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Abstract

The present study investigates the pivotal function of transformational leadership in
cultivating inventive conduct among employees in small and medium-sized firms (SMEs) in
Pakistan. This study intends to examine the impact of transformational leadership on
employee creativity, given that creative work behavior is a major factor in determining a
business's ability to survive and gain a competitive edge. The fact that many SMEs fail despite
having an excess of resources is a testament to the need for excellent leadership for
organizational survival. This study examines the dimensions of transformational leadership,
employee innovative behavior, and SME success using exploratory factor analysis (EFA) on
data gathered from 103 respondents. The data were deemed suitable for factor analysis using
Bartlett's test of sphericity and Kaiser-Meyer-Olkin (KMO) values exceeding the permissible
level for each construct. The results of the investigation showed that innovative behavior on
the part of employees is greatly impacted by transformational leadership, and this improves
SME performance. The results show that transformational leadership is essential for fostering
overall organizational performance in addition to having a direct impact on staff innovation.
Keywords: Transformational Leadership, Employee Innovative Behavior, SMES Performance,
Exploratory Factor Analysis

Introduction

Organizational performance is a critical indicator for reaching goals and objectives for both
large and small enterprises, in developed and developing economies (Rehman et al., 2019).
These comprise various elements, including non-financial ones like return on investment,
profitability, and revenue growth, as well as financial ones like market competitiveness,
customer happiness, and staff engagement and satisfaction (Alatailat et al., 2019). According
to Ogochukwu et al.,, (2022), it also comprises operational efficiency measures like
productivity and cost-effectiveness. Nevertheless, for businesses to succeed in the rapidly
changing modern economic world, they must search for creative solutions. Companies are
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looking for new and creative ways to improve their operations. Innovation has been the focus
of these initiatives (Guerrero-Villegas et al., 2018).1t is believed that SMEs must prioritize
innovative work behavior in order to compete successfully and produce greater financial
returns. Small and medium-sized businesses (SMEs) need a certain set of abilities because of
their highly dynamic nature in order to lead, grow, and compete in their industry, throughout
their sector (Pasha et al., 2022).

Employee knowledge is also crucial for firms to develop and obtain a competitive advantage.
A lot of firms depend on their employees to provide them with an advantage in the
competitive marketplace. Organizations view employees as critical to expanding their
potential for innovation, making them the primary focus of examination from an individual
perspective. Employee creativity has a major impact on organizational innovation and
competitive advantage, according to Tang & Werner (2017). In a similar vein, studies show
that specific protocols are necessary to encourage creative activity in workers. Developing
new, useful ideas into improved goods, services, or procedures is an example of an innovative
work practice (Sengupta et al.,, 2023). Furthermore Empathy, creativity, and a flatter
organizational structure are promoted by agile and design thinking, which pushes staff
members to reach their full potential by providing them with opportunities (Munir et al.,
2024).

Small and medium-sized enterprises (SMEs), which are inherently dynamic, face a unique set
of challenges and opportunities in this regard. SMEs are the backbone of Pakistan’s economy,
significantly contributing to employment generation, economic growth, and the overall
development of supply chains within the manufacturing and services sectors (Kumar et al.,
2022; Amir et al., 2020). Given their substantial impact, it is imperative for SMEs to foster
innovation among employees to remain competitive and ensure sustainable growth.
However, this requires a robust understanding of the factors that drive employee innovation,
particularly in resource-constrained environments.

Employers greatly rely on the innovative behavior of their staff to adjust to shifting
circumstances (Majid et al., 2020). Therefore, innovative work behavior (IWB) among its
members is crucial for all types of firms to maintain a competitive edge and secure their long-
term survival (Negassi et al., 2019). This also holds true for small and medium-sized
enterprises (SMEs), whose capacity for profitable operation greatly relies on the innovative
thinking of their staff members (Raymond & St-Pierre, 2010; Tariq et al., 2024).

Leadership plays a pivotal role in shaping organizational culture and influencing employee
behaviors. Specifically, transformational leadership (TL), characterized by vision, inspiration,
and the ability to motivate employees to exceed expectations, has shown promise in
promoting innovative work behavior (Cortes & Herrmann, 2020; Mahmood & Igbal, 2021).
Leaders who adopt a transformational style can create an environment that encourages
employees to think creatively, collaborate effectively, and develop innovative solutions to
complex problems. This leadership approach is especially crucial for SMEs, where leaders
often have direct and influential relationships with their workforce.

Despite the recognized importance of innovation for SME success, there is a notable gap in
research focusing on the mechanisms through which transformational leadership influences
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employee innovative behavior. Existing studies have primarily examined general leadership
impacts on organizational performance but have not sufficiently explored the specific role of
leadership in fostering innovation within SMEs, particularly in the context of developing
economies like Pakistan (Knezovi¢ & Drki¢, 2021). Addressing this gap is essential to
understand how SMEs can leverage leadership practices to boost employee creativity and, by
extension, organizational performance.

Most of the studies carried out to date are considerably too constrained and ignore a number
of crucial elements in employee innovative behavior (Sanders et al., 2018). Therefore, this
study focused on innovative employee behavior in accordance with transformational
leadership. Transformational leadership (TL) is one element that might have an impact on
employee innovation behavior and SMEs performance. When workers observe their pioneers
functioning in a particular way, they are inspired to build on each other's ideas and skills to
come up with creative solutions to problems (H. Khan et al., 2020).The most popular
approaches in social science and business nowadays are transformational leadership
philosophies (Mouazen & Hernandez-Lara, 2023).

The present study seeks to fill this gap by investigating the impact of transformational
leadership on employee innovative behavior and its subsequent effect on SME performance
in Pakistan. This research is significant for several reasons. First, it provides empirical insights
that can guide SME leaders in adopting leadership practices that promote innovation, thereby
enhancing organizational competitiveness. Second, the findings will be valuable for
policymakers and business managers who aim to strengthen the SME sector's contribution to
economic growth. Finally, the study adds to the academic literature by offering a
comprehensive understanding of the relationship between leadership and innovation in the
context of emerging markets.

Literature Review

The research currently accessible on SMEs provides strong evidence about SMEs'
contributions to economic growth, large job potential, and income production (Rasheed &
Siddiqui, 2019). As a result, given this underlying background, researchers are paying
particular attention to the noteworthy contributions provided by SMEs to the growth of
economies (Rasheed & Siddiqui, 2019). Apart from their noteworthy impact on established
and emerging countries, small and medium-sized enterprises (SMEs) nonetheless have a
concurringly high failure rate. In their first several years of operation, many recently founded
SMEs failed (Ullah, 2019). Furthermore, business organizations face new challenges due to
the rapid advancement of technology and the knowledge economy (Kulakli & Mahony, 2014),
which puts pressure on them to reinvent their business operations (Negassi et al., 2019).

In the SME sector, workers are the most important resource for ensuring a range of services
that are essential to the expansion of the economy (Raut, 2020). They are able to achieve
significant growth, competitive performance, and an enduring reputation for their businesses
(Ferreira & Franco, 2020). These days, all SMEs prioritize innovation, which is challenging to
accomplish without knowledgeable and experienced staff. Previous research has shown that
workers participate significantly in most firm-based innovative activities by processing ideas
as they arise and converting them into creative outputs (Blanchard, 2020; Chang & Eberhardt,
2020; Duradoni & Di Fabio, 2019) to gain an to gain an advantage over competitors (Rastrollo-

2393



INTERNATIONAL JOURNAL OF ACADEMIC RESEARCH IN BUSINESS AND SOCIAL SCIENCES

Vol. 14, No. 11, 2024, E-ISSN: 2222-6990 © 2024

Horrillo & Rivero Diaz, 2019). To get a competitive edge, SMEs should consider how to invest
in staff development to support their innovative behavior (Rastrollo-Horrillo & Rivero Diaz,
2019). Innovative behavior, taken as a single construct, refers to an employee's behavioral
patterns that are focused on developing and implementing new ideas, adopting new
technologies, and improving environmental processes to achieve the firm's desired objectives
and improve performance to attain substantial growth in competitive markets (Chang &
Eberhardt, 2020).

Since "employee innovation" refers to how staff members solve problems or come up with
new ideas, organizations stand to gain from their innovative behaviors (Elidemir et al., 2020).
Creativity and innovation are considered to be the hallmarks of modern business and are
considered necessary for an organization to succeed in the current economic environment
(Kwon & Kim, 2020). There is an increasing interest in this field of study because of the
growing significance of innovation and innovative behaviors brought about by globalization,
shifting economic conditions, and more rivalry among demands (Akram et al., 2020).

As stress has been demonstrated to reduce people's propensity to innovate, Bani-Melhem et
al. (2018) identified three elements that contribute to employee inventive behavior:
workplace happiness, peer support, and a stress-free work environment. Nonetheless, the
primary drivers of innovative behaviors are employees' contentment, well-being, positive
outlooks, and pleasant sentiments (Salas-Vallina et al., 2017). The key idea is that genuinely
happy individuals are more likely to display behaviors and attitudes that improve
organizational results (Bani-Melhem et al., 2018; Collings et al., 2015).

Transformational leadership has drawn a lot of attention since it has been repeatedly shown
to be a significant antecedent that influences employees' inventive behavior in a wide range
of external situations. (Zhou & Velamuri, 2018) According to Al Khajeh (2018), transformative
leaders are those who motivate their team members to prioritize the requirements of the
business over their own. Through higher learning, self-initiative, information sharing, and idea
development—all of which promote innovation—employees are inspired, empowered, and
motivated by transformational leadership (Molodchik et al., 2021; Sawsan J. Al-Husseini,
2016).

A study on Pakistan's FMCG by Kalsoom et al. (2018) found a positive correlation between
performance and transformative leadership. Sustainable innovation is greatly influenced by
transformational leadership, and the performance of small and medium-sized businesses is
greatly impacted by sustainable innovation (M. A. Khan et al.,, 2020). Because they are
prepared to take on additional challenges, transformational leaders foster creativity and
innovation in those under their direction (M. Mahmood et al., 2019; Ribeiro et al., 2018).
Scholars (Corsi & Prencipe, 2018; Cortes & Herrmann, 2021) have found a connection
between innovation in SMEs and leadership practices. According to much of the literature,
leaders can encourage organizational innovation by implementing transformational
leadership (TL), which is a specific behavioral pattern (Jiang & Chen, 2018).

Exploratory Factor Analysis

Three factors needed to be addressed in order to determine whether the data were suitable
for factor analysis. The Kaiser-Meyer-Olkin (KMO) Sampling Adequacy Check was one of the
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three variables, along with sample size and correlation matrix factorability. According to Hair
et al. (2014), sample sizes ought to be limited to 100 or more.

EFA used Bartlett's Test of Sphericity and the Kaiser-Meyer-Olkin test. The significance of
measuring constructs was shown by Bartlett's Sphericity test, whereas the KMO test was used
to gauge sample adequacy. According to Baistaman et al. (2020) and Rahlin et al. (2019),
factorability is present in the dataset if the KMO value is greater than 0.5 and the Bartlett's
Test of Sphericity P-value < 0.05 produces statistically significant findings.

Principal component analysis (PCA) using the Varimax rotation method was then used to
identify underlying variables. PCA, sometimes known as the first phase in exploratory factor
analysis, is a widely used method for factor extraction. Since each component and subgroup
of factors takes the maximum amount of variation from the overall variance of a construct,
the factor model must apply the factor rotation approach to complete the PCA process
(Mishra et al., 2017).

The validity of each item is assessed using its factor loadings; factor loading values vary from
0.0 to 1.0; however, an item should be deleted if its factor loading value is less than 0.6 (Al-
Khamaiseh et al., 2020). According to Bani-Melhem et al. (2018) and Ehido et al. (2020), this
indicates that each item and component of the construct should measure at least 60% of the
corresponding construct.

Research Methodology

This study conducted a pilot study of small and medium businesses in Pakistan. It is physically
and financially unfeasible to conduct an exhaustive survey of all small and medium-sized
enterprises (SMEs) throughout Pakistan's districts and in the manufa

This study conducted a pilot study of small and medium businesses in Pakistan. It is physically
and financially unfeasible to conduct an exhaustive survey of all small and medium-sized
enterprises (SMEs) throughout Pakistan's districts and in the manufacturing, trading, and
service sectors. As a result, this study applied the stratified sample technique (Mubarik et al.,
2020) with a focus on SMEs situated in the Punjab province. Punjab was chosen since it is
home to over 65% of Pakistan's SMEs. The population sampled from the aforementioned
demographic consists of the three districts in Punjab known as Pakistan's "golden triangle."
cturing, trading, and service sectors. As a result, this study applied the stratified sample
technique (Mubarik et al., 2020) with a focus on SMEs situated in the Punjab province. Punjab
was chosen since it is home to over 65% of Pakistan's SMEs. The population sampled from the
aforementioned demographic consists of the three districts in Punjab known as Pakistan's
"golden triangle."

The SMEs in these districts were chosen due to their significant export and GDP contributions.
The primary industries in these districts that contribute significantly to GDP and exports
include leather, sports goods, steel, wood, and furniture, as well as a few others. These
industries are incorporated into the sampling frame for this study. By ensuring that the
sample is concentrated in economically significant regions, this approach offers pertinent
insights into the role that SMEs play in these important areas. A single member of a Pakistani
SME organization functions as the sampling element and is regarded as the analytical unit.
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For this investigation, the survey method is employed. Utilizing questionnaires can help you
contact a large number of participants from the targeted group across a wide geographic area.
Interval measurements based on a Likert scale are used to gauge respondents' responses,
with scores designating how much they agree or disagree. Every item is ranked from strongly
disagree to strongly agree on a seven-point Likert scale. Employers received printed or online
versions of the questionnaire. This made it possible to include a larger number of
respondents. 120 questionnaires were distributed; 109 filled-out questionnaires were
received by the respondents, whereas 6 questionnaires were eliminated due to being
incomplete. Hence, 103 questionnaires were considered suitable for EFA analysis.

Results

IBM SPSS was utilized in this investigation to do exploratory factor analysis (EFA) for the
constructs. The KMO and Barlett's Sphericity test results in this study met the criteria for
exploratory factor analysis. The KMO value should be greater than 0.50 and have a p-value
less than 0.05 (Awang et al., 2016; Hoque et al., 2018). For the employee innovative behavior
dimension, KMO and Bartlett's score was.912 as given in Tablel.

Table 1
The KMO and Barlett’s Sphericity Test for Employee Innovative Behavior
KMO and Bartlett's Test

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. 912
Bartlett's Test of Sphericity ~ Approx. Chi-Square 445.588
Df 21
Sig. .000

Whereas for transformational leadership KMO and Bartlett's score was.950 as shown in Table
2

Table 2
The KMO and Barlett’s Sphericity Test for Transformational Leadership
KMO and Bartlett's Test

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. .950
Bartlett's Test of Sphericity ~ Approx. Chi-Square 1092.879
Df 55
Sig. .000

Table 3. depicts the KMO and Bartlett’s values for SMEs performance meeting the
requirements with a degree of importance of.000.

Table 3
The KMO and Barlett’s Sphericity Test for Organizational performance
KMO and Bartlett's Test

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. .903
Bartlett's Test of Sphericity ~ Approx. Chi-Square 567.552
Df 21
Sig. .000
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Consequently, for every scale item across all constructs, PCA with Varimax rotation was
performed. Transformational leadership had eleven elements loaded on it as a component,,
as shown in Table 4. As a general rule of thumb, factor loadings are quite good, with values
ranging from.824 t0.88.

;Ztc)zli:lLoading Matrix for Transformational Leadership
No. ltems Component 1
1 TL1 .877
2 TL2 .878
3 TL3 .873
4 TL4 .888
5 TL5 .879
6 TL6 .838
7 TL7 .826
8 L8 844
9 TL9 .858
10 TL10 .824
11 TL11 .841

For employee innovative behavior seven items were loaded on a single factor. Items have
factor loadings range from .792 to .854 as given in Table 5.

I'thl“erLoading Matrix for Employee Innovative Behavior
No. Items Component 1
1 EIB1 797
2 EIB2 .793
3 EIB3 .846
4 EIB4 .845
5 EIB5 .854
6 EIB6 .792
7 EIB7 .823

Furthermore seven items of organizational performance were loaded on component making
up one factor with factor loading from range from .825 to .877 as shown in Table 6.
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;Ztc)z:rioading Matrix for Organizational Performance
No. Items Component 1
1 OP1 .868
2 OoP2 .825
3 OoP3 .877
4 OP4 .848
5 OP5 .845
6 OP6 .826
7 OP7 .844

The Cronbach's coefficient alpha test was utilized to gauge dependability. Generally speaking,
a construct is deemed dependable if it yields a reliability coefficient of 0.70 or higher (Bekele
et al., 2024). In this study, every underlying construct has Cronbach's alpha values that are
above the cutoff and satisfy the recommended standards. The organizational performance
construct had a cronbach alpha of.934, whereas the cronbach alpha for transformational
leadership was.964, and the cronbach alpha for mediating variable employee innovative
behavior was.920. An appropriate percentage of cumulative variation was demonstrated by
the analysis to assess the constructs. For every transformational leadership component with
an eigenvalue greater than 1, a single factor was identified, which accounts for 73.489% of
the variation overall. Seemingly, the total variance explained for employee innovative
behavior is 67.550%, and for organizational performance, the total variance explained is
71.873%.

Conclusion

The findings from the EFA demonstrate that the constructs of transformational leadership,
employee innovative behavior, and SME performance are well-defined and robustly
measured. The high KMO values and significant Bartlett's tests suggest that the data are
suitable for factor analysis. The strong factor loadings and high variance explained by each
construct indicate that the items used are effective in capturing the underlying dimensions of
these constructs. Additionally, the high reliability scores suggest that the measures are
consistent and dependable.

The results of this study provide substantial evidence that transformational leadership plays
a pivotal role in fostering employee innovative behavior, which in turn significantly
contributes to the overall performance of SMEs in Pakistan. Although the study provides
valuable insights, there are some limitations. The sample size of 103 respondents, while
sufficient for EFA, may limit the generalizability of the findings to the broader population of
SMEs in Pakistan. Future studies could benefit from a larger sample size to enhance the
representativeness and robustness of the results. The study is conducted within the cultural
context of Pakistan, which may influence the perception and impact of transformational
leadership. Cultural factors could play a significant role in shaping leadership behaviors and
employee responses, so caution should be taken when generalizing the findings to other
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cultural contexts. Comparative studies across different cultural settings would be useful to
explore the role of culture in these dynamics.
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