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ABSTRACT

The Small and Medium-Sized Enterprises (SMEs) play a crucial part in county’s
economic growth and a key contributor in country’s GDP. SMEs play a relatively important role
in emerging countries. They provide employment and one of the important sources for income
generation. The main aim for the research is to examine the relationship between Intellectual
capital, Environmental Turbulence and Performance of SMEs in Pakistan. A sample of 350
textile SMEs from 27250 was selected from Pakistan. Simple random sampling technique was
applied. Statistical techniques such as SPSS and Smart-PLS was applied for analysis The results
revealed that Intellectual capital influence the performance of SMEs and Environmental
turbulence positively moderates the relationship between intellectual capital and performance of
textiles SMEs in the context of Pakistan.

Keywords: Intellectual Capital, Environmental Turbulence and Performance of SMEs.
INTRODUCTION

The Small and Medium-Sized Enterprises (SMEs) play a crucial part in county’s
economic growth and a key contributor in country’s GDP. In the emerging economies, SMEs are
the major contributor to the national economic development and also a major source of the
employment generation (Dundon and Wilkinson, 2018; Hughes et al., 2017; Irfan et al., 2014). In
the developing nation’s cases, the role of SMEs is further magnified and boosted because the
development of the county is not only built on the shoulder of Multinational Enterprises (MNES).
Since in the nation’s economic growth, importance of SMEs is widely acknowledged and there is
a substantial amount of literature developing models which depict the pattern of SME growth
(Chiang, 2018; Nijssen et al., 2006; Yasuda, 2005). The more literature is centred on the regions
like Canada, Latin America, South Africa, Caribbean, the Europe and the Pacific (Federico et al.,
2012; Gill and Biger, 2012). Eventually, few studies have focused on SMEs from South East
Asia region, which include the countries like China, India, and Pakistan (Bilal et al., 2016).

In the knowledge-based economy, intellectual, capital is seemed as the, critical success
factor for the firms (Khalique et al., 2018; Khalique et al., 2011). Intellectual Capital (IC) is the
main resource for the successful performance of the firm; however still less attention is given to
this variable in studies related to the developing countries context and more exactly for SMEs. In
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Pakistan, there are few studies to identify the impact of intellectual capital-firm performance
(Khalique et al., 2015; Khalique Isa et al., 2011). SMEs in Pakistan are facing lack of skilled and
experienced workers. It is the main reason for their underperformed and business failures. In
Pakistan, SMEs also need to build up the concept and practical implication of intellectual capital
to their organizations so that they can attain the market-based competitive edge.

In Pakistan turbulent environment is the main hurdle that hindering the performance of
the firms and prevent them from taking advantage of opportunities (Harram and Fozia, 2015).
Due to this, SMEs of Pakistan are not performing well and faces many challenges. Which result
in continuous variability in cost/price, customers’ demands/preferences and structure of
competitors? Hence the objective of this research paper is to identify the effect of intellectual
capital and environmental turbulence on SMEs performance in the context of Pakistan and also
examine the moderating effect of environmental turbulence between Intellectual capital and
SMEs performance.

LITERATURE REVIEW
Intellectual Capital

John Kenneth Galbraith, in 1969 has been first conceptualized the terminology
“Intellectual Capital” (Bontis, 1998; Edvinsson and Sullivan, 1996; Huang and Wu, 2010; Hsu
and Wang, 2012). He supposed that intellectual capital is beyond real intellect but somewnhat
combined in intellectual action. After that, intellectual capital has come to be a wider research
subject matter because of growth of the new economy which is centred on knowledge and
information (Petty and Guthrie, 2000). “A set of intangibles assets encompassing competencies,
resources and capabilities that surge firm performance and generate company’s value is viewed
as intellectual capital” (Roos and Roos, 1997).

Youndt and Snell 2004 stated that “the use, development and performance influence of
intellectual capital have augmented significantly over the years.” Roos and Roos (1997) stressed
that Intellectual capital is the important element for firm sustainable effectiveness, and a critical
resource. Drucker (1999) and Huang and Wu (2010) stated that now a days the world is
transforming from a production-based economy to a knowledge-based economy, so intellectual
capital is a crucial element for the organizational success. Khalique et al. (2018) opinion out that
the “ideas are transforming into final outcome (products and services) in knowledge-based
economy.” Huang and Wu (2010), debated that intellectual capital be known to contribute to the
progression of SMEs.

Environmental Turbulence

Many researchers conceptualized the environmental turbulence and investigated its effect
on organizational (Arnaout and Esposito, 2018; Kipley and Lewis, 2009; Meier and Toole, 2011,
Ansoff, 2007). The first person is Ansoff in 1987 conceptualized environmental turbulence in
depth, which was latterly named as Ansoffian strategic success paradigm. The impact of
environmental turbulence on business performance is first identifying by An off, so he is one of
the pioneer researcher who conducted investigation regarding environmental turbulence. The
general view in this research stream is that businesses must evaluate the turbulence of the
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environment in which they are operating and counterpart their capabilities, aggressiveness and
responsiveness to the environmental turbulence (Tiong et al., 2017).

Boyne and Meier (2009) term environmental turbulence “as an unpredictable change in
the munificence (such as available economic resources) and complexity (such as characteristics
of organization’s clients) of an organization’s environment”. These turbulent variations
challenge the organization’s essential stability, and subsequently will negatively affect
organizational performance (Meier and Toole, 2011; Toole and Meier, 1999). The elements of
the environment are integrally dynamic, which may turn the environment unstable.
Environmental stability prompts organizations to advance fixed routines’ sets for managing with
environmental elements (Aldrich, 1979).

Intellectual Capital and Performance

As Delgado-Verde (2011) stressed that for existence of a firm, the main determinants is
knowledge. This factor drives the interest of scholars to study intellectual capital and firm
performance (Radulovich et al., 2018; Hsu and Wang, 2012; Scafarto et al., 2016; Sumedrea, 2013;
Tsakalerou, 2015; Tsao and Hung, 2014). Previous studies conducted by Jo and Lee (1996),
Sambasivan et al. (2009) and Littunen and Niittykangas (2010) revealed a positive significant
relationship between knowledge of entrepreneur and firm performance.

However prior to archival evidence, some inconsistencies related to intellectual capital on
firm performance relationship also exist. The inconsistency refers to the conflicting results in the
relationship between both constructs (Lee and Mohammed, 2014; Ozkan et al., 2016). Some
studies debated that there is insignificance relationship between intellectual capital and firm
performance (Gho, 2005; Barathi Kamath, 2007; Lee and Mohammed, 2014; Ozkan et al., 2016).
Through the review of above mentioned literature it is cleared that relationship exists between
intellectual capital and firm performance but mostly in the context of large firm. So there is gap on
study related to small firm as many researcher and scholar ignored this context. So there is scarcity
of studies related to the SMEs more specially in developing economies like
Pakistan

H1: Intellectual capital has a significant effect on performance of SMEs.
Moderating Effect of Environmental Turbulence on Intellectual Capital and Performance

RBV form the intangible point of view, the fundamental focus of intangibility is toward
resources such as innovation capability and intellectual capital employed so that has a
competitive advantage in the environment (Mills et al., 2003). Organizations using such
resources are at advantage of using internal competence with a view of acquiring the necessary
strength and capabilities in implementing the formulated strategy for them to achieve their
fundamental goals. The impact of such strategies is seen through organizational ability in gaining
competitive advantage and meanwhile remaining relevant in the dynamic environment.

Many authors link one or more of the intellectual capital components to a sustainable
competitive advantage (Bogner et al., 1999; Chaharbaghi and Lynch, 1999; Jardon and Susana
Martos, 2012; Huang and Kung, 2011). Cheng et al. (2010) and Kamukama (2013) argued that in
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today's global and ever-changing environment, intellectual capital is increasingly substituting for
tangible resources as a major source of firm's competitive edge.

Many researchers have debated that, intellectual capital is one of the main element for the
SMESs’ success and that it is indistinguishable connected to their performance (Crema and
Verbano, 2014; Emmanuel et al., 2016; Khalique et al., 2015; Ridhuan, 2015; Shumaila and
Afza, 2014; Ullah et al., 2015). The scholastic debate with regards to intellectual capital-
performance relationship has yielded contradictory results and mixed findings (Asiaei and Jusoh,
2015; Crema and Verbano, 2014; Lee and Mohammed, 2014; Ozkan et al., 2016). Some
empirical studies disclose that there is no effect of intellectual capital on firm performance (Gho,
2005; Kamath, 2007; Lee and Mohammed, 2014; Ozkan et al., 2016).

As aforementioned, due to the inconsistencies and mixed findings, previous studies assert
that the association among intellectual capital and performance should be moderated (Bemby et
al., 2015; Juma and McGee, 2006; Castro et al., 2013; Scafarto et al., 2016; Tarus and Sitienei,
2015). Past studies indicate that a number of factors can moderate and facilitate the intellectual
capital-performance linkage (Hakiki and Ferdianti, 2015). Some researchers emphasized the
importance of environmental turbulence to facilitate intellectual capital-performance relationship
in SMEs (Pratono and Mahmood, 2014; Juma and McGee, 2006). Thus indicating environmental
turbulence as a potential moderator.

H2: Environmental Turbulence moderates the relationship between Intellectual capital and performance of
SMEs.

THEORETICAL FRAMEWORK

On the basis of literature discussed above, the theoretical framework is mentioned below
(Figure 1).

Environmental
Turbulence

1 >
Intellectual Capital J 'L SMEs Performance

FIGURE 1
THEORETICAL FRAMEWORK
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METHODOLGY

In this research survey questionnaire was used to collect the data among textile SMEs of
Pakistan. The population of respondents included owners, CEO/managing director and senior
manager. Simple random sampling technique was used in this research. The list of SMEs was
obtained from SMEDA (Small and Medium Enterprises Development Authority) (SMEDA,
2016). According to the registered list in the Small Medium Development Authority (SMEDA),
there are 27,250 small and medium-scale textile firms (Pakistan Bureau of Statistics, 2015).
Based on Krejcie and Morgan (1970), there were 379 sample required to represent the
population. Therefore 379 questionnaires were distributed in Textile SMEs out of which 350
were returned and usable.

There are three variables involved in this research study namely; firm performance,
intellectual capital and environmental turbulence. Firm performance measure is adopted from
Wiklund and Shepherd (2003) which consist of 10 items. The intellectual was measured by 14
items: human capital (5 items), organizational capital (4 items) and social capital (5 items) which
were adopted from (Subramaniam and Youndt, 2005). The environmental turbulence scale is
adopted by Jaworski and Kohli (1993), which will be measured by 15 items: market turbulence
(5 items), technological turbulence (4 items), and competitive intensity (6 items). Answers were
elicited on a 7-point Likert scale ranging from 7=“strongest agree” to 1="“strongly disagree”.
Before preceding the collection of complete data, a pilot study was conducted. The questionnaire
was distributed among 50 respondents but got the valid response from 35 respondents. The
reliability coefficient of Cronbach’s alpha was used to assess the consistency of the scale. All the
variables meet the threshold valve of Cronbach’s alpha (i.e., 0.7). The Cronbach’s alpha value of
firm performance, intellectual capital and environmental turbulence are 0.92, 0.899 and 0.90.

The study used Structural Equation Modeling (SEM) and applies Partial Least Squares
(PLS) using Smart PLS 3.2.7 to assess the Measurement model and structural model. The first
step in this study focuses on construct reliability and validity (Measurement Model), whereas the
second step tests structural relationships among latent constructs (Structural Model).

There were 350 (92%) respondents, out of 379 respondents who finally made it to
analysis, are CEOs/managing directors in their respected organizations while 32 (9%) of them
are senior managers. Although 315 (90%) of the respondents are male, 35 (10%) of them are
female. In addition, married among the respondents constitute 82%, representing 287
respondents, of the entire sampled respondents while singles constitute 18% (63 respondents).
Majority of the respondents (53%) are between 31-40 years of age. This is followed by the fact
that 101 of them (29%) are within the 41-50 age bracket. While 42 of the respondents (12%) fall
between 20-30 years of age bracket, only 21 (6%) are above 50 years of age.

RESULTS

Primarily data analysis is conducted to meet the assumption of running the PLS-SEM.
After that measurement model and structural model are assessed by PLS-SEM.

Measurement Model Assessment

Measurement model is use to assess the reliability and validity of the constructs (Hair et
al., 2010). The model is Reflective-Reflective and the constructs are higher-order. Repetitive

|nd|cator approach is used to assess the model (Becker et al., 2012). For indicator reliability,
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Cronbach Alpha and Composite Reliability (CR) were evaluated and for Validity, convergent
validity (AVE) and discriminant validity were examined. The results from this study revealed
that Composite-Reliability (CR) values are 0.941 (Environmental Turbulence), 0.944
(Intellectual Capital) and 0.935 (Firm Performance) as shown in Table 1. The Cronbach Alpha
values are 0.933 (Environmental Turbulence), 0.936 (Intellectual Capital) and 0.923 (Firm
Performance) as shown in Table 1 and Figure 2.

Table 1
RELIABILITY AND VALIDITY OF THE
CONSTRUCTS
Cr%gﬁgws rho_A CR AVE
ENTUB | 0.933 0934 | 0941 | 0516
ETCI 0.881 0.884 0.91 0.628
ETMK 0.863 0.866 | 0.902 0.65
ETTB 0.852 0.855 0.9 0.694
FP 0.923 0934 | 0935 | 0592
IC 0.936 0937 | 0944 | 0547
ICH 0.855 0859 | 0.896 | 0.635
ICO 0.843 0.845 | 0895 | 0.681
ICS 0.867 0872 | 0904 | 0.654

FPAPNTT
-
FPCS10
o,
FPEGS
A
~ NeMA

FIGURE 2
PLS ALGORITHM
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Note: ICH=Intellectual Capital (Human Capital); ICS=Intellectual Capital (Social Capital); ICO=Intellectual Capital
(Organizational Capital); ETMK=Environmental Turbulence (Market Turbulence); ETCI=Environmental
Turbulence (Competitive Intensity); ETTB=Environmental Turbulence (Technological Turbulence) and FP=SME

performance.

Convergent-validity is assessed by AVE which values are 0.516 (Environmental
Turbulence), 0.547 (Intellectual Capital) and 0.592 (Firm Performance) as shown in Table 1.
Discriminant validity for this model is measured by Fornell-Larcker Criterion (Hair et al., 2010)
as shown in Table 2. It indicates that the square root of AVE (diagonal) is higher than the
correlations (off-diagonal) for all reflective constructs.

Table 2
FORNELL-LARCKER CRITERION
ETCI ETMK ETTB FP ICH ICO ICS
ETCI 0.793
ETMK 0.678 0.806
ETTB 0.758 0.604 0.833
FP 0.418 0.315 0.492 0.769
ICH 0.336 0.332 0.378 0.627 0.797
ICO 0.554 0.399 0.522 0.514 0.766 0.825
ICS 0.534 0.411 0.515 0.498 0.726 0.776 0.809

STRUCTURAL MODEL ASSESSMENT

Once the reliability and validity is achieved in measurement model, after that we assess
the structural model. In structural model we examined the Coefficient of determination (R?
value), effect size (%) and path coefficient (Hypothesis testing).

The Coefficient of determination (R? value) of this study is 38.6%. It means that IC and
ENTUB explained the 36.6% variance of endogenous variable i.e. firm performance as shown in
above Figure 1. According to Table 3, the endogenous variable (SME performance) was
explained by intellectual capital and environmental turbulence with effect size (f) of 0.281 and
0.066 respectively, and thus indicating medium and small effect size of the two respective
exogenous variables.

Table 3
EFFECT SIZE
Exogenous Construct f2 Ef_fect
Size
Intellectual Capital 0.281 medium
Environmental 0.066 small
Turbulence
Note: 0.02, 0.15 and 0.35 stand for small,
medium and large.
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For evaluating the path coefficient (hypothesis testing), we run the bootstrapping in
Smart-PLS. two-tailed test with 1% level of significance to assess the P-value and T-statistics to
test the significance or insignificance of hypothesis. Table 4 and Figure 2 shows that Intellectual
capital has a significant effect on endogenous variable (firm performance) (f=0.496, t=8.969,
p<0.01), therefore H1 is supported.

Table 4
RESULTS OF THE STRUCTURAL MODEL PATH COEFFICIENT DIRECT
HYPOTHESIS TESTING
Sample | Standard T-
Mean Deviation | Values
H1 IC->FP 0.496 0.495 0.055 8.969 0.000* Supported

Note: *significant at 0.001%.

Hypotheses | Relationships Beta P-Value | Decision

Es

FIGURE 3
PLS BOOTSTRAPPING FOR DIRECT HYPOTHESIS TESTING

Note: ICH=Intellectual Capital (Human Capital); ICS=Intellectual Capital (Social Capital); ICO=Intellectual Capital
(Organizational Capital); ETMK=Environmental Turbulence (Market Turbulence); ETCI=Environmental
Turbulence (Competitive Intensity); ETTB=Environmental Turbulence (Technological Turbulence) and FP=SME
performance.

Entrepreneurship & Sustainability 9 1939-4675-22-S1-189



International Journal of Entrepreneurship

Testing Moderating Effect

Volume 22, Special Issue, 2018

According to Hair et al. (2013), when the effect of an exogenous variable on an
endogenous variable is hooked on the values of another variable, then, there is presence of
moderating effect in which such variable moderates the nexus between the two variables (i.e.
exogenous and endogenous variables). One of the objections of this research is to test the
moderating effect of Environmental turbulence between intellectual capital and SMEs
performance. Same bootstrapping procedure is used for testing the moderating effect. The Table
5 and Figure 3 signifies that positive nexuses between Intellectual Capital and SME performance
(B=0.183, t=4.897, p<0.01)

Entrepreneurship & Sustainability

FIGURE 4
PLS BOOTSTRAPPING FOR MODERATING HYPOTHESIS TESTING

Table 5
RESULTS OF THE MODERATING EFFECT HYPOTHESIS TESTING
. : Sample Standard T- P- .
Hypotheses Relationships Beta Mean Deviation values | Values Decision
Moderating of -
H2 IC*ENTUB -> EP 0.183 0.18 0.037 4.897 0.000 Supported
Note: *significant at 0.001%.
TT81 ETTE2 TTB3 ETTBa
-

FPAPNTT
-

FPCSH0
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Note: ICH=Intellectual Capital (Human Capital); ICS=Intellectual Capital (Social Capital); ICO=Intellectual Capital
(Organizational Capital); ETMK=Environmental Turbulence (Market Turbulence); ETCI=Environmental
Turbulence (Competitive Intensity); ETTB=Environmental Turbulence (Technological Turbulence) and FP=SME
performance (Figure 4).

DISCCUSIONS

This study empirically validated that the intellectual capital has a significant effect on
SMEs performance. Current study revealed that intellectual capital plays the vital role in the
enhancement of firm performance. Textile sector is lacking behind because of skilled and
experienced workers (Isa et al., 2011). Hence intellectual capital building is crucial for the
sustainbale growth of Textile sector. This study is one of the piror study which addresses the
importance of Intellectual capital in Textile SMEs of Pakistan. This study is consistent with the
previous studies among intellectual capital and firm performance (Hsu and Wang, 2012; Scafarto
et al., 2016; Francesco, 2016; Sumedrea, 2013; Tsakalerou, 2015; Tsao and Hung, 2014). There
are two type of resources i.e. tangible and intangible. Now a days the firms which more focus on
intangible resources are more successful. Hence Intellectual capital is also one of the intangible
resource, therefore SMEs has to more focus on it for better performance.
This proposed research framework further posits that environmental turbulence moderates the
relationship between Intellectual capital and firm performance (Hery Pratono and Mahmood,
2014; Juma and McGee, 2006). As already mention that in Pakistan turbulent environment is the
main hurdle that hindering the performance of the firms and prevent them from taking advantage
of opportunities (Harram and Fozia, 2015). Pakistan is Agro-based economy and textile is the
biggest sector contributing in GDP but the Environmental is uncertain, therefore the sector is not
progressing in the right way. SMEs must have to focus on the environmental changes in the
surrounding and then reconfigure its resources according to the environment. The firms which
keep on monitoring the environmental turbulence are performing better and gain competitive
advantage over their competitor. This study focused on the manufacturing textile SMEs of
developing country i.e. Pakistan, mostly the previous studies more focus in developed
economies, therefore this research empirically addressed the research gap and contributed in the
literature as well.

SIGNIFICANCE OF THE STYDY

This study contributes significantly to the practitioners as the findings of this study
provide them a clear understanding on the factors affecting the Textile SMEs performance in
Pakistan, which is in line with the country’s vision 2025. With certain evidence on the factors
influencing the SMEs performance, the practitioners realize the importance of the drivers for
better performances. This study also hopes to help policy-makers, governmental agencies and
industrial SMEs to gain better understanding related to SMEs’ problems in their endeavor to
compete and survive in a competitive environment.

CONCLUSION AND RECOMMENDATION

A review of prior literature indicates that intellectual capital has a significant effect on the
SMEs performance. This research framework further posits that environmental turbulence
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moderates the relationship between intellectual capital and performance of SMEs. The findings
of this study helps SMEDA (Small and Medium enterprises Development Authority) of Pakistan
in developing the guidelines and policies related to the SMEs. The findings of this research helps
the Academia and practitioners the importance of intellectual capital and environmental
turbulence. Mostly the research studies on these variables are conducted in developed economies
and among large firms, hence more studies are required among SMEs. The direction for future
research should be to empirically test to what extent and how intellectual capital and
environmental turbulence are related and impacting other sectors of SMEs performance in the
emerging economy like Pakistan. This study is a cross-sectional study. A longitudinal
methodology might be necessary to validate this study in future.
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