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Abstract 
Existing empirical literature and theories on human capital fail to offer a 
conclusive explanation for its relationship with income diversification and 
bank financial performance. Consequently, this study fills the gap by 
investigating whether income diversification moderates the relationship 
between human capital and bank financial performance in Sri Lanka. This 
understanding of how income diversification influences the relationship 
between human capital and bank financial performance, benefits 
researchers, practitioners, and policymakers alike. This study employs a 
deductive research approach and quantitative methodology, analyzing 
panel data from 2010 to 2022 across a sample of 19 banks. 
Findings confirmed a significant relationship between human capital, 
income diversification, and bank financial performance. Thus, 
competencies, knowledge, and skills of bank's employees play a crucial role 
in determining its overall success. Additional results indicate that a skilled 
and capable workforce significantly contributes to a bank's ability to 
broaden its revenue sources, thereby strengthening its financial stability 
and resilience.  However, it fails to identify a moderating impact of income 
diversification on the relationship between human capital and bank 
financial performance. Nonetheless, it underscores the crucial role of 
human capital in shaping bank financial performance and the strategies of 
income diversification adopted by banks. This study contributes to the 
existing literature by investigating the moderating role of income 
diversification on the relationship between human capital and bank 
financial performance within the Sri Lankan context, as an aspect often 
overlooked in previous studies that primarily focused on the direct effects 
of human capital and income diversification on bank performance. 
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Introduction  
Financial institutions recognize the significance of intellectual capital 
in addition to tangible assets, striving to distinguish themselves in the 
market within today's knowledge-based economies, (Githaiga, 2021). 
The oversight of Sri Lanka's banking and financial sector, including 
licensed commercial banks, specialized banks, and finance companies, 
falls under the purview of the Central Bank. Although these 
institutions actively contribute to the economy through expanded 
accessibility and branch networks, challenges such as currency 
fluctuations and political instability impeded asset growth, (Central 
Bank report, 2023).  
Human capital, comprising human, structural, and customer capital, is 
pivotal for success in banking, with human capital often considered the 
most crucial due to its broad impact on service quality and 
organizational outcomes. However, conflicting findings exist 
regarding its direct correlation with bank performance, with some 
studies suggesting indirect effects, (see Aryee et al. 2016). Existing 
literature highlights the complexities in understanding the 
relationships among human capital, income diversification, and bank 
performance. Studies such as Berger, Hasan, and Zhou (2010) and 
DeYoung and Rice (2004) have explored the direct effects of human 
capital and noninterest income on bank efficiency and financial 
performance. Athanasoglou et al. (2008) and Casu and Molyneux 
(2003) further contribute by analyzing the determinants of bank 
profitability, emphasizing the role of income diversification alongside 
bank-specific and macroeconomic factors. Moreover, DeYoung and 
Roland (2001) and Hryckiewicz and Kozłowski (2011) delve into how 
income diversification moderates the volatility of earnings and 
stability in banking institutions. This body of literature underscores the 
need for further investigation into how income diversification 
moderates the relationship between human capital and bank 
performance, a crucial aspect not extensively explored in previous 
studies focused primarily on direct effects. 
To address this gap, we explore the relationship between human 
capital and bank financial performance, considering the influence of 
income diversification in Sri Lanka. In this study, human capital refers 
to the collective skills, knowledge, and experience possessed by a 
bank's employees, which contribute to the institution's overall 
productivity and effectiveness. Income diversification denotes the 



SLIIT Business Review 

27 
 

strategy employed by banks to generate revenue from multiple 
sources, such as fees, trading, and other non-interest income, rather 
than relying solely on traditional interest income from loans. Bank 
financial performance encompasses a variety of metrics that indicate a 
bank's financial health and operational efficiency, including 
profitability, return on assets, and stability. By shedding light on this 
relationship, the study aims to provide valuable insights for 
researchers, practitioners, and policymakers.  
Decision-makers in the banking industry highly value diversification, 
as expanding product lines broadens the range of services banks offer 
beyond loans and interest payments. However, consensus on the 
correlation between a bank's success and its income diversification 
remains elusive Aryee et al. (2016). Understanding this link is crucial 
for bank management, regulators, investors, and industry 
stakeholders. Despite extensive research globally, few studies focus on 
the Sri Lankan context, highlighting the need to explore how income 
diversification impacts the performance of banks in the country. This 
study bridges this gap by investigating the moderating role of income 
diversification on human capital and bank financial performance in Sri 
Lanka.   
This is the introduction. The subsequent section reviews the literature 
on human capital and income diversification in the banking sector 
performance. This is followed by the methodology section detailing the 
research approach. Section IV presents the data analyses and findings, 
while the succeeding section discusses the findings. Finally, section VI 
presents the conclusion of the study. 
 
Literature Review 
The seminal paper by Markowitz (1952) on "Portfolio Selection" laid 
the foundation for Modern Portfolio Theory (MPT), which suggests 
that investors should maximize expected returns while managing risk 
across their entire portfolio. Diversification plays a central role in MPT, 
as it allows investors to achieve higher returns without necessarily 
increasing overall risk. Resource-Based View Theory (1991) posits that 
firms with unique resources can gain a competitive advantage, Barney 
(1991). The trend of trade openness, increased competitiveness, and 
relaxation of bank regulations have prompted banks to explore income 
diversification to sustain profitability and maintain a competitive edge. 
Consequently, banks engage in non-banking activities such as 
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investment, advisory services, securities brokering, and underwriting 
to generate non-interest income (Doan et al. 2018). The theoretical 
rationale for income diversification lies in generating consistent 
operational income and reducing risk through imperfectly correlated 
revenue streams, as advocated by Modern Portfolio Theory 
(Markowitz, 1952; Sharma & Anand, 2018). 
 
Non-interest operations contribute to bank earnings (Paltrinieri et al. 
2021), mitigate risk (Pennathur et al. 2012), and enhance overall bank 
performance (Doan et al. 2018). However, conflicting findings suggest 
that income diversification may lead to less stable income and 
increased risk due to the unpredictability of non-traditional businesses 
(Delpachitra & Lester, 2013). Some studies suggest that revenue 
diversity has no significant effect on bank performance, implying that 
banks should prioritize lending activities (Lee et al. 2014). Recent 
research indicates a growing trend towards integrated financial 
services, with non-interest income comprising a larger share of banks' 
total revenues (Paltrinieri et al. 2021).  
 
Literature provides varied perspectives on the relationship between 
intellectual capital and banks' financial performance across different 
contexts. Cahyaningrum et al. (2020) investigated this relationship in 
Indonesian banks and found no direct link between intellectual capital 
and financial performance. However, they observed that intellectual 
capital heightened market and operational risks. Conversely, 
Mohapatra et al. (2019) revealed a positive correlation between 
intellectual capital and profitability, productivity, and competitive 
advantage in Indian banks. Ismail et al. (2011) suggested a significant 
influence of intellectual capital, particularly its human, structural, and 
capital efficiency components, on financial performance in Bahraini 
banks. Rehman et al. (2022) identified a negative impact of human 
capital efficiency on overall performance in Islamic banks, alongside 
significant factors such as bank size and foreign ownership. In US 
banks, Meles et al. (2016) highlighted the positive influence of effective 
intellectual capital utilization on financial performance, particularly 
emphasizing the role of human capital. Hay et al. (2018) found factors 
like foreign ownership and size influencing voluntary human capital 
disclosures in Lebanese commercial banks, while leverage and 
profitability did not play significant roles. Paltrinieri et al. (2021) 
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suggested a notable association between human capital and capital-
employed efficiency with bank performance in Bangladeshi 
commercial banks. In the Sri Lankan context, Fernando et al. (2020) 
discovered a connection between human capital and organizational 
effectiveness in Sri Lankan banks, particularly through effective 
leadership practices. 
 
Further, a diverse array of studies offers insights into the relationship 
between income diversification and bank performance across various 
contexts. Berger et al. (2010) found that diversification, whether 
sectoral or geographical, was associated with lower profitability and 
increased costs in Chinese banks, albeit with mitigating effects 
observed for banks with foreign ownership or conglomerate 
affiliations. Brahmana et al. (2018) highlighted income diversity's 
positive impact on performance in Malaysian banks, particularly in 
less integrated markets like Malaysia, where the proliferation of 
Islamic banking could enhance diversification benefits. Turkmen et al. 
(2012) found regional diversity to negatively affect overall 
performance in Turkish banks. Conversely, Ngoc Nguyen and Khanh 
(2019) discovered that diversification had adverse effects on 
profitability and increased risk in Vietnamese banks. Meng et al. (2018) 
identified various factors influencing income diversification decisions 
in Chinese banks, emphasizing managerial competencies and risk 
considerations. Adam (2014) showed a positive correlation between 
diverse financial elements and bank performance in Erbil Bank in Iraq's 
Kurdistan Region. Hakimi et al. (2017) highlighted the significant 
influence of liquidity risk on bank efficiency in Tunisian banks. Li et al. 
(2013) indicated income diversification's positive effect on overall 
performance in Vietnamese banks. Githaiga (2021) explored the 
intricate relationship between income diversity, human capital, and 
bank performance in Kenya, utilizing panel data from 53 banks 
spanning from 2010 to 2018. Their findings suggest that while both 
human capital investment and income diversity influence bank 
performance, the interaction between these factors complicates the 
scenario. Although investing in human capital generally yields 
favorable outcomes, income diversification appears to have a negative 
impact on bank performance. The study revealed that income 
diversification moderates the link between human capital and bank 
performance, indicating a complex interplay between these variables. 
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Further Vidyarthi (2020) examined the association between income 
diversification and performance across 38 listed Indian banks during 
2004-2005 and 2015-2016, employing various efficiency metrics. Their 
analysis revealed a positive correlation between income diversification 
and bank performance. Interestingly, their Tobit regression analysis 
unveiled an inverted U-shaped pattern between income diversification 
and anticipated efficiency, indicating that while moderate levels of 
diversification may enhance efficiency, excessive diversification could 
lead to diminishing returns. This association was held for both 
government-owned and private-sector banks, highlighting the 
robustness of the findings across different bank ownership structures. 
Hoang et al. (2021) employed the System Generalized Method of 
Moments on panel data from Vietnamese commercial banks to 
investigate the impact of diversification strategies on overall bank 
performance. Their research lends support to the mutual forbearance 
theory, suggesting that exposure to multiple markets enhances 
performance. Specifically, they found that income diversity positively 
correlates with both bank profitability and overall profitability. Given 
the conflicting findings from studies worldwide, further research is 
warranted to elucidate the relationship between income diversification 
and bank financial performance among banks. 
 
Numerous studies in literature have examined the direct relationships 
between human capital and financial performance, as well as income 
diversification and bank performance. However, it is challenging to 
find many studies that test the moderating impact of income 
diversification on the relationship between human capital and bank 
performance. Accordingly, Figure 1 presents the conceptual 
framework developed to address the identified research gap. This 
framework tests the direct relationship between human capital 
components and financial performance, as well as the moderating 
effect of income diversification on the relationship between human 
capital and bank performance.   
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Hypotheses Development  
The impact of intellectual capital on the performance of Indian banks 
was investigated by Mohapatra et al. (2019). According to the 
regression results, only human capital had a positive and substantial 
effect on performance; structural capital and finance capital had a 
negative impact. Specifically, they found that banks with higher levels 
of human capital tended to exhibit superior economic performance. 
Further, Soewarno and Tjahjadi (2020) investigated the impact of 
intellectual capital on the financial performance of publicly traded 
Indonesian banks. The study results demonstrate that human capital 
efficiency had a negative, though slight, influence on return on assets, 
whereas structural capital efficiency and capital efficiency had a 
positive on return on assets. The study showed that physical capital is 
more important to Indonesian banking organizations than intangible 
assets like human capital. Building upon these insights, the following 
hypothesis is developed to provide a nuanced understanding of how 
investments in human capital can bolster a bank's overall success.   
 
H1:  Human Capital has a significant impact on the bank's financial 
Performance. 
 

Figure 1: Conceptual framework 
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Lee et al. (2014) conducted a detailed examination of the Chinese 
banking sector, focusing on the interplay between diversification, staff 
expertise (serving as a proxy for human capital), and bank 
performance. Their research shed light on the intricate connections 
between these variables, revealing a compelling relationship between 
employee knowledge and bank diversification decisions. The study 
uncovered that the expertise of bank employees exerts a positive 
influence on the diversification strategies adopted by banks. 
Specifically, banks with a competent workforce were more inclined to 
pursue diversified revenue streams. This strategic approach, in turn, 
had a beneficial impact on the overall performance of the banks. 
Further supporting this, Berger and Mester (1997) demonstrated that 
banks with higher levels of human capital tend to exhibit greater 
efficiency and profitability. Similarly, DeYoung and Rice (2004) found 
that noninterest income, as a part of income diversification, is 
significantly influenced by the skill level of bank employees. 
Athanasoglou et al. (2008) also highlighted the importance of human 
capital and income diversification in enhancing bank performance, 
emphasizing that skilled employees contribute to more effective 
diversification strategies. Moreover, Hryckiewicz and Kozłowski (2011) 
explored the stability of banks in relation to foreign ownership and 
income diversification, finding that well-diversified income streams 
supported by knowledgeable staff lead to greater financial stability. 
DeYoung and Roland (2001) added that diversification, moderated by 
human capital, can reduce earnings volatility and enhance overall 
performance. Drawing from these findings, the following hypothesis 
is formulated to elucidate the role of human capital in shaping the 
income diversification strategies of banks. 
 
H2: Human Capital has a significant impact on the Income diversification of 
banks. 
 
The rise in trade openness, competitive pressures, and relaxed bank 
regulations have spurred banks to explore income diversification 
strategies, aiming to sustain profitability and secure a competitive 
advantage (Doan et al., 2018). These strategies involve diversifying into 
non-banking operations such as investment, advisory services, 
securities broking, and underwriting, which generate non-interest 
income. The theoretical foundation supporting income diversification 
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lies in its potential to provide stable operational income and reduce 
risk through the utilization of imperfectly correlated revenue streams, 
as outlined by modern portfolio theory (Sharma & Anand, 2018). 
Empirical studies support this notion by demonstrating that non-
interest operations positively contribute to bank earnings (Paltrinieri et 
al., 2021), mitigate risk (Pennathur et al., 2012), and enhance overall 
bank performance (Doan et al., 2018). However, counterarguments 
exist suggesting that income diversification may lead to less stable 
income and heightened risk due to the unpredictability of non-
traditional businesses (Delpachitra & Lester, 2013). Nonetheless, some 
studies have found no significant impact of revenue diversity on bank 
performance, advocating for a continued focus on traditional lending 
activities (Lee et al., 2014; L. Li & Zhang, 2013). Recent research 
highlights a growing trend towards integrated financial services, with 
non-interest income progressively constituting a larger share of banks' 
total revenues. Given the conflicting findings from studies conducted 
across various regions, further research into the relationship between 
income diversification and bank performance among banks is 
warranted to provide valuable insights. Consequently, the following 
hypothesis is tested. 
 
H3:  Bank income diversification has a significant impact on the bank's 
performance. 
 
While the resource-based view and knowledge-based view theory of 
Barney (2001), propose that intellectual capital significantly influences 
business performance, empirical research has produced mixed results. 
Advocates of the dynamic capabilities perspective argue that merely 
possessing intellectual capital resources is insufficient for gaining a 
competitive advantage and achieving superior performance 
(Eisenhardt & Martin, 2000). They assert that firms need dynamic tools 
to reinforce existing resources, restructure them, and develop new 
long-term competitive advantages.  The literature also suggests that 
diversification enables organizations to deploy and utilize their 
strategic assets and competencies (Rehman et al. 2022). Additionally, 
strategic management theorists advocate for enterprises to diversify 
into related businesses to identify, develop, and leverage resources and 
talents for competitive advantage and prosperity (Neffke & Henning, 
2013). Given the challenges facing the traditional lending sector, banks 
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should consider leveraging their intellectual capital resources to 
capitalize on non-lending operations to compensate for lost interest 
earnings. Similarly, expanding into related fields enhances the 
exploitation of current resources and their capability configuration, 
whereas diversifying into unrelated businesses or markets requires the 
development of new resources and capability configurations 
(Eisenhardt & Martin, 2000). Furthermore, research has shown that 
revenue diversification improves bank performance (Li et al. 2019) and 
increases lending activities through cross-subsidization and cross-
selling (Abedifar et al. 2018).  Other literature suggests that lending 
businesses can benefit from informational and synergy advantages 
associated with non-lending activities. Consequently, the following 
hypothesis is tested to investigate whether income diversity moderates 
the relationship between human capital and bank performance. 
 
H4: Income diversification moderates the relationship between human capital 
and bank Performance. 
 

 

Methodology 
The sample comprises a panel of 19 commercial banks spanning the 
period from 2010 to 2022. Bank-specific data primarily originates from 
bank financial statements and secondary sources. To assess the 
influence of intellectual capital, banks with less than five years of 
available data are excluded. Furthermore, the focus is exclusively on 
commercial banks due to their prominence in the market. This results 
in a final sample size of 228 observations. 
The profitability of banks is used to gauge their performance. Return 
on Assets (ROA) and Return on Equity (ROE) are the profitability 
measures most used in past literature (Berger, Hasan, Korhonen, & Zhou, 

2010). ROA indicates the value of the property relative to one unit of 
bank-controlled assets. Following is the formula for calculating the 
ROA.  

ROAi,t = Total Net Return it / Total Assets t 

ROE is defined as the entire profit that can be allocated to the bank's 
owners or common shareholders. ROE is computed by using the 
formula.  
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ROEit = Total Net Returnit / Total Equityit 

Where ROEit and ROAit are performance indicators for bank i in year 
t. The total Net Return of bank i in the year t is calculated by dividing 
profit after tax by the total assets and total equity of bank i in the year 
t to obtain ROAit and ROEit. 

As a basis for assessing human capital the Value-Added Intellectual 
Coefficient (VAIC) model developed by Pulic (2004) has been used. 
VAIC is a framework for assessing the efficiency of human capital and 
intellectual capital within an organization. The VAIC model comprises 
three main components: Human Capital Efficiency (HCE), Structural 
Capital Efficiency (SCE), and Capital Employed Efficiency (CEE). Each 
of these components provides insights into different aspects of a 
company's intellectual capital and overall performance. VAIC 
represents the aggregate of three indicators.  HCE is the evaluation of 
the efficacy of employed human capital resources. SCE is a measure of 
structural capital, which consists of innovation capital, process capital, 
and consumer capital. CEE illustrates the value produced for each 
monetary unit invested in financial or physical capital and is a metric 
for measuring capital productivity.  

Value-Added (VA) is the starting point for calculating the VAIC. It 
represents the value created by the bank and is calculated as follows.  

VA=Output−Input 
 
Output is the total revenue generated by the bank. Input includes all 
operating expenses excluding employee costs (since human capital is 
measured separately).  
 
HCE measures the efficiency of human capital in generating value. It 
is calculated as follows.   

𝐻𝐶𝐸 =  
𝑉𝐴

𝐻𝐶
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HC represents the total investment in human capital, which typically 
includes all employee-related expenses such as salaries, benefits, and 
training costs. 
SCE evaluates the efficiency of structural capital, which includes 
innovation, process, and consumer capital. It is calculated as follows.   

𝑆𝐶𝐸 =  
𝑆𝐶

𝑉𝐴
 

SC (Structural Capital) is derived by subtracting Human Capital (HC) 
from Value-Added (VA). 

SC=VA−HC 

CEE measures the efficiency of financial and physical capital in 
generating value. It is calculated as follows.  

𝐶𝐸𝐸 =  
𝑉𝐴

𝐶𝐸
 

Where CE (Capital Employed) represents the total investment in 
physical and financial capital.  

The VAIC is the aggregate of the three efficiency indicators.           

VAIC = HCE + SCE + CEE 

The VAIC model provides a comprehensive view of how effectively a 
company utilizes its human, structural, and capital resources to create 
value. By assessing these components, firms can identify strengths and 
areas for improvement in their intellectual capital management.  A 
high coefficient indicates that the firm's resources, including its 
intellectual capital, contribute to increased value creation.  

The moderating variable is income diversification. The income of 
banks is made up of interest income (from lending activities) and non-
interest income (earned from nonlending activities). The Herfindahl-
Hirschman Index (HHI) of income specialization is built from these 
two revenue streams (Nepali, 2018). As indicated below, HHI is 
computed as follows.  

𝐻𝐻𝐼 = (
𝑁𝐸𝑇

𝑁𝑂𝐼

2

) +
𝑁𝑂𝑁

𝑁𝑂𝐼

2
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Where NON stands for non-interest income, and NET is net interest 
income (NET). The calculation for NET (net interest income) involves 
deducting total interest expenses from total interest revenues, whereas 
the calculation for NON (non-interest income) involves adding up all 
of the different types of income that are not related to interest. The total 
of a bank's net interest income and its income from other sources is 
equivalent to the bank's net operating income. The bank gets more 
consolidated and less diverse as HHI grows. HHI ranges from 0 to 1.0. 
(Mercieca et al. 2007; Stiroh & Rumble, 2006). The study measures 
income diversification as follows. 

𝐻𝐻𝐼 = 1 −  (
𝑁𝐸𝑇

𝑁𝑂𝐼

2

) +
𝑁𝑂𝑁

𝑁𝑂𝐼

2

 

 
Control Variables  
Size  
Size, or market capitalization, is measured as the natural logarithm of 
total assets and is used to account for the bank's size. Larger banks may 
engage in more activities, which can be riskier, potentially leading to 
higher margins and improved performance (Maudos & Solís, 2009). 
Conversely, other research suggests that smaller banks might reduce 
asymmetric information concerns, thereby enhancing their 
profitability (Dietrich & Wanzenried, 2014).   

Liquidity 
Liquidity is the ratio of liquid assets to total assets (LA/TA), which is 
employed to control liquidity risk (Sharma et al., 2013). According to 
several research, banks that maintain more liquid assets typically 
generate a smaller profit. Other research, however, contends that an 
increase in banks’ relative liquid assets lessens the likelihood of 
default, hence boosting bank profitability (Bourke,1989).  

Asset Quality 
As highlighted by Berger et al. (2010), the condition of a bank's assets 
is a critical determinant of its likelihood of failure. Poor asset quality 
can significantly impact a bank's risk-adjusted performance, making it 
an important indicator of banking oversight. Moreover, when an 
institution's asset quality declines, it may seek alternative revenue 
sources to offset the decrease in loan quality and thereby reduce 
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income volatility (Saona, 2016). The ratio of nonperforming loans 
(NPLs) to total loans and advances serves as a gauge of asset quality. 

Considering that the primary purpose of this study was to examine the 
moderating effect of income diversification on the relationship 
between human capital and bank performance, the following multiple 
regression equations were developed.  

Model 1: Testing the effect of the independent variable on the 
dependent variable. 

                BP = α + β1Size + β2AQ + β3LQ + β4VAIC   

Model 2: Testing the effect of the predictor variable and the moderator 
on the dependent variable. 

                BP = α + β1Size + β2AQ + β3LQ + β4VAIC + β5HHI   

Model 3: Testing the moderating effect. 

                BP = α + β1Size + β2AQ + β3LQ + β4VAIC + β5HHI + β6VAIC 
*HHI   

The researcher utilized STATA to empirically analyze the dataset. 
Once the hypotheses were validated, a regression analysis was 
performed to investigate the relationship between income 
diversification and bank performance.   

 
Results and Discussion 
Table 01 provides descriptive statistics on the variables. The bank 
performance (ROA) mean is 1.18 and (ROE) mean is 12.84. VAIC has 
an average value of 7.914 suggesting a high level of income 
diversification. 

Table 01: Descriptives  

 Observations Mean SD Minimum Maximum 

ROA 228 1.182 0.612 - 0.340 2.130 

ROE 228 12.841 7.385 - 4.105 27.950 

VAIC 228 7.914 2.851 2.036 15.178 
HHI 228 0.833 0.258 0.593 1.443 
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AQ 228 3.926 2.075 0.500 8.680 
Size  228 38.9 40.8 1.28 138.0 
Liquidity 228 0.655 0.074 0.5136 0.749 

 

In Table 01, ROA, ROE, VAIC, HHI, AQ, and Size represent the return 
on assets, return on equity, human capital, income diversification, 
bank capitalization, and asset quality respectively. As Table 01, ROA 
has reached a high of 2.13 percent and a low of -0.34 percent, while 
ROE has reached -4.11 percent of the minimum value and 27.95 percent 
of the maximum. Asset quality has a maximum value of 8.68 and a 
minimum value of 0.50 when considering the control variables. The 
market capitalization reached a high of Rs.138,000 Mn and a low of 
Rs.1,280 Mn during the designated period. The minimum value for 
bank liquidity during the 2010-2022 period was 0.513 percent, while 
the maximum growth rate was 0.749 percent.  

The presence of multicollinearity among variables was assessed using 
the variance inflation factor (VIF), revealing that all coefficients 
exceeded 0.8. The correlation analysis for the variables used in this 
study is shown in Table 2.  

 Table 02: Correlation Analyses  

 ROA ROE VAIC HHI AQ Size LQ 

ROA 1.000       
ROE 0.845 1.000      
VAIC 0.178** 0.225** 1.000     
HHI -0.403** -0.332** 0.428** 1.000    
AQ -0.153 -0.133 0.049 0.276 1.000   
Size 0.408 0.253 -0.174 -0.228 0.134 1.000  
LQ -0.043 0.024 0.157 -0.024 -0.450 -0.356 1.000 

Notes: *p < 0.05; **p < 0.01 Source: Analyzed Data (2023) 

The correlation analysis from Table 2 reveals several significant 
associations among variables in Sri Lanka’s licensed commercial 
banks. Firstly, the correlation between human capital (VAIC) and bank 
performance yields coefficients of 0.178 for ROA and 0.225 for ROE, 
indicating a weak positive link. This association is statistically 
significant at the 0.01 level (p-value = 0.000), underscoring a 
meaningful relationship between these variables. Secondly, the 
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correlation between VAIC and bank income diversification (HHI) is 
notably higher at 0.428, suggesting a moderately positive relationship. 
Like the previous association, this link is statistically significant at the 
0.01 level (p-value = 0.000), reinforcing a robust connection between 
VAIC and HHI. Lastly, the correlation between HHI and bank 
performance shows negative coefficients of -0.403 for ROA and -0.332 
for ROE. This indicates a negative relationship between these variables 
among Sri Lanka’s licensed commercial banks. Again, this association 
is statistically significant at the 0.01 level (p-value = 0.000), highlighting 
the importance of considering bank income diversification’s impact on 
bank performance. In summary, these findings underscore statistically 
significant associations between human capital, bank income 
diversification, and bank financial performance in Sri Lanka’s licensed 
commercial banks. 

Regression Analyses 
Regression analyses were conducted to assess the impact of 
independent variables on return on assets (ROA) and return on equity 
(ROE) in Sri Lanka’s licensed commercial banks. The Hausman test 
was employed to choose between fixed effect and random effect 
regression methods, resulting in the utilization of random effect 
regression for the ROA model and fixed effect regression for the ROE 
model. Linear regression was then employed to investigate the 
influence of the composite independent variable (Human Capital) and 
the moderating variable (Income Diversification) on bank 
performance. Table 03 presents the results of the ROA regression 
model.    

Table 03: Results ROA Model 

OLS Regression 
R2 = 0.4506                                                           Adj R-squared   = 0.4276 
Root MSE = .46339 
F (6, 143) = 19.55                                                                Prob > F = 0.0000 

Variables  Coefficient 
Standard 

error 
t 

P>|t
| 

VAIC (Human Capital) 0.097 0.048 1.99 0.048 
Asset Quality -0.033  0.021  -1.5 0.135 
Market Capitalization (Size) 0.000  0.000  5.49 0.000 
Liquidity -0.347  0.677  -0.51 0.609 
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Source: Author compiled based on secondary data  

As per the results of Table 03, the overall model of the ROA regression 
is statistically significant, with a probability F statistic value less than 
0.05. The R-squared value, indicating the model’s quality of fit, 
suggests that income diversification, asset quality, bank liquidity, and 
market capitalization explain 45.06% of the variance in return on assets. 
While all variables except Asset quality and bank liquidity are 
statistically significant with p-values less than 0.05, the specific 
relationships to ROA reveal a negative association with income 
diversification, bank liquidity, and asset quality, while other factors 
exhibit a positive link. However, the association between bank 
liquidity variables is not statistically significant. 

Table 04: Results ROE Model 

Fixed-effects (within) regression  
R2 = 0.3037                                                                          
F (6, 134)  = 11.48 
Prob > F = 0.0000 
corr(u_i, Xb)  =  -0.1120  

Variables  
Coefficie

nt 
Standar
d error 

t 
P>|t

| 

Human Capital (VAIC) 1.216 
0.694329

8 
1.75 0.082 

Asset Quality 0.130 
0.315047

1 
0.41 0.680 

Market Capitalization (Size) 0.000 0.000 3.40 0.001 
Liquidity 3.988 9.105 0.44 0.662 
Income diversification (HHI) -13.78 6.429 -2.14 0.034 
Human Capital*Income 
diversification 

0.226 0.698 0.32 0.746 

Constant 8.233 7.334 1.12 0.264 
Source: Author compiled based on secondary data 

 

Income diversification 
(HHI) 

-1.177  0.463  -2.54 0.012 

Human Capital*Income 
diversification 

0.003 0.047  0.07 0.947 

Constant 1.515  0.502  3.01 0.003 
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As Table 04, the ROE regression model demonstrates overall statistical 
significance, evident from the probability F statistic value being less 
than 0.05. The R-squared value reflects the model's quality of fit, 
indicating that income diversification explains 30.37 percent of the 
variance in return on equity. While all variables except for asset quality 
and bank liquidity show statistical significance with p-values below 
0.05, individual relationships reveal a negative association between 
income diversification and ROE, whereas other factors exhibit a 
positive link. However, the association between asset quality and bank 
liquidity factors is not statistically significant. 

Discussion  
 
H1:  Human Capital has a significant impact on the bank's Performance. 

The regression model results for both ROA and ROE indicate a 
significant positive impact of human capital on bank performance. In 
the ROA model, the human capital coefficient is 0.0965, which is 
statistically significant. Similarly, in the ROE model, the income 
diversification coefficient is 1.216, which is also statistically significant. 
The p-value for the ROA model is significant at the 95% level (0.048), 
confirming the acceptance of hypothesis 1. However, for the ROE 
model, the P-value of 0.082 is considered negligible. Therefore, while 
hypothesis 1 is supported by the significant p-value in the ROA model, 
it is not conclusively supported in the ROE model due to the negligible 
p-value. 

Human capital plays a crucial role in influencing the performance of 
banks. As we found, human capital significantly contributes to 
improving financial performance in the banking sector which is 
consistent with Cahyaningrum et al. (2020). Factors such as 
knowledge, skills, and experience are essential determinants of 
financial performance in banks. Our findings confirm Hypothesis 1, 
illustrating a substantial positive correlation between human capital 
and bank performance. In their 2023 study, Tedi et al. (2023) delved 
into how human capital impacted the performance metrics of a 
selection of Chinese banks. They discovered that human capital 
exerted a favorable influence on both return on assets (ROA) and 
return on equity (ROE) within the studied banks. Essentially, 
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businesses boasting higher levels of human capital tended to yield 
superior economic outcomes.  

Human capital variables exhibit varying impacts on Return on Assets 
(ROA) and Return on Equity (ROE) due to several factors. For instance, 
Goran et al. (2018) highlight the positive influence of human capital on 
financial performance, particularly on earning capacity and asset 
efficiency. However, Al Taleb et al. (2016) reveal that while the number 
of employees positively affects net income, the number of branches 
negatively impacts both net income and ROA. Additionally, Ismaila et 
al. (2013) suggest that human capital efficiency does not significantly 
impact ROE in Nigerian banks. Moreover, Mehrdad et al. (2015) 
emphasize that human capital efficiency significantly and positively 
affects sales growth and ROA in listed companies. These findings 
collectively indicate that the type, quality, and utilization of human 
capital, as well as contextual factors like organizational risk and size, 
play crucial roles in determining the diverse impacts of human capital 
variables on ROA and ROE. These findings align with previous studies 
underscoring the pivotal role of adept and knowledgeable employees 
in bolstering operational efficiency, risk management, and customer 
service within banks. Consequently, the implication is that banks 
prioritizing investments in the training and development of their 
workforce stand a greater chance of attaining improved financial 
results.  

H2: Human Capital has a significant impact on the Income diversification of 
banks. 

The Pearson correlation coefficient between human capital and bank 
income diversification is 0.4281, indicating a moderately positive 
association. This link is statistically significant at the 0.01 level (sig. = 
0.000), affirming a significant relationship between human capital and 
bank income diversification. Therefore, the hypothesis is accepted at 
the 5 percent significance level. Li and Zhang (2013) delved into the 
Chinese banking sector, exploring the interplay between 
diversification, staff expertise (as a proxy for human capital), and bank 
performance. Their research revealed that the expertise of employees 
wielded a positive influence on the diversification choices made by 
banks, subsequently enhancing their overall performance. This finding 
echoes existing studies that underscore the pivotal role of a 



Income Diversification on Human Capital and Banks Financial 
Performance: Evidence from Sri Lanka 

44 
 

knowledgeable workforce in identifying and leveraging diverse 
avenues for revenue generation. In this context, human capital emerges 
as the driving force behind innovation and strategic decision-making, 
facilitating the expansion of income streams for banks. 

H3: Bank Income diversification has a significant impact on the Bank's 
performance. 

According to the regression models for both ROA and ROE, income 
diversification exhibits a significant negative impact on bank 
performance. In the ROA model, the income diversification coefficient 
is -1.177, while in the ROE model, it is -13.786, both statistically 
significant. Consequently, the hypotheses were accepted. It is 
imperative to distinguish the relationship between bank income 
diversification and bank performance by categorizing diversification 
levels into high and low. Income diversification ranging between 0.50 
and 1.00 indicates varying degrees of diversification, with 0.50 
representing total diversification and 1.00 indicating minimal 
diversification. A value between 0.5 and 0.75 suggests significant 
diversification, whereas a value between 0.75 and 1 indicates low 
diversification. The empirical findings outlined in this study offer 
robust support for Hypothesis 3, affirming the substantial impact of 
income diversification on the financial performance of banks. In their 
investigation, Meng et al. (2018) identified a positive relationship 
between a bank's ability to generate income from a multitude of 
sources and its overall performance. This discovery resonates with the 
foundational principles of diversification strategy, wherein banks 
boasting a diverse income portfolio are better positioned to mitigate 
risks stemming from fluctuations in specific income streams. 
Furthermore, income diversification empowers banks to capitalize on 
synergies among various business lines, thereby amplifying both 
profitability and stability across the board. In essence, this highlights 
the strategic advantage of cultivating a multifaceted revenue stream, 
as it not only fortifies a bank's resilience against market volatility but 
also fosters opportunities for growth and optimization. 

H4: Income diversification moderates the relationship between human capital 
and bank Performance. 

The regression analysis results indicate that both human capital and 
income diversification have a significant positive effect on the ROA 
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and ROE models. In the ROA model, the coefficients for human capital 
and income diversification are 0.003, while in the ROE model, it is 
0.226. However, at a 5 percent significance level, their respective p-
values are not significant, ROA (p-value=0.947) and ROE (p-
value=0.746). Consequently, the hypotheses proposed above are 
rejected at the 5 percent level of significance. Contrary to our initial 
expectations, Hypothesis 4, which proposed that income 
diversification would moderate the relationship between human 
capital and bank performance, was not supported by the findings. 
Nepali (2018) examined the Chinese banking industry, investigating 
the interconnectedness of diversification, staff expertise (as a proxy for 
human capital), and bank performance. The results revealed that the 
proficiency of bank employees positively influenced the bank's 
inclination towards diversification, consequently enhancing its 
performance. However, our analysis did not uncover a significant 
interaction effect between income diversification and human capital in 
shaping bank performance.  

While this outcome was unexpected, it adds valuable insights to the 
ongoing discourse surrounding the dynamics among these variables. 
It's plausible that contextual factors specific to the Sri Lankan banking 
sector, where the study was conducted, might have influenced this 
result. This underscores the importance of considering regional 
nuances and industry-specific factors when exploring the intricate 
relationships between human capital, income diversification, and bank 
performance. Further, the structure and composition of Sri Lanka's 
banking sector play a pivotal role in shaping how income 
diversification impacts human capital. Variations among different 
types of banks, such as state-owned, private, or foreign institutions, can 
significantly influence their business strategies and approaches to 
income diversification and human capital development. For instance, 
state-owned banks may prioritize stability and adherence to 
government policies, potentially affecting their emphasis on income 
diversification and investment in human capital differently compared 
to private or foreign banks, which might prioritize profitability and 
innovation. Moreover, unique economic conditions in Sri Lanka, such 
as levels of economic volatility, inflation rates, and interest rates, can 
also impact the efficacy of income diversification in moderating the 
relationship between human capital and bank performance. In a robust 
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economy with stable macroeconomic indicators, the need for income 
diversification strategies might be perceived differently compared to 
times of economic uncertainty or instability. In essence, the interplay 
between the structural dynamics of the banking sector and the broader 
economic landscape of Sri Lanka shapes the extent to which income 
diversification strategies interact with human capital development to 
influence bank performance. Understanding these contextual nuances 
is crucial for comprehensively evaluating the effectiveness of strategies 
aimed at optimizing both income streams and human capital within 
the banking industry. 

Conclusion  
In conclusion, this study illuminates the intricate nexus between 
human capital, income diversification, and bank financial 
performance. The findings underscore the pivotal role of employee 
competencies, knowledge, and skills in driving a bank's overall 
success, thereby validating the first hypothesis. Additionally, the 
confirmed influence of human capital on income diversification 
highlights the importance of a skilled workforce in expanding revenue 
streams, bolstering financial stability, and enhancing resilience. 
Furthermore, the validated effect of bank income diversification on 
performance emphasizes the necessity of implementing strategies to 
diversify revenue streams, thereby mitigating risks associated with 
dependency on a single income source. 
 

Although the hypothesis regarding the moderating role of income 
diversification on the relationship between human capital and bank 
performance was not supported, it further underscores the enduring 
link between human capital and bank performance across varying 
levels of income diversification. Ultimately, this study underscores the 
imperative for financial institutions to prioritize investments in human 
capital development while concurrently diversifying income streams 
to optimize performance outcomes and navigate evolving market 
dynamics. 

The dismissal of Hypothesis 4 suggests exploring alternative 
moderating factors impacting the relationship between human capital, 
income diversity, and bank performance. Investigating variables like 
technology innovation, regulatory environment, and market 
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competition could deepen understanding. Further research avenues 
include examining specific human capital competencies, 
understanding income diversity's impact, and considering external 
factors like macroeconomic conditions. Comparative analyses across 
financial institutions or regions could offer comprehensive insights. 
These research directions aim to enrich our comprehension of the 
intricate interplay among human capital, income diversity, and bank 
performance in a dynamic financial environment. 
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