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Muhammad Zia Aftab Khan (South Korea), Ji Hyun Park (South Korea)

THE EFFECT OF HUMAN
CAPITAL ON PERFORMANCE
OF EAST AFRICAN
COMMERCIAL BANKS

Abstract

This paper aims to examine the effect of human capital on performance of East'African
commercial banks. Given increased competition and regulatory-pressure, commercial
banks must understand the intrinsic value of human capital as a key suecess factor.

With extraordinary growth in financial innovations, firms are gradually focusing on
knowledge resources as a source of competitive advantage and superior performance.
Human capital lies at the heart of knowledge resources. Therefore, firms should strive
to develop and use human capital for sustained superior performance. The study popu-
lation consists of 42 commercial banks licénsed by the Central Banks of East Africa.
Data was analyzed using descriptive and inferential statistics. The studyhiad three con-
trol variables such as firm size, firm age, and market share. The independent effect of
human capital on firm performance was examined: Thus, this study is more objective
and superior. It is focused on«the EastrAfrican banking sector. Therefore, future re-
search should consider othér sectors of the economy. Besides,all the variables were
measured quantitatively, which allowed considering the use of qualitative measures.
This can shed more light on the human capitald@nd performance nexus. The results of
the study are of strategic importance to managers and regulators, given the important
link between banks and macroeconomic factors. Accordingly, these findings will help
develop strategic decisions‘and policies that support the growth of a robust African
banking sector.

Keywords banking sector, market share, economic control,
regulatory pressure
JEL Classification G10,G17, G 21

INTRODUCTION

Researchers claim that the world’s economies are gradually moving
from being production-based to knowledge-based due to techno-
logicalyrevolutions and changing customer expectations (Clarke &
Gholamshahi, 2018; Mahdi, Nassar, & Almsafir, 2019). Accordingly,
modern-day firms must appreciate the importance of intangible re-
sources as a source of competitive advantage and superior perfor-
mance. As early as in the 1960s, Becker (1964) mentioned that physical
factors of production explained a relatively small part of the growth in
income and wealth of nations. Later in the 1990s, Drucker (1993) stat-
ed that traditional factors of production were easily accessible to com-
petitors and had little strategic importance, which emphasized the im-
portance of intangible resources. Becker (2009) observed that human
capital accounted for approximately three-quarters of the developed
countries’ wealth. From the same point of view, it is believed that hu-
man capital affects the development and utilization of other knowl-
edge resources of a firm (Wang & Chang, 2005; Shivdas & Ray, 2017).

The influence of knowledge resources on firm performance is widely
cited in the extant literature. However, the impact differs across indus-
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tries due to heterogeneity of business processes and resource profiles (Seleim, Ashour, & Bontis, 2007;
Megna & Mueller, 1991). In particular, human capital is vital to service industries, for instance, banks,
where competitive advantage hinges on innovation and service quality (Young, Su, S.-C. Fang, & S.-R.
Fang, 2009). Furthermore, banks maintain minimal physical assets, so they are more reliant on.human
capital for competitive advantage. Accordingly, banks must invest heavily in their human capital for
long-term sustainability (Noe, Hollenbeck, Gerhart, & Wright, 2017; Chicu, del Mar Pamies, Ryan,&
Cross, 2019; Gabriel, 2016; Chen & Huang, 2009).

Despite the importance of human capital to service organizations, only a few studies have examined the
effect of human capital on firm performance in the banking sector, in particular, in East Africa, which
pioneered mobile banking. Most of the mentioned studies focused on manufacturing firms in devel-
oped and emerging economies, that is, the U.S., Europe, Canada, and Asia. In addition, most of previ-
ous studies measured human capital using qualitative measures (Khalique, Bontis, Nassir bin Shaari, &
Md. Isa, 2015; Bapna, Langer, Mehra, Gopal, & Gupta, 2014;). Therefore, the main focus of the study is

to examine the effect of human capital on the performance of Kenyan banks.

1. LITERATURE REVIEW

AND HYPOTHESES
DEVELOPMENT

Resource-based view theory suggests that firm re-
sources are a source of competitive advantage and su-
perior performance (Hatch & Dyer, 2004). Strategic
resources are characterized as valuable,rare, im-
perfectly imitable and non-substitutable (Barney,
1986; Penrose, 1959; Peteraf, 1993; Wernerfelt, 1984;
Maditinos, Chatzoudes, Tsairidis;»& Theriou, 2011).
In an era of knowledge, intangible resources are
considered more importantythan tangible resourc-
es (Clarke & Ghelamshahi, 2018; Mahdi, Nassar, &
Almsafir, 2019). This#view is corroborated by Itami
and Roehl (1987), who stated that “intangible assets,
such as a particular technology, accumulated con-
sumer information, brand name, reputation, and
corporaté cultureyare invaluable to the firm’s com-
petitive power. In fact; these invisible assets are often
the only real sotirce of edmpetitive edge that can be
sustained over time.” A collective term for intangi-
ble resoutces is intellectual capital (Attar, Kang, &
Sohaib, 2019). According to Stewart (1997), intellec-
tual capital refers to intellectual material, informa-
tion, knowledge, intellectual property, experience,
and relationships that are used for a company’s suc-
cess. Intellectual capital consists of human capital,
structural capital and customer (relational) capital
(Edvinsson & Malone, 1997). With respect to intel-
lectual capital, there is a universal consensus among
researchers that human capital has the most pro-
nounced influence on performance (Hall, 1992).
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1.1. Human capital

In the fieldyof management, human capital has re-
ceived considerable ‘research “attention (Sahari,
Nichol, & Yusof, 2019; Ulrich & Kryscynski, 2019).
Srivastava (2001) claims that “the power and product
of the human mind is the supreme source of compet-
itive advantage in/n era of knowledge economies”.
In addition;yssome studies claim that human capi-
tal supports the development and application of all
forms of organizational knowledge (Wang & Chang,
2005; Benhabib & Spiegel, 2005). Likewise, Bontis,
Ciambotti, Palazzi, and Sgro (2018) and Bratianu
(2018) postulate that human capital nurtures other
forms of organizational knowledge, while Jin. Han,
Jia. Han, and Brass (2014) claim that human capital
drives innovativeness and complements other ele-
ments of intellectual capital. The superiority of hu-
man capital is attributable to its flexibility, adaptabil-
ity, and self-regeneration.

Extant literature shows diverse definitions of human
capital. Halim (2010) views human capital as “what
a single employee brings into value-adding processes,
consisting of professional competence, social compe-
tence, employee motivation, and leadership ability”.
Sveiby (1997) asserts that human capital is the capac-
ity of employees to act in varied situations in a man-
ner that creates both tangible and intangible assets.
Additionally, Schultz (1961) avers that human capital
consists of knowledge, skills, and abilities of an or-
ganization’s workforce. Toms, Wilson, and Wright
(2013) define human capital as people, their abilities
and performance in an organization. Reichenberg
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and Andreassen (2018) view human capital as “the
qualities of the individuals, their qualifications and
competencies”. Davenport and Prusak (1998) con-
tend that human capital embodies intangible re-
sources of abilities, effort, and time that workers
bring and invest in their work. In general terms, hu-
man capital symbolizes an organization’s collection
of employees’ skills, abilities, attitudes, and experi-
ences that create and deliver value.

Generally, it is believed that human beings possess
certain abilities, knowledge, skills, and expertise,
which organizations and nations can leverage for
competitive advantage and ultimately optimize
goals (Bapna, Langer, Mehra, Gopal, & Gupta,
2013). Some of these goals include regional bal-
ance and economic growth (Fleisher, Li, & Zhao,
2010), firm growth (Colombo & Grilli, 2005), re-
gional productivity (Gennaioli, La Porta, Lopez-
de-Silanes, & Shleifer, 2013), foreign direct invest-
ment flow (Noorbakhsh, Paloni, & Youssef, 2001),
financial performance (Crook, Todd, Combs,
Woehr, & Ketchen, 2011), innovation (Dakhli &
De Clercq, 2007), technology diffusion (Benhabib
& Spiegel, 2005; Link & Siegel, 2007), entrepze-
neurial success (Martin, McNally, & Kay, 2013)
and employees earnings (Harris & Helfat, 1997).

Despite the importance attachedsto human capital,
its influence on firm performance is largely con-
troversial. A number studiés indicate positive cau-
sality (Crook, Todd, Combs, Woehr, & Ketchen,
2011; Seleim, Ashouf, & Bontis, 2007; Shrader &
Siegel, 2007), while others suggest a negative asso-
ciation (Smriti & Das, 2017; Kor & Mahoney, 2005;
Firer &Williams, 2003). Still, Khalique, Bontis,
Nassir bin Shaariyand Md. Isa (2015),asserted that
human capital had no effect on firm performance,
while Wang anid Chang\(2005) found an indirect
effect through the other three sub-constructs of
intellectual capital (process capital, innovation
capital‘andycustomeér capital). Evidently, the rela-
tionship between human capital and firm perfor-
mance requires further inquiry.

1.2. Performance of the banking
sector

The banking sector is of enormous impor-
tance to regulators, scholars, and practitioners
due to its influence on economic development.
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Research shows that banks have an influence
on economic growth (Tongurai & Vithessonthi,
2018; Balcilar, Gupta, Lee, & Olasehinde-
Williams, 2018), job creation (Toms, Wilson, &
Wright, 2019; Cai, Song, Ma, Dong, & Xu, 2018;
Khan & Anuar, 2018), resource allocation (Beck,
Demirgiic-Kunt, & Levine, 2007; Dywer, 2018),
poverty alleviation (Abdin, 2016; Sikod«& Bave,
2015), education (Sun & Yannelis, 20165 Goksu &
Goksu, 2015), and agriculture (Anetor, Ogbechie,
Kelikume, & Ikpesu, 2016). Consequently, an
underperforming banking sector undermines
economic growth through'reduced investments
in the production of goods and services (Sufian
& Chong, 2008; Dietrich & Wafizenried; 2014).
Despite the.importance attachied to the banking
sector, studies.show that the sector continues to
grapple with numerous challenges ranging from
swelling non-performing loans, stringent regu-
lationsmanditechnologieal revolution, which have
adversely affected performance (Gololo, 2018,
Psillaki & Mamatzakis, 2017). Given the afore-
said challenges, the East African banking sector
isregarded as one of the most innovative, vibrant
and resilient in Africa, which demonstrates the
importancepof intellectual capital as postulat-
ed by the resource-based view (Kasekende &
Nikolaidou, 2018; Muthinja & Chipeta, 2018;
CarlettiySenbet, Cull, Allen, Qian, & Valenzuela,
2018). Meanwhile, the current debate among re-
searchers reveals elements of intellectual capital
that have a significant influence on firm per-
formance (Link & Siegel, 2007; Wang & Chang,
2005; Reinartz, Krafft, & Hoyer, 2004). Previous
studies have singled out human capital as the
main sub-construct of intellectual capital due
to its effect on other sub-constructs and its si-
multaneous effect on various organization out-
comes (Crook, Todd, Combs, Woehr, & Ketchen,
2011; McDowell, Peake, Coder, & Harris, 2018;
Benevene, Kong, Lucchesi, & Cortini, 2019). In
view of the aforesaid, this study postulates that
human capital has an impact on firm perfor-
mance and the hypotheses are formulated as
follows:

HO: Human capital has no significant effect on
firm performance.
HI: Human capital has a significant effect on

firm performance.
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2. RESEARCH DATA
AND METHODOLOGY

2.1. Sample and data

This study was grounded on the positivist para-
digm that postulates that experimental observa-
tion and reason based on experience are the ba-
sis for understanding human behavior. The study
is longitudinal and explanatory. The population
consisted of all 42 commercial banks licensed
by the Central Bank of Kenya. However, only 31
banks qualified for analysis due to missing data.
Data was extracted from banks’ annual reports
and the Central Bank of Kenya supervisory re-
ports for 2008-2017, which yielded 310 observa-
tions. The data was analyzed through descriptive
and inferential statistics. Specifically, the data was
summarized using descriptive statistics, while
pairwise correlation analysis was applied to ascer-
tain the nature and strength of relationships be-
tween the research variables. The hypotheses were
tested through multiple regression analysis

2.2. Measurement of variables

The study took into account four types of variables:
an independent variable (humamn capital), control
variables (firm size, firm age, afid firm market share)
and a dependent variable (performance). Firm per-
formance was measured as return on assets (ROA).
A high ROA impliesthat a firm was utilizing its as-
sets efficiently and for value. Human capital was the
explanatory variable, and the proxy was measured as
the average employee compensation (staff costs per
employeé€). This study used staff_costs per employ-
ee as@ proxy of human capital- Staff costs comprise
of salaries, wages, trainifig costs, pension and other
employee befiefits (Pulic, 2000; P. Stahle, S. Stahle, &
Aho, 2011). Staff costs per employee are justified for
three reasons. Firstfrom a strategic point of view,
staff costs are not expenses, rather they are invest-
ment, since human capital plays a critical role in
value creation (Young, Su, S.-C. Fang, & S.-R. Fang,
2009; Edvinsson & Malone, 1997; Pulic, 2000; Pucar,
2012; Al-Musali & Ku Ismail, 2016). Second, staff
costs per employee indicate the quality of a firm’s hu-
man resources (Hahn, 2009). Firms rarely disclose
employees’ level of education and annual investment
on human capital development in their annual fi-
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nancial reports implying that such information is
the domain of primary data, which is not as objec-
tive as secondary data. To control for sample hetero-
geneity, the study controlled for the firm and indus-
try factors by incorporating firm size, firm age, and
market share. Firm age was measured as the num-
ber of years since the commencement of operations
(Ilaboya & Ohiokha, 2016). Firm size was nieasured
as the logarithm of total assets (Wan & Zhang, 2018;
Chiorazzo, Milani, & Salvini, 2008). Data on market
share was extracted from the Central Bank of Kenya
annual supervisory reports. Market share'is aicom-
posite index of net assets, deposits, totahshareholder
funds, number of loan a¢counts and. number of de-
posit accounts. The regression modél is illustfated as
follows:

FBz = 130 + ﬂlHCit +182FAit +
+ ,BsFSiz +IB4MSit + &

1)

whére FP = firm performanee; HHC - human cap-
ital; FA - firm age; FS —firm size; MS - market
share; and g, — error term.

3. 'RESULTS AND ANALYSIS

The study conducted a variety of diagnostic tests
to determine the appropriateness of the panel da-
ta for analysis. The tests included normality, sta-
tionarity, multicollinearity, and autocorrelation.
All the tests established that the data was suitable
for further statistical analysis. Descriptive statis-
tics are presented in Table 1, results of correlation
analysis in Table 2 and the results of multiple re-
gression analysis in Table 3.

Table 1 shows that the average bank performance
for 2008-2017 was 3%. In addition, the average
bank age was 35 years, while the mean bank size
stood at Ksh 76.6 billion. Further, the table indi-
cates that the mean human capital was 2,079.328,
while the average bank market share was 3.09%.

Table 2 shows that all the variables were positively
correlated as evidenced by human capital and per-
formance (r = 0.598, p < 0.01), firm age and per-
formance (r = 0.294, p < 0.01), firm size and per-
formance (r = 0.372, p < 0.01), market share and
firm performance (r = 0.713, p < 0.01), firm size
and firm age (r = 0.542, p < 0.01), firm size and hu-
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Table 1. Descriptive statistics of the research variables

Source: Compiled by authors (2019).

Variable Obs. Mean Min Max Std. dev
Firm Performance 310 0.03 0.00 0.10 0.018354
Human Capital 310 2079328 gass7is 39305 6876502
BankSize 310 | 76600000000 2289000000 . 556,000,000,000 & 96,200,000,000
BankAge S 30 s . 100 12100 29,2206
Market SH;r‘e 310 - 309 o O - 06 4.603822
Table 2. Results of pairwise correlation analysis

Source: Compiled by authors (2019).

Variable FP HC BA BS MS
Firm Performance (FP) . 1 - - : -
Humac3p|ta|(|-|c) LS 598** O 1 — - ;
BankAge(BA)294**350** 1 .
Bank5|ze(35) SOOI SN 372** » . 231** » e B, -
MarkEtShare(MS) SOOI S 713** O N 406** O S 503** 4

Note: ** correlation is significant at the 0.01 level (2-tailed); * correlation is sighificant at the 0.05 level (2-tailed).

Table 3. Correlation analysis results

Source: Compiled by authors (2019).

Variable Coefficient Std. error t-statistic Prob.
Constant —1.818357 0439151 ~4.140618 0.0000
""""""""""""""""""""""""" 6.446711 0.047412 9.421881 OOOOO
H WWWH—"O.086684 0.116672 —0.742974 04581 """"""""
"""""""""""""" 4 0.140683 0.069396 —2.027238 00436
""""""""""""""" 0.493777 0.037968 13.00524 OOOOO
‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘ 6_804278 - - S
"""""""""""""" 53.23696 - -
"""" M:OOOOOO - -
ml.\lumt;ér of observations 310 - : - : -

man capital (r = 0.306, p %,0.01), human capital
and firm‘age (r = 0:447, p <0.01), miarket share and
human capital (r = 0406, p <0.01), market share
and firm size (#*= 0.8084p < 0.01) and market share
and firm ageé (= 0.503, p < 0.01).

Table 3 shows the résults of the random effect re-
gression analysis. The study found that human cap-
ital had a positive and significant effect on perfor-
mance (p = 0.447, p < 0.05). Thus, the null hypoth-
esis that human capital has no significant effect on
performance is rejected, and it is concluded that
human capital had a positive and significant im-
pact on bank performance. A one-percent change
in human capital leads to a 44.7% change in firm
performance. The study controlled for firm age,

60

firm size and market share. Firm age (p = -0.0866,
p > 0.05) and firm size (f = -0.1406, p < 0.05) had a
negative effect on firm performance, while the im-
pact of market share was positive and significant
(B = 0.494, p < 0.05). As firms grow in size, they
suffer bureaucracies that lead to inefficiencies and
resistance to change ultimately weakening perfor-
mance. This phenomenon is christened as struc-
tural inertia (Hannan & Freeman, 1984).

4. DISCUSSION

These findings support a resource-based view
theory that postulates that competitive advan-
tage and superior performance emanate from

http://dx.doi.org/10.21511/bbs.15(2).2020.06



firm resource profile, in particular, intangible
assets. The results are corroborated by Crook,
Todd, Combs, Woehr, and Ketchen (2011),
Felicio, Couto, and Caiado (2014) and Bae and
Lawler (2000). However, they contradict those of
Wright, McCormick, Sherman, and McMahan
(1999), who content human capital has no ef-
fect on performance, and those of Firer and
Williams (2003), Hitt, Bierman, Shimizu, and

Banks and Bank Systems, Volume 15, Issue 2, 2020

Kochhar (2001) and Kor and Mahoney (2005),
who reported a negative association. The varia-
tion in findings can be due to contextual issues
and industry factors. The mentioned studies fo-
cused on manufacturing firms in industrialized
and developing economies, where structural
capital is more important than human capital.
Conversely, this study centered on thesservice
industry, and a developing country.

CONCLUSION

The study sought to investigate the relationship between human capital and firm_performance
in the banking sector. Empirically, the study found that human capital had a positive and sig-
nificant effect on firm performance, thus validating the prepositions of a resource-based view
theory. Banks operate in a highly competitive environment coupled with unprecedented growth
in financial innovation and regulatory surveillance. Thus, banking institutionssmust ifivest heav-
ily in their human capital for innovativeness and customer satisfaction to create sustained com-
petitive advantage for survival and enhanced performaneenThis entailsithe use of human capital
and other knowledge assets to solve customer problefms in order to gain a competitive advantage.
Furthermore, investments in recruitment, training/and retention of employees contribute to long-
term value creation. For managerial purposes, bank managers shotilld consider innovative ways of
developing and utilizing their human capital to optimize firm performance. Despite the novelty
of the findings, there are some limitationseFirst, the study was longitudinal, so the data was sec-
ondary and quantitative. Besides, all yariables were measuredwusing proxies derived from income
statements and balance sheets. Future studies' may,consider a qualitative approach. Finally, the
paper focused on the Kenyan banking sector so otherisectors of the economy may be considered
in future studies.
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