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The Determinants of Financial Innovation
Dewi Tamara, Adler H. Manurung, Dezie L. Warganegara, Toto Rusmanto
Abstract— The importance of innovation in financial sector has attracted attention of scholars and practitioners. However, the scholar work
of literature about determinants of financial innovation is incomplete and limited. This paper propose new angle from Resource-Based View
to indicate the determinant of financial innovation which are innovation organization, skill, peer, information technology and firm size. Using
sample from mutual funds companies in Indonesia and the method of partial least square to analyze data, this paper finds that innovation
organization, skill and technology information are significant to financial innovation. This results indicate that premise of resource-based
view also important to innovation in financial sectors. This paper contributes to the body of knowledge either in resource-based view
literature and financial innovation in term of the discussion of determinants factors of innovation..
Index Terms— financial innovation, resource-based view, innovation organization, skill, peer, information technology, firm size, mutual
funds
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1 INTRODUCTION
THe impact of financial innovation to the firm performance
has been discussed a lot in manufacturing industry. Research
about innovation in manufacturing typically related with R&D
and technical excellence. However, paper about financial
innovation is limited in empirical evidence. This paper aims
on relation between financial innovation and firm
performance. The reason why the research is conducted
because financial industries is a highly regulated industries in
every country. It is very important to conduct research where
the determinants of financial innovation are proposed.
Moreover, it discusses the determinants of financial
innovation such as skill, peer, innovation organization,
information technology and firm size as it will be different
from manufacturing innovation’s determinant. This paper
provides contribution on determinants of financial innovation
area.

2 LITERATURE REVIEW
For a long time, financial innovation is regarded as positively
and significantly affecting investor and financial world.
Financial innovation is labeled as an ―engine of economic
growth‖ [1], [2], and ―general purpose of technology‖ [3], [4].
Output of "engine of economic growth" is a new product and
service in the field of finance. Tufano (1989) shows that of all
public offerings in 1987, 18 percent were securities or assets
that had not existed in 1974. [5] documented 19 major types of
financial innovations that occurred over the last 40 years, from
Interest rate innovation until Eurobonds bond innovation.
The "general purpose of technology" view of innovation refers
to new financial products that not only generate returns to
innovators but potentially to all economic systems.
Households will have more choices for investment products
and lower cost when searching and deciding the placement.
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Financial innovation has distinctive characteristics that are
different from industry innovation and technological
innovation. Financial innovation is an activity of creating and
popularizing new financial instruments, through financial
technology facilities, which have a positive impact on financial
institutions and markets [2], [6]. [7] mentions that financial
innovation consists of developing new products or services,
new production processes, and new organizations. This new
organization shall be created to harmonize the new product or
process, whether to develop or distribute the new product and
services [8]. [9] classify financial innovations into categories:
(1) new products and services, (2) new procedures, and (3)
new type of company.
The financial innovation can provide solution to face changes
in regulation and taxation policy. If industry players are of the
opinion that high taxes and regulations are too tight, then this
can increase innovation activity [10]. Other example is a tax
amnesty policy that tariffs taxes on the wealth or income of
Indonesian citizens abroad will allow funds to enter the
country. Financial innovation can take advantage of this tax
policy by creating new low-cost and low-risk financial
products or services. So financial innovation can be a real
economic engine.
To cover incomplete markets, agency problems and
asymmetric information, financial innovation should be
developed to satisfy investors' needs. This is to complement to
a less efficient markets where involved market participants
cannot transfer capital or reduce risk. The financial innovation
can be used as an instrument to maintain this balance [10].
The empirical evidence on the impact of innovation on profits
and firm performance is mostly mixed [11]. For example, [12]
discusses that difference in profitability between innovators
and non-innovators could be based on factors such as firm size
and industry characteristics. [13] finds that innovators in
financial services in England exhibit higher profit. Although it
seems that the relation between innovation and firm
performance vaguely existed, these studies failed to converge
the precise nature between innovation and performance.
The following is determinant factors for financial innovation
proposed by this paper.
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2.1 Firm Size
Firm size as a factor of innovation is still debatable. [14]
argued that relatively large companies would be better suited
to pursue innovation for two reasons, large fixed cost of R&D
projects and bigger company has better access to financing. In
contrast, according to [15], small firms can innovate more
quickly because of the length of bureaucracy doing research
and development in large companies. [16] found that between
1990 and 2002 in the United States small companies play a role
in innovation. These studies failed to show consistent relation
between firm size and financial innovation.

this investment opportunity, because large bands can carry
information quickly, and increase financial market activity
such as trading and financial transactions. [25] examine ICT
technology relationships with Exchange Traded Fund (ETF) in
Brazil, Japan, Mexico, South Korea and the United States. ETFs
are investment products that mimic the performance of
selected financial assets. However, those studies are not able
to explain the relation between information technology and
financial innovation.

2.3 Peer
[17] argue that there are three reasons why company mimic
other companies. First, the interaction between financial
structure and product competition in the market. Second, the
rational herding model based on the decline of information.
Finally, there is an attempt to increase the relative perceptions
of quality managers in the labor market. This study did not
include the mimicking behavior for non-innovators to
innovators to produce a financial product innovation.

The data are collected using questionnaire that addressed to
the managers of 76 mutual funds companies in Indonesia. The
unit analysis of this research is the manager. The returned
questionnaires are 40 that used as a basis for analyzing the
data.

2.4 Skill of Investment Manager
The manager's skills are one of the critical success factors in
the company and entrepreneur [18]. In the world of finance,
skill managers, especially investment managers have a more
specific definition. Investment managers are expected to have
expertise that can generate a better yield or return on
investment from a market or product benchmark. The
question of whether the investment manager has the skills or
just 'lucky' has been suspected by [19]. [20] and [21] proves
that as a group, active mutual fund product investors perform
below the market and cause the performance of investment
products to be unpredictable. However, these studies did not
relate the skill ability to produce sophisticated financial
innovation product.
2.5 Organization Innovation
The study of organizational innovation focuses on the role
of organizational structure, learning process and adaptation to
technological and environmental changes [22]. The
organizational structure will affect the efficiency of the
innovation activity, whereby certain structures will be more
appropriate to an environment. For example, greater
organizational integration will improve coordination,
planning, and innovation implementation strategies.
However, the study did not prove an exact relation between
organization innovation with financial innovation in finance
service companies.

3 MATERIALS AND METHODS

Fig 1. Model of Financial Innovation
The definition of financial innovation follows of [5] and
[16]. Based on the definition, the author then created
instrument indicator to examine the existence of financial
innovation in mutual funds companies. As shown in Table 1,
there are 23 indicators related to three types financial
innovation: product, marketing and process. Using five-point
Likert-type scale with 1-strongly disagree, 2-disagree, 3neutral, 4-agree, 5-strongly agree, the respondent replied the
most likely statement for their company’s condition in the last
four years.
For innovation organization, this paper use [26] indication
with modification to the context of mutual funds industry. For
skill indicators the author creates from literature existed about
skill in investment companies [19], [20], and [21] among
others. The technology information, peer and firm size the
author creates the indicators from existing literature because
there is no available indicators yet concerning this variables.

Table 1. Financial Innovation types
Product
1

2.6 Information Technology
According to some researchers, financial markets are an
information market [23], [24]. Technology enriches the flow of
information, which is a prerequisite for the decentralization of
financial markets to be more effective. For example,
geographical factors are a benefit to open new opportunities to
invest in securities assets that are not available in the
investor's home area. High-speed Internet can help expand

2
3
4

Attributes
New products that relate to new
investment objective
New products that relate to new
asset allocation
New products with new underlying
asset
New products that relates to cash
investment for retail investors
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5
6
7
Marketing
1
2
3

4

5
6
7
8
9
10
11
12
Process
1

2
3

4
Total

Provide customized product that
complies with regulation
At least initiate one project for new
product
Our products are registered in
intellectual property rights
The company collaborate with other
parties for products distribution
The company explores online
channel distribution
The
company
explores
new
distribution model such as using
Program Laku Pandai from OJK
The company initiates campaign or
promotion
in
different
local
languange
The company promotes the product
with appropriate risk profile
The company uses co-branding with
other companies
The companies collaborates with
domestic mutual funds companies
The companies collaborates with
foreign mutual funds companies
The companies issues investment
guidelines in different local language
The companies aimes new target
market every year
The company has incentive program
for loyal customer
The company repositions its existing
products
The company conducts regular
Focus Group Discussion with
customer
The company conducts market
research at least once a year
The company conducts regular
training to existing and new
distributors
The company conducts regular
motivation sharing session
23
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4 RESULT AND DISCUSSION
The results of the respondents’ profile were shown in Table 2.
Most mutual funds companies are local (75%) and foreign
(25%). The majority respondents are male (87.5%) and
followed by female (12.5%). Most respondents own more than
five years’ experience (62.5%), with the average age of 30-45
(50%). The respondents hold bachelor’s degree or S1 (75%)
and the remaining are master’s degree (25%).
Table 2. Profiles of respondents
Characteristics

Category

Mutual
funds
companies
Gender
Period
experience

of

Age

Educational level

Local
Foreign
Male
Female
<5 years
>=5 years

Frequency
(n=40)
30
10
35
5
15
25

%
75
25
87.5
12.5
37.5
62.5

<30
30-45
>45
Bachelor’s degree
Master’s degree

10
20
3
30
10

25
50
7.5
75
25

Note : (n=40)

The descriptive statistics is shown in Table 3, with mean and
standard deviation of all variables. The innovation
organization variable has the highest level (3.73), followed by
innovation organization (3.73) and technology information
(3.64). While firm size has average of 2.87 and skill 2.84. Firm
size and skill indicate that manager is not quite agree with the
indicator statements.
Table 3. Descriptive Statistics
Variables
Financial Innovation
Innovation Organization
Technology Information
Skill
Peer
Firm Size
Note: (n=40)

Likert Scale
1-5
1-5
1-5
1-5
1-5
1-5

Mean
3.41
3.73
3.18
3.64
2.84
2.87

SD
1.00
0.79
1.10
1.17
0.90
1.32

This research uses Partial Least Square (PLS) model to
estimate the measurement and structural model of financial
innovation and its determinants. The result from PLS
regarding financial innovation study shows that PLS can
indicate linear relationship among determinant factors of
financial innovation regardless the sample size [27]. The
measurement model evaluates the relationship between
measures and constructs by assessing the reliability and
validity of the constructs. Table 4 shows the result using
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Cronbach’s alpha that is exceed the level 0.5 suggested in Hair
et al (2011), with a range from 0.687 to 1.000. The average
variance extracted (AVE) is to evaluate the convergent
validity. The level 0.5 shows enough convergent validity
according to [28]. This model shows AVE for all constructs are
above 0.5.

innovation
Relationship between firm
-0.081
size
and
financial
innovation
Notes : significant at *p<0.05 level
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0.595

0.552

5. CONCLUSION

Table 4. Reliability Result for Financial Innovation Model
AVE
Financial
Innovation
Innovation
Organization
Technology
Information
Skill
Peer
Firm Size

0.514

Composite
Reliability
0.808

R2

0.532

0.900

0.875

0.706

0.921

0.886

0.718
0.841
1.000

0.925
0.955
1.000

0.898
0.939
1.000

0.545

Cronbach’s
alpha
0.687

The result is continued with Table 5, that shows path
coefficient and the R-square values for the structural model.
The R-square for financial innovation is 0.545, indicates the
moderate strength of relationship between independent and
dependent variables. According to [29], standardized path is
considering meaningful if it is at least 0.20, and ideally above
0.30. The result of this research shows that innovation
organization and technology information show both path
coefficient above 0.30. While skill and peer are less than 0.20.
Moreover, the firm size shows negative path coefficient.
The innovation organization shows significantly positive
relationship with financial innovation. In addition, the
technology information also shows the same result. While
other variables such as skill and peer show insignificant
positive relationship, and firm size shows poor significant
negative relationship with financial innovation.

Table 5. Hypothesis Result

Relationship
between
innovation organization
and financial innovation
Relationship
between
technology
information
and financial innovation
Relationship between skill
and financial innovation
Relationship
between
peer
and
financial

Path
Coefficient
0.385

t-stat
3.276

pvalues
0.001*

0.352

2.547

0.011*

0.196

1.538

0.124

0.169

1.182

0.237

This paper aimed to investigate the determinant factors of
financial innovation. The determinants of financial innovation
are proposed as skill, peer, innovation organization,
information technology and firm size. The result reveals that
among the factor determinants proposed, innovation
organization and technology information are significantly
positively related to financial innovation. While other factors
such as peer and skill are moderate positively related to
financial innovation. Moreover, firm size is negatively related
to financial innovation.
In relation to financial innovation and industry changes, the
antecedents such as skill, peer, innovation organization,
information technology and firm size can be determinants of
financial innovation in mutual funds organization. The ability
of the firms to manage and leverage their manager’s skill, to
innovate the organization, and the information technology
will improve the performance of the firm. For example, the
massive existence of information technology forces the
regulators to accept the financial technology company and
create new regulations. In terms of new product innovation, it
is possible to create new financial product with inflation-based
or tax-based regulation. This research contributes to the body
of knowledge of financial innovation determinant factors with
empirical evidence in mutual funds Indonesia.
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