Does Leadership matter in Innovation and New
Business Venturing? Testing the Mediating Effect
of Absorptive Capacity
Loo-See Beh
Faculty of Economics & Administration, University of Malaya, Kuala Lumpur, Malaysia
Email: lucybeh@um.edu.my
lmran Shafique
Faculty of Economics & Administration, University of Malaya
Email: shafiqueimran@hotmail.com

AbstractThis study aims to investigate whether
leadership matters in promoting innovation and new
business venturing. Using survey questionnaire, data is
collected from the manufacturing
SMEs of Pakistan.
Structural equation modeling (SEM) technique is used for
analysis. The results demonstrate that transformational
leadership has positive influence on innovation, new
business
venturing
and corporate
entrepreneurship
Absorptive capacity also has a mediating effect between
transformational
leadership with innovation and new
business venturing.

Following [6], corporate entrepreneurship refers to the
combination of innovation and new business venturing.
Accorclingly, transformational leadership is most
appropriate to promote corporate entrepreneurship [8).
Several empirical studies also found that transformational
leadership positively affects corporate entrepreneurship.
Most studies have been conducted in western and
developed countries such as [9] in Netherlands, [10] in
Australia, [11] in Spain, and [12] in USA. However,
limited studies were conducted in developing and
emerging countries such as [13] in Malaysia, [14] in
Bahrain, [IS] in Turkey but none so far in Pakistan.

Index Terms-transformational
leadership,
absorptive
capacity, innovation, new business venturing, corporate
entrepreneurship

l.

Small and medium enterprises (SMEs) play vital role
for the growth of any national economy. SMEs in
Pakistan considered as backbone of its economy and
currently facing survivability issues [16). As studies are
limited in the context of Pakistan, general literature
advocates that most businesses fail due to inappropriate
leadership style [17]. Keeping in view both scenarios, this
study aims to investigate the role of transformational
leadership to promote corporate entrepreneurship directly
and through absorptive capacity in the manufacturing
SMEs of Pakistan. Fig. 1 explains the hypothesized
relationship between transformational leadership and
corporate entrepreneurship. This relationship is mediated
by absorptive capacity while transformational leadership
also affects the dimensions of corporate entrepreneurship:
innovation and new business venturing directly and
through absorptive capacity.

INTRODUCTION

Firms constantly face the continuously changing
business environment and strong competition in a
globalized era [1] often leading to economic progress [2]
and enhancing decentralization [3). Some of the external
environment sources of influence include technology,
competition, economics, resources, customers, and
legal/political situations along with the internal
environment and management of the firm.
Given the ever-changing strategic shifts, old business
structures are not sufficient for firms to compete in
emerging competitive environment, strong rivalry, and
volatility [4]. Firms cannot survive without adapting to
changes and adjustments [5]. Environmental changes and
intensive competitions are compelling firms to bring
transformation inside firms. One of the important
transformations is that firms are adopting corporate
entrepreneurship [5]. Corporate entrepreneurship includes
two elements: (J) creation of new business unit within an
established firm and (2) firm transformation via strategic
renewal [6]. In fact, corporate entrepreneurship denotes a
sustainable strategic option for leaders to stay competitive.
This contention raises the question of leadership and
management style to sustain business performance [7].
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Corporate entrepreneurship is a commonly used concept
to explain entrepreneurial behavior of a firm [25]. Its
main flurpose is to attain a viable competitiveness by
promoting innovation within all stages of the firm. In
1980s various researchers thought it was rare for
entrepreneurship to occur in small and medium firms [26].
There is generally no accepted or agreed definition on
corporate entrepreneurship. Different authors attached
different meaning to it with minor modification. It
comprised three elements: (I) establishment of new firm
or business unit within an existing firm; (2) growth and
application of entrepreneurial strategic thrusts; and (3)
appearance of novel thoughts from different stages in th~
firm [27]. Furthermore, it is defined as "activities aimed
at creating new businesses in established companies" [28].
This definition is extended by Guth and Ginsburg [6] as
..transformation of organization through strategic
renewal." Zahra et al. [29] proposed numerous aspects to
entrepreneurship at the level of firm revealing various
content
mixtures,
causes
and applications
of
entrepreneurship. Keeping in view above definitions of
corporate entrepreneurship, basically it is a combination
of two elements: innovation and new business venturing.
Vesper [27], Nielsen et al., [30] and Bierwerth et al., (3 J)
also consider corporate entrepreneurship as combination
of innovation and new business venturing. Detailed
explanations of these elements are as follows.

Figure J: Conceptual Frameworc

II.
A. Transformnlionnl

LITERATURE

REIVEW

Leadership

The concept of transformational
leadership was
initially coined by Bums [18] as ..transforming leadership
as leaders and followers raise one another to higher levels
of morality and motivation". Transformational
leaders
influence followers and connect their goals with
organizational objectives as well as changing their selfesteem and beliefs by inspiring their respect and loyalty
for the leaders [19]. Later, Bass [20] from a psychological
point of view named it "transformational
leadership'
because he was interested to know leaders' efficacy in
affi:cting followers or employees to transform their
concepts,
values,
aspirations,
perceptions,
and
expectations.

C Innovation

Various scholars explained innovation in different
ways. Innovation is the process to bring newness in
products or services with special focus on technological
development [32]. It is also defined as the commitment of
a firm to produce novel products or services, process of
production or manufacturing, and a system of
organization with technological development focus [33].
In this study innovation refers to the development of new
products, improvement in the existing products, and
development of new production process, introduce new
product in existing market, or introduce existing product
in new market The primary focus is to what degree the
products or activities of a firm are new, di tinct, and
unique.

Bass and Avolio [21] introduced five elements of
transformational
leadership:
idealized
influence
(attributed), idealized influence (behavior), inspirational
motivation, intellectual stimulation, and individualized
consideration. Idealized influence (attributed) defines the
sense of loyalty, admiration, trust, and respect which
followers attribute to these leaders. Idealized influence
(behavior) explains the character and behavior of the
leaders. Intellectual stimulation relates to the aptitude of
leaders to develop an environment which is suitable fur
creativity and innovation, and also authorize followers or
employees
to solve
difficult
issues.
Finally,
individualized consideration denotes that these leaders
pay attention to the needs and requirements of individual
followers or employees, and assist them fur their selfactualization and growth [20].

D. New Business Venturing

ew business venturing is a vital dimension of
corporate entrepreneurship because it creates new
business within already an established firm [34], through
transfurming the products of a firm [35], and through
introducing the new markets to business [28]. It refers to
the establishment of new businesses associated with the
already established markets or products [36]. Antoncic
and Hisrich, [37] defined it as establishing new business
within an already established firm. Thus this study
defines new business venturing as the creation or
establishment of new business in existing established
firms by transforming the firm's products fur existing
markets or creating new markets for existing products.

The extent to which leaders practice these elements
been demonstrated to be linked to a range of
organizational and individual results such as augmented
satisfaction, effort, and performance of subordinates [22],
and increased effectiveness of work unit and team
functioning [23]. Transfurmational leadership works on
organizational level to bring improvements and
simultaneously stimulate individual employees to assist
change at individual level [24]. According to Ozaralli
[23], transformational leadership has considerable effects
on organizational culture and values.
has

E. Absorptive
B. Corporate EnJrepreneurship
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Capacity

Cohen and Levinthal [38] defined absorptive capacity
as capability of firms to identify, assimilate, process and
exploit the novel knowledge achieved from outside firm
sources. The knowledge-based theory proposes that with
this capability it can considerably enhance the ability to
identify and discover novel opportunities by developing
new abilities and decreasing cognitive inflexibility among
top management of firm [39]. Building- and sustaining
absorptive capacity is essential fur success and long term
survival of firm as it could strengthen, refucus, or balance
the knowledge base of firm.
III.

HYPOTHESES DEVELOPME
T AND
RESEARCH FRAMEWORK

A.
TransjornraJi01ud
EfJlrepreneurship

Leadership

and

Corporate

Transfurmational leaders are role models to their
followers (employees) by demonstrating idealized
influence (behavior), also known as charisma Through
idealized influence (attributed), leaders being models to
followers effectively communicate consistent and distinct
understandings of future goals and beliefs and realize the
importance of collective goals to followers, In response,
they are motivated to imitate their belief and standards.
Through inspirational motivation, leaders display
particular behaviors to express a shared vision, inspire
and stimulate followers to achieve targeted objectives. By
employing intellectual stimulation, leaders question the
established beliefs and standards [40], use logic to
promote critical thinking and stimulate fullowers to
rethink basic assumptions and restructure problems.
When employees are stimulated to seek fresh approaches
in solving existing problems it leads to creativity thus
individual creativity is enhanced through appreciating
individuals' creative ideas resulting in fum-level
innovation. Leaders through individualized consideration
establish relationships at individual level with fullowers
where leaders identify needs and values at both individual
and
firm-level. Transfurmational
leaders shape
individuals' development using mentoring, feedback, and
effective communication [4Q] to target new business
opportunities.
Eyal and Karle [41] proposed that transformational
leadership has positive association with corporate
entrepreneurship. As stated by [42] and [43]
transfurmational leadership is necessary fur top
management to move successfully towards new busines
venturing. Iorrlsene and Oberman [17] argued on the
findings of [44) that transformational leadership affects
more positively in entrepreneurial firms than big
organization. Ensley et al., [45] found in their study that
transformational
leadership
positively
affects
perfurmance of new venture under the conditions of
dynamic environmenL Yang [46] also fuund positive
association of transfurmational leadership with corporate
entrepreneurship. Consistent with the findings of [46],
positive relation hip of transformational leadership with
corporate entrepreneurship is also fuund [47]. Thus,

consistent

with above literature, we propose, HI:

Transformational
Leadership has positive
with Corporate Entrepreneurship
B. Transformational

relationship

Leadership and Innovation

A number of studies have identified several factors
which can contribute to stimulate innovation and most
studies identified leadership as one of the most important
element to promote innovation [48). Management
researchers particularly emphasized on the adaptive
perspective ofthe transformational style ofleadership and
deemed it a prospective facilitator to augment innovation
[49], [50]. Oncer [47) and Yang [46] also found positive
relationship between transformational leadership and. •
innovation. Therefore, consistent with extant literature,
we propose, Hl: Transformational leadership positively
affects innovauon

C

Transformational

Leadership

and

New

Business

Venturing

ew business venturing refers to establishment of
new venture or business in existing markets or with
existing products irrespective of size or level of
autonomy [28]. Entrepreneurial firms are those involved
in creating new businesses within the existing firm [51].
As stated by [42] and [43], transformational style of
leadership is necessary fur top management to move
successfully toward new business venturing. Morrisette
and Oberman [17) argued on the findings of [44] that
transformational leadership affects more positively in
entrepreneurial firms than big organizations. Ensley et al.,
[45) found in their study that transformational leadership
positively affects the performance of new venture under
the conditions of dynamic environment So, in line with
above literature we propose, H3: Transformational
leadership positively

affects new business venturing

D. Mediation of.Absorptive

Capacity

According to resource-based view, competitrve
advantage in this continually changing business
environment is essential fur successful survival of any
firm. Therefore. firms continuously obtain, develop, and
improve their capabilities and resources if they want to
remain competitive. The major issue firms are facing is in
discovering the basis of capabilities and resources which
increase the competitive advantage of a firm. A number
of scholars argued that leaders of the organizations play
vital role to enhance capabilities of firm [52]. In this
backdrop, leadership ability augments firm's absorptive
capacity to nurture corporate entrepreneurship [53]. So,
we propose, Hs: Absorptive capacity mediates tire
relauonship

oj

transformational

leadership

and

corporate entrepreneurship
Hsa: Absorptive

capacity

mediates

tire relationship

oj

transfonnationalleadership and innovation
Hsb: Absorptive capacity mediates the relationship oj
transformaiional leadership and new business venturing:
IV. METHODOLOGY

148

A. Population and Sample
Six industries are selected due to their significant
contribution to GDP where 56% of total SMEs and seven
clusters out of ten are located in province of Punjab.
Following the cluster sampling technique as adopted by
Bhutta et al., [54], SMEs were selected from each cluster
according to their percentage in total population. Table I
shows the industries and number of SMEs taken from
each industry fur this study.

re-specification
of model and assessment of reliability
and validity of measurement properties. The second step
. provides the path association in causal theoretical latent
measures. When a good fit of structural model is
recognized, the structural model is then used for testing
the hypotheses.

v.

The values of mean, standard deviations, and correlations
variables are presented in Table II. The low and medium
levels of correlation coefficients show that variables do
not have high eollinearity with each other.

A total of 950 Questionnaires (Urdu translation was
parallel to English) were distributed in SMEs of six major
cities of the province to get
sufficient response rate
which are registered at Small and Medium Enterprises
Development
Authority (SMEDA).
A total of 433
responses were finally collected with the response rate of
almost 460/0. However, only 4-00 responses were used fur
further analysis.

a

TABLE II: DESCRIPTIVE STATISTICS
Means
4.1795
2. INN 4.0369

SD
0.69717
0.80649

3.NBV 3.9588

0.88207
0.76039

LlL

4.AC
Sr. No.
I
2
3
4

5
6

7
Total

RESULTS AND DISCUSSION

4.1046

2

3

0.350·
0.342·

0.065

0.000 -0.114"
0.361*
-0.057
0.115··
0.506*
0.59509
3.8721
5.CE
*and.* represent significance level at 1% and 5% respectively

TABLE I: SAMPLE DISTRIBUTION
Responses Collected
Finns
'%
IndustrY
117
199
21
Textile
71
134
I.eatherlFoolwear
'4
99
114
12
Sports
65
180
19
Food&;Be~
24
76
8
Mel1IJ
28
95
Wood &; Furniture
10
19
152
16
Others
43~useable-4(0)
950
tOO

4

0.704*

Reliability and validity of every construct is measured
[66]. Reliability
is measured
by average
variance
extracted
(A VE).
construct
reliability
(CR),
and
Cronbach's
alpha. Likewise, validity is measured by
convergent
validity.
AVE and CR are computed
employing confirmatory
factor analysis (CFA) on the
bases of formulas presented by [67] which confirm the
reliability of the constructs. Results are presented in
Table lIT. All constructs used in this study have CR above
0.60 and AVE not less than 0.50 as suggested by [68],
recommending the constructs' reliability. The values of
Cronbach's alpha of all constructs are more than 0.70 [69]
which also confirms the reliability.

B.Meosurements o/Variables
Three different variables are used in this study. Each
variable is measured
according
to the appropriate
instrument Further details of variables are presented as
fullows. Multifuctor
Leadership Questionnaire
(MLQ
Form ,X-short) is employed to measure transfurmational
leadership. MLQ developed and refined by [21] which
ranging
from
"I=Not
at all"
to '"5=frequent".
Transfurmational
leadership is measured by 20-items
scale. MLQ (Form 5X-short) is multi-cultural instrument.
In other words, it is reliable and can be used in the
context of Pakistan as used by [55], [56], [57] and [58].
Corporate entrepreneurship
i measured by Corporate
Entrepreneurship scale. Corporate entrepreneurship scale
includes innovation and new business venturing which is
developed and refined by [59] and tested by [60] and (51].
Each innovation
and new business
venturing
are
measured by five items ranging from "I=lncreased
Significantly"
to
"5=Decreased
Significantly".
Absorptive capacity is measured by 14 items scale which
is developed by [61), further refined by {62]. This scale is
used by [63] and assured its reliability. Furthermore, this
scale is validated in the context of Pakistan [64]. This
scale has also range from "I=Strongly
Disagree" to
"5=Strongly Agree".

TAB.LE III: lNSTRUMENT
FL
AVE
lL
0.68
0.508
2
0.72
3
0.70
4
0.67
5
0.70
6
0.70
9
0.69
14
0.76
15
0.75
20
0.75
Innovation
21
0.68
0.562
22
0.68
23
0.75
24
0.60
NBV
26
0.64
0.518
.28
0.73
29
0.79
30
0.71
AC
33
0.68
0.525
34
0.70
37
0.73
38
0.77
40
0.81
41
0.68
42
0.69
Variables

C. Analytical

Technique
Structural Equation Modeling (SEM) is used to test the
conceptual model and applied in two stages [65]. The
first step is to evaluate SEM measurement properties, unidimensionality of each latent variables, modification or

Construct
Therefore,
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RELIABILITY
CR
Cronbach Alpha
0.912
0.912

0.773

0.771

0.81

0.804

0.885

0.884

validity IS Important to test a theory [68].
con truet validity is assessed on the basis of

entrepreneurship. The results in Table VI illustrate the
aforesaid relationship.

GFI [70] and discussed in Table [V. Convergent validity
is assured on the basis of high factor loadings (>0.50) of
all factors [71]. Furthermore, AVE outputs give an
additional support to convergent validity.

Paths
TL7INN
TL7NBV
TL7AC
AC71NN
AC7NBV

This study uses two phase modeling; measurement and
structural model [72]. First, this technique is recognized
broadly; second, correct value of items reliability for
every construct is carried out in two phases to keep away
from any relation of measurement and structural model.
In Table lV, the results of measurement models depict the
goodness-of-fit of models along with the finalized items.
The analysis of structural model is carried out in this
phase. Two structural models are analyzed to address the
hypotheses. The results of both models are as shown in
Table IV and V.

* represt!l'Ilieve/ ofs;gllijiccmce

CFI

RMSEA

clii
sq/df

Transformational Leadership
Finalized Items;
1,2,3,4,5,6,9,9,14,15,20
0.934

0.949

0.085

3.884

Innovation
Finalized Items:
21,22,23,24

0.982

0.994

0.055

2.194

New Business Venturing
Finalized Items:
26,28,29,30

0.995

0.998

0.033

1.433

Absorptive capacity
Finalized Items:
33,34,37,38,40,41,42

0.966

0.977

0.071

3.014

Structural Model I

0.92

0.903

0.068

2831

Structural Model 2

0.962

0.901

0.069

2.875

GFI

TABLE V: STANDARDIZED EFFECTS
Paths
Direct
Indirect
TL7CE
0317*
0.245*
TL7AC
0.470*
AC7CE
0.523*
* represtmllcw!l of sigmjiCOJU)<!tu !l.I%

Total
0.348*
0.370*
0.470*
0.390*
0.286*

af 0.1%

Transfurmational leadership has direct influence on both
dimensions of corporate entrepreneurship (innovation &
new business venturing). Garcia-Morales et al. [11] and-.
Ryan and Tipu [58] also round positive association
between transformational leadership and innovation.
Ensley et al, [45] found positive relationship between
transformational leadership and new business venturing,
but with moderating role of environmental dynamism.
Absorptive capacity also positively mediates between
transformational leadership and both elements of
corporate entrepreneurship. The results are consistent
with theory and past studies [II], [39], [53]. GarciaMorales et al. [II] and Ryan and Tipu [58] found positive
relationship between transformational leadership and
innovation. For instance, it is found that absorptive
capacity
positively
influenced
the
corporate
entrepreneurship activities and innovation [39], [53].
Ensley et al. [45] found positive relationship between
transformational leadership and new business venturing
but with moderating role of environmental dynamism.
The findings ofEyal and Kark [41] and Oncer [47] also
support the results of this study that transfurmational
leadership has significant direct effects on proactivity of a
firm and performance [74].

TABLE IV: GOODNESS-OF-FIT MODELS
Goodness-of-fit

TABLE VI: STANDARDIZED EFFECTS
Direct
Indirect
0.183*
0.165*
0.236*
0.134*
0.470*
0.390*
0.286*

From this study, it shows that leadership does matter in
innovation and new business venturing resulting in
corporate entrepreneurship. SMEs owners and managers
need to understand the importance of corporate
entrepreneurship for survival, growth, and profitability.
Secondly, only shifting form management approach to
leadership is insufficient, instead an appropriate
leadership style is required to promote corporate
entrepreneurship in firms. Furthermore, a leadership style
which links the firm with external sources is helpful to
promote corporate entrepreneurship given that the results
of this study and previous empirical studies found that
transformational leadership as an appropriate leadership
style which has significant direct and indirect (through
absorptive capacity) influence on all the dimensions of
corporate entrepreneurship. Thirdly, SMEs owners or top
management ought to recruit managers or directors with
special attention of transformational leadership capability.
Thus, in developing entrepreneurial culture (corporate
entrepreneurship) research and development (R&D)
capacity is encouraged for innovation and new business
venturing.

Total
0.562*
0.470*
0.523*

The results show that transformational leadership has
significant
positive
association
with
corporate
entrepreneurship both direct and indirect through
absorptive capacity (Table VI). The magnitude of direct
and indirect association is substantial as evident from its
coefficient value 0.317 and 0.245 respectively. These
results are consistent with previous literatures. For
example, Ling et al, [44] and Moriano et al. [73] fuund
positive relationship between transfurmational leadership
and
corporate
entrepreneurship.
Similarly,
Garcia-Morales et al. [II] round that transformational
leadership positively influences the absorptive capacity.
Furthermore, Zahra et al, [39] and Sakhdari et al. [53]
also found that absorptive capacity positively affects
corporate entrepreneurship.

VI. CONCLUSIO

It is vital to examine the effects of transfurmational
leadership
on
the
dimensions
of
corporate
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AND IMPLICATlO S

The results illustrate that transformational leadership has
positive significant effects on corporate entrepreneurship
directly and indirectly
through absorptive
capacity.
Nevertheless, SMEs survival cannot be ensured until and
unless they promote corporate entrepreneurship
through
management
approach. In improving transfurmational
leadership skills in industries, appropriate education and
training of key personnel of SMEs are essential for
transfurmational
leadership. The issue can be resolved
through hiring trained and qualified individuals with
focus on trainings and workshops on regular basis to
maintain the practices of transfurmational
leadership
within the firms. SMEs can ,collaborate with specific
training and educational
institutions
to enhance the
managerial skills of key management
personnel. For
example, textile firms have collaboration with National
Textile University. Faisalabad and Textile Institute of
Pakistan (TIP). Some specific institutions have been
established for leather industry to provide related training
and education. With the collaboration of those institutions
or universities, required leadership skills can be achieved
Such type of measures can be taken fur all the major
industries.
This study is conducted
in the limited
manufacturing
sectors (textile, leather/fuotwear,
sports,
food and beverages, metal, and wood and furniture) in
one province of the Pakistan. Thus the results of the study
and the importance of transfurmational leadership can be
further improved by including other sectors. This study
recommends
future research to include data of other
manufacturing
ectors such as surgical
equipment,
chemical, carpet, and electronic industries.

•
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