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Role of Innovation in the Financial Performance of Banking Sector: A

Case of Developing Economy

Farhan Fareed * Humera Bahadar †

Abstract: The present paper aims to investigate the influence of the innovational factors on the financial
performance of banking sector in Pakistan. Innovational factors include; process innovation, Product innova-
tion, digital financial innovation, Marketing innovation and organizational innovation. To serve the purpose
of this research, the data was collected from 305 respondents who were working at some managerial positions
at the banks in Pakistan. The data was analysed using the partial least squares – structural equation mod-
eling (PLS-SEM). The findings reveal that digital innovation is an important factor that spur the financial
performance of the banks. Moreover, organizational and process innovation are also significant innovational
factors that increase the financial performance. On the contrary, it is found out that marketing and product
innovation are not considered as an inevitable factors that increase the financial performance of the banks.
Thus, this paper suggests several policy implications for the commercial banks of Pakistan.

Keywords: Digital financial innovation; process innovation; product innovation; marketing in-
novation; organizational innovation; financial performance; and banking industry.

Introduction

In the present era, the global market has been facing serious challenges. It is because
of the rapid advancement in the technology and increasing in the global competition.
Companies are struggling to adopt changes to gain competitive edge. Innovation is re-
garded as an essential phenomenon around the globe. Companies adopt innovation to
fight hyper competition and improve the business performance. There is no doubt that
innovation is considered as an engine that sustain the competitive advantage of the firm
(Kuratko, Covin, & Hornsby, 2014). It is observed that companies are engaging them-
selves in adapting innovation in their business strategy. The global challenges can be
mitigated by adopting the innovational business strategy that can lead to enhancing the
performance. Literature suggests that innovation is an essential tool for gaining competi-
tive advantage and it is also a heartbeat of an economic expansion (Wadho & Chaudhry,
2018). In this globalized world, innovation can be used as an important tool to survive
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in the global challenging market. Dereli (2015) posed that innovative and creative skills
enhance the competitiveness and hence the performance of the firm.

The term innovation is refereed as the implementation of new innovative concept or
ideas related to product, processes, services, marketing and structure of the organiza-
tion. OECD (2005) highlighted four factors of innovation. They are, process innovation,
product innovation, organizational innovation, and marketing innovation. Process inno-
vation includes innovative methods and ways through which a firm operates. With the
help of process innovation, the efficiency of the production can be increased (Njeri, 2017).
In addition, product innovation involves those improved products that satisfy the cus-
tomer needs. Kahn (2018) stated product innovation increases the product extension line
and hence attract the customers. Marketing innovation refers to the innovative market-
ing strategies that efficiently improve the processes of product promotion. It is stressed
that marketing innovation enhances the firm performance by attracting more customers.
Lastly, organizational innovation sis defined as the new and improved organizational
structures that spur the profitability of the firms. The improved management introduces
the new form of management that improve the workplace environment and hence the
productivity of the organization.

There are several studies conducted that highlighted the role of innovation in the busi-
ness performance of the firm. Studies have been conducted in the context of developing
and developed economies both. Literature suggested mixed results stressing both the
positive or inverse relationship between innovation and firm performance. However,
previous studies ignored the digital financial innovational factors. Digital financial is also
an imperative factor of innovation that change the financial system of the organization.
It brought wide range of benefits for the organization and hence increase the profitability
of the firm. Despite of the significance of digital financial innovation, previous researches
have ignored the factor. Therefore, to fill the gap, this study attempts to investigate the
role of the innovational factors (such as, process, product, marketing, organization & dig-
ital finance) on the firm performance of the banking industry. Banking sector is one of the
most contributing sectors of the country, that is why, it is important to determine whether
the innovation plays any role in the performance of banks.

Theoretical background

Innovation and firm performance

Innovation is a multi-faceted component. According to OECD (2005), innovation is de-
fined as an application of any new digital services, product, processes, marketing strate-
gies and, organizational structures (Szłapka, Stachowiak, Batz, & Fertsch, 2017). Urban
and Verachia (2019) stated that innovation is an important thing that supports the man-
agement of the organization. Previous studies suggests various factors of innovation that
affect the performance of an organization. In this case, five important factors that can af-
fect the banking sector were used. These factors are digital financial innovation, product
innovation, process innovation, marketing innovation, and organizational innovation.
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Digital financial innovation refers to the implementation of technology in the finan-
cial system of the firm. It includes all the processes, services and products that indulge
technology (Klapper, El-Zoghbi, & Hess, 2016). Process innovation refers to the innova-
tive processes or new methods of operations that change the way the company functions.
This may include new techniques that improve the process and consequently increase the
efficiency of the production (Njeri, 2017). Product innovation includes an item containing
new features that satisfy the customer needs (Kahn, 2018).

In addition, the marketing innovation includes all the new and innovative strategies
to market the product or services (Szłapka et al., 2017). Lastly, organizational innovation
refers to the changes in the organizational processes or structures. The new forms of
management improve the performance of the organization and increase the effectiveness
(Gault, 2018). In the recent past, scholars stressed on the role of innovation in the firm
performance. According to the researchers, innovational factors play a crucial role in
improving the effectiveness and profitability of the firm. The firm performance refers to
the internal and external achieved goals set by the organization. It can be measured in the
forms of both, financial and non-financial performance. Financially, the bank performance
can be measured through its return on asset (ROA), return on equity (ROE), net profit
margin, etc.

Hypothesis development and empirical reviews

Effect of innovation on the firm performance

In the modern world, innovation plays a crucial role in the organization’s success. Nowa-
days innovation has become one of the popular phenomenon that focused by several
eminent scholars. There are numerous previous studies that highlighted the importance
of innovation and its factors (Urban & Verachia, 2019; Makanyeza & Dzvuke, 2015). In
the literature, the common innovational factors are organizational innovation, product
innovation, process innovation, digital financial and marketing innovation.

In the contemporary literature, there are numerous researches conducted on the disag-
gregated factors of the innovation. As mentioned earlier, innovation plays an imperative
role in the productivity of any organization. Therefore, several researches have focused on
the disaggregated factors of innovation. For instance, Tuan, Nhan, Giang, and Ngoc (2016)
stated in their study that marketing innovation, process innovation and organization in-
novations influence the financial performance of the firm, whereas, product innovation
does not play any role in the firm performance. Similarly, Makanyeza and Dzvuke (2015)
highlighted the importance of the organizational and product innovation in the perfor-
mance of the firms. Eggert, Thiesbrummel, and Deutscher (2014) revealed that product
innovation positively influence the firm performance by spurring the revenue growth
and the profitability of the firm. In contrast, some studies have also found inverse rela-
tionship of few innovation with the firm performance. Like, (Stojčić, Hashi, & Aralica,
2018) revealed negative influence on the firm performance. Karabulut (2015) found no
relationship of marketing innovation and product innovation with the firm performance.

In other study of Klapper et al. (2016) focused on the role digital financial innovation.
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It is stated that digital financial innovation affects the financial system of the organization
such, risk management, asset management, etc and subsequently influences the produc-
tivity of the organization. Rajapathirana and Hui (2018) highlighted that digital finan-
cial innovation is a novel factor that influence the production system of the organization.
Martin, Harihareswara, Diebold, Kodali, and Averch (2016) emphasized the significance
and benefits of digital financial innovation in their study. Companies can improve their
performance by adopting the financial innovations. Several other studies stressed on the
importance of product innovation and digital financial innovation in the productivity of
the firm (Yin & Zhengzheng, 2010; Mabrouk & Mamoghli, 2010).

Figure 1
Conceptual Framework

Based on the aforementioned discussion on the innovational factors and its role in the
firm performance. Some studies suggested significant impact of different innovational
factors on the firm performance, some suggested inverse relation between the studied
variables and few recommended no such relationship. Therefore, it is needed to conduct
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a study that investigate the relationship further. On the basis of above discussion, it is
hypothesised as;

H1: Process innovation has a significant impact on the firm performance.
H2: Product innovation has a significant impact on the firm performance.
H3: Digital financial innovation has a significant impact on the firm performance.
H4: Marketing innovation has a significant impact on the firm performance.
H5: Organization innovation has a significant impact on the firm performance.

Methodology

The main objective of this research is to determine the role of innovation on the firm
performance of banking sector. In this study, deductive approach has been used to fulfill
the objective. The data was gathered from the employees of banking sector, who were
working at the managerial position. The reason of choosing managerial level employees
was to ensure that the employees are well-aware about the financial performance of the
bank. Both the conventional and the Islamic banks located in Karachi, Pakistan were
selected. Non-probability purposive sampling technique was used to draw the sample
from the targeted population. A total of 350 questionnaire were distributed, out of which,
305 sample were gathered and were used in the analysis.

In the study, five innovation factors were used, they are; process innovation, product
innovation, digital financial innovation, marketing innovation, and organization innova-
tion. Financial firm performance of banking industry was used as an outcome variable.
All the latent variables were measured through an adapted questionnaire. The research
instrument was adapted from the previous studies (Al-Dmour, Al-Dmour, & Rababeh,
2020; Mabenge, Ngorora-Madzimure, & Makanyeza, 2020). Each variable comprises of
five items based on five-point Likert scale.

Results

Initially, the gathered data was screened. After the removal of missing values and outliers,
the proposed research framework was analyzed through PLS-SEM.

Respondent’s Profile

Table 1 reports the descriptive results of the respondent’s profile. It illustrates that from
the total 305 respondents, 190 were males and 115 were females. Among them, majority of
the respondent (179) were aged between 45 & above, 69 respondents were between 35-45
and rest of them were aged between 25-35. Half of the respondents (154) were qualified
as Masters and 151 respondents were only graduated. The majority respondents have
income level between 55K - 65K and 75K & above, very few respondents (around 14)
earning salaries between 45K - 55K.
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Table 1
Respondent’s profile

Demographics Frequency %

Gender
Male 190 62.7
Female 115 37.2
Age
25-35 57 18.7
35-45 69 22.6
45 & above 179 58.7
Education
Graduate 151 49.5
Masters 154 50.4
Income Level
45k-55k 14 4.6
55k-65k 110 36.1
65k-75k 79 25.9
75k & above 102 33.4
Total 305 100
Source: Author’s Estimation

Measurement model testing

Prior testing the proposed hypotheses, the outer measurement model was tested. In the
outer measurement model testing, the reliability of the research instrument and the valid-
ity of the variables were examined.

Table 2 shows the results of the construct reliability and convergent validity. Construct
reliability checks through the composite reliability (CR). If the CR values are greater than
0.7, it means the reliability of the instrument is established. Table 2 reports the results
showing all the variables are above the threshold, suggesting that instrument reliability is
established. In addition, convergent validity can be examined through average variance
extracted (AVE). If the value exceeds 0.5 that indicates convergent validity is established.
All the values of AVE are greater than the threshold indicating that convergent in our
research is also established.

Table 2
Construct Reliability and Validity

Variables CR AVE

Digital financial innovation 0.806 0.510
Firm performance 0.816 0.530
Market innovation 0.935 0.672
Organization innovation 0.814 0.598
Process innovation 0.794 0.563
Product innovation 0.894 0.740
Note: CR denotes as composite reliability & AVE
is the average variance extracted
Source: Author’s Estimations

In the measurement model, after ensuring the convergent validity, discriminant valid-
ity should be assessed. Basically, discriminant validity defines as the uniqueness of the
construct. There are three criterion through which discriminant validity can be checked,
they are; Fornell & Larcker, Cross Loadings, and HTMT ratios. Table 3 shows the results
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of Fornell & Larcker, it stated that all the diagonal values are exceeded the off-diagonal
values. It concludes that the discriminant validity is established.

Table 3
Fornell-Larcker Criterion

DI FP MI OI PI PRI

Digital Financial Innovation 0.714
Firm Performance 0.472 0.728
Marketing Innovation 0.200 0.228 0.820
Organizational Innovation 0.297 0.468 0.172 0.774
Process Innovation 0.507 0.584 0.210 0.297 0.751
Product Innovation 0.391 0.393 0.244 0.352 0.439 0.860
Source: Author’s Estimation

The other criterion for assessing discriminant validity is HTMT ratios. If the HTMT
ratios are less than 0.85 (Henseler, Ringle, & Sarstedt, 2015) then the construct has dis-
criminant validity. Table 4 reports the results of HTMT, suggesting that the discriminant
validity has been established as all the HTMT ratios are less than the threshold. In addi-
tion, the third criterion i.e. cross loadings (table is attached in appendices) also indicates
that the discriminant validity has established.

Table 4
Heterotrait-Monotrait Ratio (HTMT)

DI FP MI OI PI PRI

Digital Financial Innovation
Firm Performance 0.279
Marketing Innovation 0.263 0.270
Organizational Innovation 0.419 0.581 0.251
Process Innovation 0.763 0.853 0.269 0.463
Product Innovation 0.506 0.496 0.279 0.454 0.587 0.657
Source: Author’s Estimation

The results of predictive accuracy and relevancy are reported in table 5. According to
the results, the predictors for firm performance are 45% accurate and 221% relevant.

Table 5
Predictive Relevancy & Accuracy

R Square Adj. R Square Q-Square

Firm Performance 0.464 0.455 0.215
Source: Author’s Estimation

After ensuring the measurement model, proposed hypotheses can be tested. In this
case, the structural model was tested using PLS-SEM technique. Table 6 shows that hy-
pothesis testing results of the proposed framework. It suggests that the digital innovation,
organizational innovation, and process innovation play an essential role in improving the
firm performance of the banking industry in Pakistan. However, product innovation and
marketing innovation do not significantly improve the bank performance.
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Table 6
Hypothesis testing

Hypotheses Estimates T-Stats P Values

Digital Financial Innovation → Firm Performance 0.165 2.726 0.007
Marketing Innovation → Firm Performance 0.055 1.208 0.228
Organizational Innovation → Firm Performance 0.278 3.945 0.000
Process Innovation → Firm Performance 0.386 5.184 0.000
Product Innovation → Firm Performance 0.048 0.982 0.327
Source: Author’s Estimation

Conclusion and Recommendations for Future Research

The study aimed to examine the role of innovational factors in the banking performance of
Pakistan. The financial sector of Pakistan (including banking sector) contributes the econ-
omy up to 75 percent (State Bank of Pakistan, 2021). Despite knowing the significance of
the sector, lack of researches have been conducted on this particular subject. Nowadays,
the world is facing transformation in almost every sector because of emergence of indus-
try 5.0. It is important to comprehend their roles and investigate its consequences. Hence,
the main purpose of this research is to investigate the different innovational factors and
its effect on the financial performance of the banking sector in Pakistan.

To serve the purpose, five important innovational factors have been used that might
affect the performance of the bank. These factors are digital financial innovation, market-
ing innovation, product innovation, process innovation, and organizational innovation.
The results of the present study highlighted that digital innovation, process innovation,
and organizational innovation play a vital role in increasing the performance of banks.
Based on the obtained findings, the managers of the bank should focus on the digitaliza-
tion of the firm. If the bank embraces digital innovation, it automatically improves the
processes and organizational structural. Therefore, it is recommended to the stakeholders
to focus on the digital innovation of the bank.

This research is also not without limitations. Our research is confined with banking
industry of Pakistan. In future, some other industries can also be focused, like pharma-
ceuticals, textile, fertilizers, etc. In Pakistan, the role of innovation can also be compared
between Islamic and conventional banks. As Islamic banking is an evolving sub sector
in the country. Moreover, the study only tested five components of innovation, whereas,
past studies suggested several other innovational factors, which can further be used in
future studies.
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