437 .8401 152.9142 1.0000 292.0000 .0000

Model
coeff se t p LLCI ULCI
constant 1.4558 .1630 8.9287 .0000 1.1349 1.7767

LS 5628 .0455 12.3658 .0000 .4732 .6524
Standardized coefficients

coeff
LS .5863

B R R R R T e S S R R R R R e e e R R R R R R R R R S R R R R R R R R R R R R R R R R R R R R R R R R R R R R S R R R e e

OUTCOME VARIABLE:
FP

Model Summary
R R-sq MSE F dfl df2 p
9283 .8617  .1447 906.8513 2.0000 291.0000 .0000

Model
coeff se t p LLCI ULCI
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constant .2157 .0764 2.8250 .0051 .0654 .3660

LS 4429 0233 18.9905 .0000 .3970  .4887
Fl 4797 0243 19.7480 .0000 .4319 5275
Standardized coefficients

coeff
LS .5110
Fl 5313

Test(s) of X by M interaction:
F dfl df2 p
2.7073 1.0000 290.0000 .1010

*hkkkhkhkkkhhkkkhkkhkkkikhkkikhkkiihkkiikikk TOTA L E F FECT M O D E L *hhkkkhkkkkikkhkkikkhkkhkkikkhkihkkhkkihkkhkkihkikik

OUTCOME VARIABLE:
FP

Model Summary
R  R-sq MSE F dfl df2 p
8225 6764 .3376 610.4765 1.0000 292.0000 .0000

Model
coeff se t p LLCI ULCI
constant .9141 .1034 8.8440 .0000 .7106 1.1175

LS 7128 .0289 247078 .0000 .6561 .7696
Standardized coefficients

coeff
LS .8225

FrFFHAXAXAXA** TOTAL, DIRECT, AND INDIRECT EFFECTS OF X ON Y

*khkkkkhkkkkikkkhkkikkikk

Total effect of X on Y
Effect se t p LLCI ULCI C_CS
7128  .0289 24.7078 .0000 .6561 .7696  .8225

Direct effect of X on Y
Effect se t p LLCI ULCI c' cs
4429 0233 18.9905 .0000 .3970 .4887 .5110
Indirect effect(s) of X on Y:
Effect BootSE BootLLCI BootULCI
FI .2700 .0244 2249 .3203

Completely standardized indirect effect(s) of X on Y:
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Effect BootSE BootLLCl BootULCI
Fl 3115 .0221 2695  .3562

*hkkkhkhkkkhkkhkkkhkkhkkhkkikkhkkikkiiikk ANALYSIS NOTES AND ERRORS *hhkhkkhkhkkkikkhkkkikhkkikhkkihikkiiikik

Level of confidence for all confidence intervals in output:
95.0000

Number of bootstrap samples for percentile bootstrap confidence intervals:
10000
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Matrix - Run MATRIX procedure:
*khkhkkkhkhkkkhkhkkhkhkhkhkiikk PROCESS Procedure for SPSS VerS|0n 41 *khkhkkkhkhkkkhkkhkkhkhkhkhkiikk

Written by Andrew F. Hayes, Ph.D.  www.afhayes.com
Documentation available in Hayes (2022). www.guilford.com/p/hayes3

khkkkkhkhkhkkhkhkhkkhkhkhkkhkhhkkhkhhkkhkhhkkhihhkkhkkhhkhkhkhkhkhkhkhkkhkhkhkkhkhkhkkihhkhkkhhkhkhhkhkkihhhkkihhkkhhhkkhkhhkkhhhkkiihkiihkiik

Model : 1
Y :FP
X : LS
W :BR

Sample
Size: 294

B R R R R R e R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R AR AR R R R R R R R R R R AR R R R R R R R R R

OUTCOME VARIABLE:
FP

Model Summary
R R-sq MSE F dfl df2 p
9228 .8515 .1560 554.2831 3.0000 290.0000 .0000

Model

coeff se t p LLCI ULCI
constant 3.3750 .0294 114.8495 .0000 3.3172 3.4328
LS 4044 0259 15.5927 .0000 .3534  .4555
BR 4619 .0270 17.1035 .0000 .4087 .5150
Int_1 -0573 .0216 -2.6565 .0083 -.0998 -.0149

Product terms key:
Int 1 LS x BR

Test(s) of highest order unconditional interaction(s):
R2-chng F dfl df2 p
X*W  .0036 7.0572 1.0000 290.0000 .0083
Focal predict: LS (X)
Mod var: BR (W)

Conditional effects of the focal predictor at values of the moderator(s):
BR Effect se t p LLCI ULCI

-1.1385 4697 .0317 14.8045 .0000 .4072 5321
.0000 .4044 .0259 15.5927 .0000 .3534  .4555
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1.1385 .3392 .0393 8.6268 .0000 .2618 .4165

Data for visualizing the conditional effect of the focal predictor:
Paste text below into a SPSS syntax window and execute to produce plot.

DATA LIST FREE/

LS BR FP

BEGIN DATA.

-1.1765 -1.1385 2.2966
.0000 -1.1385 2.8492
1.1765 -1.1385 3.4017

-1.1765 .0000 2.8992
.0000 .0000 3.3750
1.1765 .0000 3.8508

-1.1765 1.1385 3.5018
.0000 1.1385 3.9008
1.1765 1.1385 4.2999

END DATA.
GRAPH/SCATTERPLOT=
LS WITH FP BY BR

*hhkkkhkhkhkkhkhkhkkhkhkhkkhhhkkhhhkkhkhhkhhhkkhkhhkhhhkhkhhkhhkhkhkihkhkkihkhkkihhkhkkihhkhkkihhkkihhkkihkkihhkkhhhkkiihkkiiikiik

Bootstrap estimates were saved to a file

Map of column names to model coefficients:
Consegnt Antecdnt

COL1 FP constant

COoL2 FP LS

COL3 FP BR

COL4 FP Int 1

FHxFHAXAXA* BOOTSTRAP RESULTS FOR REGRESSION MODEL PARAMETERS

*hhkkkkkkhkhik

OUTCOME VARIABLE:
FP

Coeff BootMean BootSE BootLLCI BootULCI
constant 3.3750 3.3755 .0320 3.3132 3.4383
LS 4044 4042 0238 3585 .4510
BR 4619 4619 .0262 .4114 5138
Int 1 -.0573 -.0581 .0237 -.1055 -.0114
k,kkhkkhkkhkkkhkkhkkhkkkhkkhkkkhkkhkkkhkkikkkikk ANALYSIS NOTES AND ERRORS *hkhkkhkkhkkhkkhkkhkkkhkkhkkhkkhkkhkkhkkkhkkhkkkikkikik

Level of confidence for all confidence intervals in output:
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95.0000

Number of bootstrap samples for percentile bootstrap confidence intervals:
10000

W values in conditional tables are the mean and +/- SD from the mean.

NOTE: The following variables were mean centered prior to analysis:
BR LS

NOTE: Standardized coefficients not available for models with moderators.

Matrix - Run MATRIX procedure:
*khkhkkkhkhkkkhkhkhkhhkhkhkiikkh PROCESS Procedure for SPSS Vers'on 41 *kkhkhkhkkkhkhkkkhkhkkkhkhkhik

Written by Andrew F. Hayes, Ph.D.  www.afhayes.com
Documentation available in Hayes (2022). www.guilford.com/p/hayes3

*hhkkkhkhkkkhkhkhkkhhkhkkhhhkkhhhkhhhkkhhhkhhhkhhhkhkhhkhhhkhkkhhkhkkhhkhkkhhhkihhkkihhhkkihhkkhhhkkhkhhkkhhhkkhkihkkhiikiik

Model : 8
Y :FP
X LS
M : Fl
W :BR

Sample

Size: 294

*hkhkhkkhkhkhkkhkhkhkkhhkhkkhhhkhhhkhhhkhhhkhhhkhhhhhhkhkhhkhkhhkhkhhkhkhhhkihhhkhhhkhhhhhhkhhhkhhhkhihhiikiik

OUTCOME VARIABLE:
Fl

Model Summary
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R Rsqg MSE F dfl  df P
6769 4582 6984 81.7370 3.0000 290.0000  .0000

Model

coeff se t p LLCI ULCI
constant 3.4727 .0622 55.8524 .0000 3.3503 3.5951
LS 2821 .0549 51412 .0000 .1741 .3901
BR 3625 .0571 6.3444 .0000 .2500 .4750
Int_1 -1326 .0456 -2.9047 .0040 -.2224 -.0428

Product terms key:
Int. 1 : LS x BR

Test(s) of highest order unconditional interaction(s):
R2-chng F dfl df2 p
X*W  .0158 8.4373 1.0000 290.0000 .0040
Focal predict: LS  (X)
Mod var: BR (W)

Conditional effects of the focal predictor at values of the moderator(s):

BR Effect se t p LLCI ULCI
-1.1385 4331 .0671 6.4522 .0000 .3010 .5652
.0000 .2821 .0549 5.1412 .0000 .1741 .3901
11385 .1312 .0832 15768 .1159 -.0326 .2949

Data for visualizing the conditional effect of the focal predictor:
Paste text below into a SPSS syntax window and execute to produce plot.

DATA LIST FREE/

LS BR Fl

BEGIN DATA.

-1.1765 -1.1385 2.5504
.0000 -1.1385 3.0600
1.1765 -1.1385 3.5695

-1.1765 .0000 3.1408
.0000 .0000 3.4727
1.1765 .0000 3.8046

-1.1765 1.1385 3.7311
.0000 1.1385 3.8854
1.1765 1.1385 4.0397

END DATA.
GRAPH/SCATTERPLOT=
LS WITH FI BY BR
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B R R R R R R R R e R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R R AR R R R R R R R R R R AR R R R RAR R R R R R

OUTCOME VARIABLE:
FP

Model Summary
R R-sq MSE F dfl df2 p
9663 .9337 .0698 1018.1434 4.0000 289.0000 .0000

Model
coeff se t p LLCI ULCI
constant 2.1536 .0674 31.9417 .0000 2.0209 2.2863

LS 3052 .0181 16.8345 .0000 .2695  .3409
FI 3517 .0186 18.9393 .0000 .3152 .3883
BR 3344 0193 17.3403 .0000 .2964 .3723

Int_1 -0107 .0146 -7291 4665 -.0395 .0181

Product terms key:
Int 1 LS x BR

Test(s) of X by M interaction:
F dfl df2 p
2168 1.0000 288.0000 .6419

Test(s) of highest order unconditional interaction(s):
R2-chng F dfl df2 p
X*W .0001 5316 1.0000 289.0000 .4665
Focal predict: LS  (X)
Mod var: BR (W)

Data for visualizing the conditional effect of the focal predictor:
Paste text below into a SPSS syntax window and execute to produce plot.

DATA LIST FREE/

LS BR FP

BEGIN DATA.

-1.1765 -1.1385 2.5815
.0000 -1.1385 2.9549
1.1765 -1.1385 3.3282

-1.1765 .0000 2.9765
.0000 .0000 3.3356
1.1765 .0000 3.6946

-1.1765 1.1385 3.3715
.0000 1.1385 3.7162
1.1765 1.1385 4.0610

END DATA.
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GRAPH/SCATTERPLOT=
LS WITH FP BY BR

*khhkkkhkhkkkikkhkkhkkikkikikkikk D I R ECT AN D I N D I RECT EFFECTS OF X ON Y *khhkkkhkhkkkhkkhkkkhkkikkikiikk

Conditional direct effect(s) of X on Y:
BR Effect se t p LLCI ULCI
-1.1385  .3173  .0227 13.9794 .0000 .2727 .3620
.0000 .3052 .0181 16.8345 .0000 .2695 .3409
1.1385 .2930 .0264 11.0914 .0000 .2410 .3450

Conditional indirect effects of X on Y:

INDIRECT EFFECT:
LS - FI > FP

BR Effect BootSE BootLLCl BootULCI
-1.1385 1523 .0239 .1082 .2023
.0000 .0992 .0187 .0628 .1367
1.1385 .0461 .0288 -.0117 .1021

Index of moderated mediation:
Index BootSE BootLLCI BootULCI
BR -.0466 .0164 -.0808 -.0163

Pairwise contrasts between conditional indirect effects (Effectl minus Effect2)
Effectl Effect2 Contrast BootSE BootLLCI BootULCI
0992 1523 -0531 .0187 -.0920 -.0186
0461 1523 -1062 .0373 -.1839 -.0372
0461 .0992 -0531 .0187 -.0920 -.0186

Fhhhhkhkhkkkhkhkhkhhhhhkhkhkhkhhhirrhhhhkkhhhhrrrhhhkhkhhhrirhhhhhhhhihirrhhhhkhhhiiriiiixixdx

Bootstrap estimates were saved to a file

Map of column names to model coefficients:
Consegnt Antecdnt
COL1 FI  constant
CoL2 FI LS
COL3 FI BR
CcoL4 FI Int_1
COL5 FP  constant
COL6 FP LS
COL7 FP Fl
COL8 FP BR
COL9 FP Int1
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*hkkkkhkhkkkhkhkkkhkhkkhkkikkikkikkiiikk ANALYSIS NOTES AND ERRORS *hhkhkkhkkhkkikkhkkkikhkkkihkkhhhkkiiikik

Level of confidence for all confidence intervals in output:
95.0000

Number of bootstrap samples for percentile bootstrap confidence intervals:
10000

W values in conditional tables are the mean and +/- SD from the mean.

NOTE: The following variables were mean centered prior to analysis:
BR LS

NOTE: Standardized coefficients not available for models with moderators.
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Appendix 2: Questionnaire
Introduction

You are invited to participate in a study entitled ‘Transformational Leadership Style, Financial
Innovation, Bank Regulation and financial performance of the Kenyan commercial banking
sector’ being my Thesis towards part fulfillment of the requirements of PhD in Leadership and

Management at Management University of Africa.
Attached is the introductory letter from Management University of Africa.

Regards

Weru Mwangi

Part A: Leadership Style Questionnaire
On a scale of 1 to 5 where 1 = strongly disagree 2 = disagree 3 = neither agree or disagree 4 =
agree 5 = strongly agree, kindly express your level agreement or disagreement with the statements

below:

NO | | eadership Statements 1 |2 |3 |4 |5

Transformational leadership

1. | Good leaders make other people feel good around them
2. | Leaders express with a few simple words what can be done
and should be done

3. | Good leaders enable others develop themselves
Autocratic leadership

4. | It is fair to say that most employees in the general
population are lazy.

5. | Employees need to be supervised closely, or they are not
likely to do their work.

6. | The leader is the chief judge of the achievements of the
members of the group

Democratic leadership

7. | Providing guidance without pressure is the key to being a
good leader.
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8. | Leaders need to help subordinates accept responsibility for
completing their work.

9. | Employees want to be a part of the decision-making
process.

Laissez-Faire leadership

10. | Leadership requires staying out of the way of subordinates
as they do their work.

11. | In complex situations, leaders should let subordinates work
problems out on their own

12. | As a rule, leaders should allow subordinates to appraise
their own work.

Part B: Banking Innovation Questionnaire

NO | statements 1
1 | Bank’s internet banking has grown over the past FIVE
years

2 | Transactions from the bank’s internet banking have
grown over the past FIVE years

3 | Internet banking has helped in reduction of the bank’s
operating expenses over the past FIVE years

4 | Bank’s agent banking has grown over the past FIVE
years

5 | Transactions from the bank’s agent banking network
have grown has generally grown over the past FIVE
years

6 | Agent banking has helped in reduction of the bank’s
operating expenses over the past FIVE years

7 | Bank’s mobile banking has grown over the past FIVE
years

8 | Transactions from the bank’s mobile banking products
have grown has generally grown over the past FIVE
years

9 | Mobile banking has helped in reduction of the bank’s
operating expenses over the past FIVE years

10 | Bank’s mobile lending has grown over the past FIVE
years

11 | Transactions from the bank’s mobile lending have
grown has generally grown over the past FIVE years

12 | Mobile lending has helped in reduction of the bank’s
operating expenses over the past FIVE years
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Part C: Banking regulation

On a scale of 1 to 5 where 1 = strongly disagree 2 = disagree 3 = neither agree or disagree 4 =
agree 5 = strongly agree, kindly express your level agreement or disagreement with the statements

below:

1 | Implementation of IFRS 9 has increased bank operating expenses
over the past FIVE years

2 | Implementation of IFRS 9 has reduced the bank’s income over the
past FIVE years

3 | Implementation of IFRS 9 has led to increased -capital
requirements over the past FIVE years

4 | Implementation of IFRS 16 has increased bank operating
expenses over the past FIVE years

5 | Implementation of IFRS 16 has reduced the bank’s income over
the past FIVE years

6 | Implementation of IFRS 16 has led to increased capital
requirements over the past FIVE years

7 | New product development regulations has increased bank
operating expenses over the past FIVE years

8 | New product development regulations have reduced the bank’s
income over the past FIVE years

9 | New product development regulations slows down digital
innovation related income

10 | Implementation of risk management regulations has led to
increased capital requirements over the past FIVE years

11 | Implementation of risk management regulations increased bank
operating expenses over the past FIVE years

12 | Implementation of risk management regulations has reduced the
bank’s income over the past FIVE years

Part D: Bank Financial Performance Questionnaire
The questions below assess different aspects of a bank’s financial performance. Using the scale

provided, kindly rate your agreement or disagreement with the statements below.
Scale

5 = strongly agree 4 = agree 3 = neither agree or disagree, 2 = disagree, 1 = strongly disagree
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No | Statements

1 | The bank’s non-interest income has generally grown
over the past FIVE years

2 | The bank’s interest income has generally grown over the
past FIVE years

3 | The bank’s operating expenses have generally increased
over the past FIVE years

4 | Bank’s loan portfolio has generally grown over the past
FIVE years

S | The bank’s investment in financial assets has generally
grown over the past FIVE years

6 | The bank has revalued its assets over the past FIVE
years

7 | The bank’s total income has grown over the past FIVE
years

8 | The bank’s total assets have grown over the past FIVE
years

9 | The bank has improved its return on assets over the past
FIVE years

10 | The bank has issued new share capital over the past
FIVE years

11 | The bank has raised additional debt capital over the past
FIVE years

12 | The bank has increased its rate of profit retention over

the past FIVE years
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Appendix 3: List and classification of Commercial Banks in Kenya

Bank Name Market Index Peer Group

Kenya Commercial Bank 13.81 Large
Standard Chartered Bank 5.7 Large
ABSA Bank Kenya 6.37 Large
Bank of India 1.72 Medium
Bank of Baroda 3.14 Medium
NCBA Bank Kenya 9.72 Large
Prime Bank Limited 2.43 Medium
Cooperative Bank of Kenya 9.42 Large
National Bank of Kenya 2.31 Medium
M-Oriental Bank 0.26 Small
Citibank NA 2.3 Medium
Habib Bank AG 0.46 Small
Middle East Bank 0.18 Small
Bank of Africa (Kenya) Ltd 0.65 Small
Consolidated Bank of Kenya 0.22 Small
Credit Bank Limited 0.41 Small
Access Bank Kenya 0.21 Small
SBM Bank Kenya 1.21 Medium
Stanbic Bank 5.22 Large
African Banking Corporation 0.57 Small
Ecobank (Kenya) Limited 1.49 Medium
Paramount Bank Limited 0.22 Small
Kingdom Bank 0.29 Small
Victoria Commercial Bank 0.74 Small
Guardian Bank 0.31 Small
&M Bank Limited 5.31 Large
Guaranty Trust Bank 0.71 Small
Development Bank 0.3 Small
Diamond Trust Bank 5.64 Large
Spier Bank 0.05 Small
Sidian Bank 0.6 Small
Equity Bank Limited 13.57 Large
Family Bank Ltd 1.81 Medium
First Community Bank 0.38 Small
DIB Bank Kenya 0.29 Small
UBA Bank Kenya 0.19 Small
Gulf African Bank 0.62 Small
HFC Ltd 0.86 Small
Mayfair Bank 0.29 Small
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Appendix 4: Respondents Distribution by Bank

KBA Clearing Code | Bank Name Total staff | Target Respondents
1 | Kenya Commercial Bank 4480 53
2 | Standard Chartered Bank 1849 22
3 | ABSA Bank Kenya 2066 25
5 | Bank of India 558 7
6 | Bank of Baroda 1019 12
7 | NCBA Bank Kenya 3153 37

10 | Prime Bank Limited 788 9
11 | Cooperative Bank of Kenya 3056 36
12 | National Bank of Kenya 749 9
14 | M-Oriental Bank 84 1
16 | Citibank NA 746 9
17 | Habib Bank AG 149 2
18 | Middle East Bank 58 1
19 | Bank of Africa (Kenya) Ltd 211 3
23 | Consolidated Bank of Kenya 71 1
25 | Credit Bank Limited 133 2
26 | Access Bank Kenya 68 1
30 | SBM Bank Kenya 393 5
31 | Stanbic Bank 1693 20
35 | African Banking Corporation 185 2
43 | Ecobank (Kenya) Limited 483 6
50 | Paramount Bank Limited 71 1
51 | Kingdom Bank 94 1
54 | Victoria Commercial Bank 240 3
55 | Guardian Bank 101 1
57 | I&M Bank Limited 1723 20
58 | Guaranty Trust Bank 230 3
59 | Development Bank 97 1
63 | Diamond Trust Bank 1830 22
46 | Spier Bank 16 0
66 | Sidian Bank 195 2
68 | Equity Bank Limited 4402 52
70 | Family Bank Ltd 587 7
73 | First Community Bank 123 1
75 | DIB Bank Kenya 94 1
77 | UBA Bank Kenya 62 1
77 | Gulf African Bank 201 2
82 | HFC Ltd 279 3
86 | Mayfair Bank 94 1
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APPENDIX 5: COLLECTED DATA

ROA | Assts

RoE

BR | FP | Proft

LS | FI

LFL

AL

CODE | TRL | DL

10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25
26
27

28
29
30
31

32

33
34

35

36

37

38
39

40

41

42

43

44
45
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ROA | Assts

RoE

BR | FP | Proft

LS | FI

LFL

AL

CODE | TRL | DL

46

47

48

49

50
51

52

53
54
55
56

57

58
59

60
61

62

63
64
65
66
67

68
69
70
71

72
73
74
75
76
77
78
79
80
81

82

83
84
85
86

87

88
89

90
91

92
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ROA | Assts

RoE

BR | FP | Proft

LS | FI

LFL

AL

CODE | TRL | DL

93

94

95

96

97

98

99
100
101
102
103
104
105
106
107
108
109
110
111
112
113
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115
116
117
118
119
120
121
122
123
124
125
126
127
128
129
130
131
132
133
134
135
136
137
138
139
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ROA | Assts

RoE

BR | FP | Proft

LS | FI

LFL

AL

CODE | TRL | DL

140
141
142
143
144
145
146
147
148
149
150
151
152
153
154
155
156
157
158
159
160
161
162
163
164
165
166
167
168
169
170
171
172
173
174
175
176
177
178
179
180
181
182
183
184
185
186
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ROA | Assts

RoE

BR | FP | Proft

LS | FI

LFL

AL

CODE | TRL | DL

187
188
189
190
191
192
193
194
195
196
197
198
199
200
201
202
203

204
205
206
207
208
209
210
211
212
213

214
215
216
217
218
219
220
221
222
223

224
225
226
227
228
229
230
231
232
233
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ROA | Assts
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BR | FP | Proft

LS | FI

LFL
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CODE | TRL | DL

234
235
236
237
238
239
240
241
242
243

244
245
246
247
248
249
250
251
252
253

254
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256
257
258
259
260
261
262
263

264
265
266
267
268
269
270
271
272
273

274
275
276
277
278
279
280
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ROA | Assts

RoE

BR | FP | Proft

LS | FI

LFL

AL

CODE | TRL | DL

281
282
283

284
285
286
287
288
289
290
201
292
293

294
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