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ABSTRACT
This study aims to explore, the mediating effect of intellectual capital (IC) on the relationship between innovation,
corporate governance (CG), and firm performance specifically within the SME sector in Pakistan. Data was collected
through questionnaires through random sampling. PLS-SAM is used for data analysis. CG and innovation have positive
relations with firm performance. Intellectual capital also indicates the relation between CG and firm performance. The
current research is useful for policy makers and mangers which provides the foundation for knowledge creation,
knowledge sharing, and the development of innovative products, processes, and business models. Additionally, effective
CG practices are essential for promoting transparency, accountability, and responsible decision-making within SMEs.
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1. INTRODUCTION

In the current scenario, dynamic business circumstances, corporations are facing the several changes which need to
constantly improve and innovative to stay in the competitive market. Therefore, the corporate governance (CG) of the
corporates is directed, controlled and plays a critical role in the process of decision-making and overall corporate
performance (Khan & Ali 2019). On the other side the innovation is extensively acknowledged as a key indicator to
sustaining the corporation’s competitive advantages and their long-term success. So, the relationship between CG,
innovation, and firm performance is complex and multifaceted (Khan et al., 2019). Current studies indicate the IC includes
the knowledge resources and intangible assets of a corporation, can perform as a mediating role between the CG,
Innovation and firm performance (Asiaei, O'Connor, Barani, & Joshi, 2023; Canals Botines & Lepri, 2019). Moreover,
CG structure plays a substantial role in the improvement of corporation wealth. So, CG takes much intension by the
researchers and corporations subsequently a extensive scandal in “WorldCom and Enron” (Khan & Ali, 2017a).
Therefore, the strong framework of governance can give the innovations and incentive for the innovations, whereas the
IC plays the as the fundamental mechanism that explains governance practices into tangible results. Moreover, In the
underdeveloped countries, appropriate governance structure gives out as a main objective in the firm accomplishment
that cuts the risk of economic catastrophes and the management disputes (Huynh, Hoque, Susanto, Watto, & Ashraf,
2022) .A study explained that defend corporation protect their investors, the controlling agencies tried to dishearten the
corrupt practices by executing rules and guidelines that ban these depraved practices; and utmost significantly exercise
or rule is CG .On the other side, the new innovations are strategy-led, are not determined, and do not derive from corporate
IC (Asad ,R, Y 2019,Asad 2020). So, the Innovation application development which can imply training and consumer
cooperation, direction and assistance between several individuals, and contribution of knowledge can be considered as a
acquiring opportunity (Asiaei et al., 2023). So, the innovation realization process is assumed to rouse learning and
promote new learning creation. Hence, the events and energies contained during the execution process may subtly affect
corporate performance by positively impacting IC (Khan & Ali, 2017a). So, previous research suppose the IC as an
ancestor of innovation, which proceed from the predictable practice of examining the role of IC on innovation and
consider that investigation the effects of superficially originated innovation on IC is vital in empathetic the undercurrents
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between innovation and firm performance(Asiaei et al., 2023; Huynh et al., 2022; Khan & Ali, 2017a; Ozgun, Tarim,
Delen, & Zaim, 2022).

The current study proposes, to examine the mediating role of IC between CG, innovation and firm performance. By
inspecting this relationship, can gain valuable understandings into how corporations can advantageously leverage their
intellectual capital to develop innovation and increase overall firm performance.

2. LITERATURE REVIEW

2.1. FIRM PERFORMANCE
Firm performance describes to the overall results and outcomes achieved by a company in terms of its financial and non-
financial measures of success. It is a comprehensive evaluation of the organization's ability to generate profits, create
value for stakeholders, and achieve its strategic objectives (Khan et al., 2019).

2.2. CORPORATE GOVERNANCE AND FIRM PERFORMANCE
The inclusion of female directors and board independence within the framework of corporate governance has gained
significant attention in recent years. Research has indicated that these factors can have an impact on firm
performance(Khan & Ali, 2017b; Khan et al., 2019). The presence of women on corporate boards has been associated
with improved firm performance (Gulzar, U., Khan, S (2021). in the boardroom, including gender diversity, brings diverse
perspectives, experiences, and skills to decision-making processes(Huynh et al., 2022; Khan & Ali, 2017a) . This diversity
can lead to better decision-making, enhanced risk management, and improved corporate governance practices, ultimately
positively influencing firm performance.
Research has also found that corporations with a higher representation of women on boards tend to have better financial
performance and higher shareholder value(Shan, 2019; Taljaard, Ward, & Muller, 2015). These companies often exhibit
improved innovation, stronger ethical practices, and better corporate social responsibility. The different viewpoints and
experiences brought by female directors can contribute to more effective problem-solving, increased employee morale
and engagement, and better alignment with diverse customer p references (Al-Gamrh et al, 2020)
Board independence refers to the composition of the board of directors with a sufficient number of independent directors
who are not affiliated with the company. Independent directors bring objectivity, impartiality, and diverse perspectives to
board discussions and decision-making processes(Al-Gamrh et al., 2020). They act as checks and balances on
management, promoting accountability and minimizing conflicts of interest.
Studies have shown that a top level of board independence is linked with improved firm performance. Independent
directors can enhance the effectiveness of corporate governance by providing objective oversight, effective monitoring
of management actions, and ensuring that the interests of shareholders are protected(Al-Gamrh et al., 2020). Their
presence is linked to better financial performance, lower risk of financial misconduct, and higher firm value(Al-Jaifi, Al-
Qadasi, & Al-Rassas, 2023).
Furthermore, board independence is often seen as an indicator of good corporate governance practices. Companies with
independent boards tend to have stronger governance structures, clearer strategic direction, and better risk management
processes, all of which contribute to improved firm performance(Al-Jaifi et al., 2023).
H1: The CG (gender diversity, independent director) has a significant relationship with firm performance.

2.3. INNOVATION AND FIRM PERFORMANCE
Innovation allows companies to differentiate themselves from competitors and gain a competitive edge in the market.
According to (Khan et al., 2019) innovation means the firm affinity as well as receptiveness to executing concepts that
depart from the joint avenue of business. So the innovation outcome in compliance to abandon prior circles and try novel
ideas innovation shows an important strength in establishing firm performance (Khan et al., 2019). Earlier studies
indicates that innovation has a major impact on firm performance (Huynh et al., 2022; Ozgun et al., 2022). The following
hypotheses
H2: The innovation has a significant relationship with firm performance.

2.4. MEDIATING ROLE OF INTELLECTUAL CAPITAL (IC)
The mediating role of IC between corporate governance, innovation, and firm performance highlights the influence of IC
in facilitating the relationship between these factors. IC has three different dimensions, which includes the structural
capital, human capital, and relational capital, contributes to the efficiency of CG practices (Khan & Ali, 2017a)). The
existence of IC inside the corporation increases the quality of administrative decisions, management processes, and
strategic decisions oversight by leveraging the skills, knowledge and relationships of employees (Asiaei et al., 2023,
Manahil & Khan 2023). The Strong CG structures and processes assist the formation, operation, and safeguard of IC,
confirming which is essentially attached to drive innovation and firm performance (Asiaei et al., 2023). The greater
efficiency of IC, firm might increase their innovative capabilities, leading to the enhancement of new products, services,
processes, and business models. IC has a direct impact on firm performance(Khan & Ali, 2017a)). By effectively
leveraging IC, organizations can achieve higher productivity, operational and financial outcomes(Khan & Ali, 2017a). IC
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enables optimal resource allocation, effective knowledge management, and the cultivation of strong relationships with
stakeholders (Khalil,2018). These factors contribute to improved firm performance, including increased profitability,
market share, customer satisfaction, and overall organizational success.

H3: The IC mediates the relationship between the CG (Bord diversity and Board independence) and Firm performance.
H4: The IC mediates the relationship between the Innovation and firm performance

2.5. RESEARCH FRAMEWORK
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3. RESEARCH METHODOLOGY

3.1. POPULATION OF THE RESEARCH
Investigate IC as mediating between CG, innovation, and firm performance of (SMEs) in Pakistan. The research used a
cross-sectional design to capture the current state of corporate governance, innovation, IC, and firm performance in SMEs
in Pakistan. The survey questionnaires were utilized to gather data from SMEs. The unit administered to SME owners,
managers, and key decision-makers. PLS-SAM use for data analysis.

3.2. SIMPLE AND DATA COLLECTION
This current study chosen the random sampling method. In non-probability random sampling, the data presented is
nonparametric, that is linear, and this kind of sampling is much appropriate for quantitative research described by
researchers. The 450 questionnaires were distributed for study and returned 289 after screening the data. Only 256 were
useable for analysis.

3.3. MEASUREMENT OF THE VARIABLES
Corporate governance (CG) (female directors (5), board independence (4) were measured 09 items and adapted by
(Honghui, 2017). The intellectual capital(IC) was measured by 23 items which were adapted by (Bontis, 1998) on the
other hand the innovation adapted nine items(Djellal & Gallouj, 2005). The firm performance was measured the 9 items
was adopted by ((Henri, 2006). Current study use the seven Likert scale for data collection.

4. ANALYSIS AND RESULTS
4.1. MEASUREMENT MODEL
A measurement model, also known as a measurement framework or measurement structure, is a conceptual model that
defines the relationships between constructs and the observable variables used to measure those constructs in a research
study (Hair et al 2014). It provides a framework for assessing and quantifying the concepts or phenomena under
investigation.
Table 1: Reliability & validity

Variable Cronbach's alpha CR AVE
BI 0.811 0.876 0.639
FD 0.855 0.896 0.632
FP 0.86 0.889 0.472
IC 0.771 0.845 0.521
INNO 0.844 0.878 0.447
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Table 2: Heterotarit-Monotarit Ratios

Bl FD FP IC INNO
Bl
FD 0.832
FP 0.876 0.808
IC 0.842 0.881 1.039
INNO 0.629 0.654 0.862 0.809
Table :3 R-square
R-square R-square adjusted
FP 0.752 0.752
IC 0.646 0.644

The R-square indicates the value of variation of independent to depended on variables.

4.2. STRUCTURAL MODEL
PLS path modeling is the estimation of the structural model after the assessment of the measurement model.

Table: 4 Assessment of Path Coefficients

Results

Variables Original sample (O) | Sample mean (M) | Standard deviation (STDEV) | T statistics ((O/STDEV|) | P values
Accepted

Bl -> FP 0.367 0.366 0.026 13.874 0.000
Accepted

Bl -> IC (HC-SC-RC) 0.404 0.403 0.029 14.101 0.000
Accepted

FM -> FP 0.432 0.432 0.025 17.428 0.000
Accepted

FM -> IC (HC-SC-RC) 0.476 0.475 0.027 17.346 0.000
Accepted

IC (HC-SC-RC) -> FP 0.908 0.909 0.009 97.366 0.000
Accepted

INNO -> FP 0.185 0.186 0.024 7.768 0.000
Accepted

INNO -> IC (HC-SC-RC) 0.204 0.205 0.026 7.753 0.000

5. RESULTS

The following hypothesis, H1 the relationship between board independence and firm performance indicating the positive
and significant relations (T= 13.874, P=0.000). These results are align with previous studies (Asiaei et al., 2023, Khan &
Ali, 2017). H2 also accepted and positive significant relationship between female and firm performance (T= 14.101,
P=0.000). H3 and H4 is also accepted the intellectual capital mediates the relationship between the board independence
and innovation.

6. CONCLUSION
In result, the mediating role of IC between innovation, CG, and firm performance of the SMEs sector indicates the critical
value of IC in driving firm achievement. IC acts as a key feature that links and influences the relationships between
innovation, CG, and firm performance. Furthermore, IC plays an essential role in determining CG practices. The IC of
the firm can enhance the quality of decision-making, strategic oversight, and risk management within the governance
framework. This, in turn, enhances transparency, accountability, and responsible decision-making, leading to better
governance outcomes and organizational performance.

6.1. LIMITATIONS AND FUTURE RECOMMENDATIONS
The results of the current study is specific to the context of SMEs in Pakistan and cannot be fully generalizable to SMEs
in other countries or regions. The cultural, economic, and regulatory factors unique to Pakistan may influence the
relationships between IC, innovation, corporate governance, and firm performance.
The future studies can compare the SMEs in Pakistan with SMEs in other countries or regions can empower a broader
understanding of the influences of contextual factors on the relationships between IC, innovation, corporate governance,
and firm performance. Comparative studies can help identify best practices and lessons learned from different contexts.
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