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ABSTRACT

This study examines the relationship between intellectual capital and traditional
performance of companies in four sectors listed in Bursa Malaysia for the year 2008.
The four sectors consist of consumer product, industrial product, technology and
trading / services. The relationship is first examined between two dependent variables
which are profitability and market value with efficiency of Value Added Intellectual
Coefficient (VAIC) measured by three components of a company’s relational capital,
human capital and structural capital. This study also extends the study on current
VAIC and modifies it with the addition of Research and Development (R&D)
paradigm as proxy for innovation capital. The relationship is further examined
between dependent variables and efficiency of MVAIC which measured by three
components of VAIC with additional modification of innovation capital. The analysis
indicates that the relationship between dependent and independent variables are
varied. Company’s IC efficiency can explain profitability but not market value. This
study found that the relationships between dependent variables with RDE are negative
but not significant, thus additional robustness tests are carried out and supported the
expectations that companies which incur R&D expenditure have lower current income
and expected to have a higher future income. This study might be useful to
management of companies in understanding the components of IC and strive for main
IC components in order to compete in knowledge based economy. The results have
also documented that the level of capitalised R&D among companies in the industries
is small and limited. Thus, the regulators should undertake proactive actions to
encourage greater R&D activities among companies.
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CHAPTER ONE

INTRODUCTION

1.0 INTRODUCTION

This chapter presents the overview of the study and explains the importance of
measuring intellectual capital (IC) for the company’s future success. Besides, this
chapter also discusses on the background and motivations of this study. Subsequently

this chapter also discusses on the research questions and objectives of this study.

11 BACKGROUND OF THE STUDY

Changes in the knowledge economy towards more competitive environment have led
to the differences between the modern approach of value creation and the traditional
ways of monitoring performance. Recent developments in the new economy have
witnessed that knowledge is increasingly becoming more important. In achieving the
aim of the knowledge economy, Malaysia has embarked on a mission to promote
knowledge based economy in its “Knowledge-based Economy Master Plan” in 2002.
The plan outlines various strategies to assist the transformation of Malaysia into a
competitive knowledge based economy. Among the strategies is a greater emphasis to
focus on Research and Development (R&D) as a determinant of knowledge
generation. Moreover, in a speech by the previous Prime Minister, YAB Dato’ Seri
Abdullah bin Ahmad Badawi, the mission of the Ninth Malaysia Plan (2006 — 2010)
is to raise the country’s capacity for knowledge and stronger emphasis is placed to

encourage R&D activity in order to increase value added to the existing economic



sector. Thus, large proportion of research incentives have been provided by the

government of Malaysia to encourage R&D and innovation in this country.

While Malaysia is currently developing into knowledge based business
environment, most Malaysian industries are still using traditional financial accounting
and performance measurement methods (Bontis, Keow and Richardson, 2000). Firer
and Williams (2003) added that the traditional measure of corporate performance may
be unsuitable in the new economic world where competitive advantage is driven by
IC. This is because traditional performance measurement concentrates only on the
financial aspect of performance but neglects the measurement of multiple dimensions
of performance. Thus, traditional performance measurement is unable to capture
competitive advantage in the knowledge economy which is driven by IC (Pulic, 1998).

Consequently, there is a need to look into different dimensions in evaluating
the business performance by focusing on IC efficiency. The present study explores
this issue, empirically by analysing the relationship between commonly used
traditional performance measurements and measures of IC efficiency. IC efficiency is
referred to as Value Added Intellectual Coefficient (VAIC) developed by Ante Pulic
at the Austrian IC Research Centre (Pulic, 1998; Pulic, 2000) and traditional
performance measures used in this study are profitability and market value.

The term Intellectual Capital (IC) refers to intellectual resources such as
knowledge and information which can lead to better corporate future performance
(Roos and Roos, 1997; Mauritsen, Bukh, Larsen and Johansen, 2002; Bontis et al.,
1996; Pulic, 2001). Thus, managing the IC of the company is crucial and becomes a
management agenda. Increasing attention on the critical role played by IC has resulted
into numerous methods of measuring IC being suggested by researchers. Thus, an

empirically supported model for measurement of IC is important to justify an effort in



improving the previous proposals. This is due to the fact that each IC measurement

model has its own advantages and disadvantages (refer to Section 2.4).

The purpose of this study is to examine intellectual capital (IC) efficiency and
its relationship with company performance of Malaysian listed companies for the
period of 2008. In addition to the VAIC model developed by Pulic (1998, 2000), this
study also takes into consideration the suggestions by Chang (2007), Chen, Cheng and
Hwang (2005) and Chang and Hsieh (2011) to broaden the study of current VAIC
Model and modifies it with the addition of Research and Development (R&D)
expenditure. It is hoped that this study would enhance the literature on the importance

of IC being used as an alternative indicator of company performance.

1.2 MOTIVATIONS OF THE STUDY

The main factor that motivated this study is the importance of IC management in the
new knowledge based economy. The awareness of IC management has resulted in the
development of numerous IC measurement models by academic researchers for
capturing and managing knowledge. As academic researchers are aware of the fact
that each IC measurement model has its own advantages and disadvantages, VAIC has
gained recognition among academic researchers over alternative 1C measurement
models. The main factor is the easiness of VAIC’s calculation in monetary terms by
using publicly available data. Furthermore, it also provides an objective and verifiable
measure because the calculation of VAIC is primarily based on annually audited
information. However, there are also disadvantages of VAIC measurement model as

there is no perfect model so far.



One possible reason behind the criticism of the VAIC model is that the
measure for structural capital may not be complete as it neglects company’s
innovative capital (Chen et al., 2005; Chang, 2007; Chang and Hsieh, 2011). Thus,
modifying the VAIC with the addition of R&D expenditure is important as it is
considered a proxy for innovation capital by past researchers (Bontis, 2004; Roos and
Roos, 1997). VAIC measures the total value creation efficiency in the company which
consists of the summation of human capital efficiency, capital employed efficiency
and structural capital efficiency. Chang (2007) and Chen et al., (2005) believe that the
execution of structural capital efficiency is incomplete without R&D paradigm. R&D
expenditure not only can influence current profitability and market value but also
financial performance of a company by increasing the company’s share price (Chan,
Martin and Kensinger, 1990; Lev and Sougiannis, 1996; Kamarun, Rohaida, Wan and
Ku, 2006). Moreover, effective R&D investment may have effect on company’s

financial performance and boost the company’s profit margin (Chan et al., 1990).

Malaysia is an appealing case to the study on the VAIC and MVAIC
measurement model because IC is receiving an increased attention in Malaysia
(Bontis et al., 2000). Despite the recognition gained among academic researchers in a
related area, Goh (2005) stated that there are very few studies on IC efficiency in
Malaysia. The latest study on VAIC measurement model in the Malaysian setting was
carried out by Ting and Lean (2009). Therefore, this study is motivated to modify the
VAIC measurement model to include R&D expenditure on the selected Malaysian
listed companies.

Furthermore, large proportion of research incentives have been provided by
the government of Malaysia in order to achieve one of the missions of the Ninth

Malaysia Plan (2006 — 2010) which is to focus on R&D activity. For example,



attractive financial incentives such as a large proportion of research grants and tax
deduction under the Malaysian Income Tax Act, 1967 were given to companies which
undertook R&D activities. Thus, it is tempting to study MVAIC measurement model
in Malaysia as the tax incentive and research grants are able to give a lot of savings to
the companies and maintain their profitability level (Sougiannis, 1994; Hall and
Reenen, 2000).

Furthermore, this study enables companies to have indepth understanding of
the composition of IC and strive for the main IC components within their businesses.
In other words, this study enables companies to maximise the utilisation of IC as it
could be one of the predictors towards company’s performance. In addition, this study
attempts to provide insight on the extent of measuring IC efficiency by adding the
dimension of R&D expenditure, suggesting that R&D expenditure may capture
additional information on IC which is omitted from VAIC approach. Furthermore, this
study attempts to fill the gaps in the literatures and at the same time contribute in

understanding the impact of IC efficiency on Malaysian listed companies.

1.3 OBJECTIVES OF THE STUDY

This study is aimed to examine the relationship between profitability and market value
and companies’ IC efficiency by using Pulic’s VAIC method and MVAIC method.
The empirical result from previous literatures indicates that VAIC method has
different level of explanatory power for a company’s market value and profitability.
Therefore, in this study, MVAIC model will be used in order to capture additional
information on IC efficiency that is omitted from the Pulic’s VAIC approach. R&D

expenditure will be used in this study to underline its importance in enhancing the



company’s market value and profitability. Therefore, the research objectives of this

study are as follows:

RO; : To examine the relationship between company performance and intellectual
capital efficiency of selected Malaysian listed companies by using VAIC method.

RO, : To examine the relationship between company performance and intellectual
capital efficiency with the addition of R&D expenditure of selected Malaysian listed

companies by using MVAIC method.

RO; : To examine whether MVAIC with the addition of R&D expenditure may

provide higher explanatory power compared to the VAIC model.

In order to achieve the RO4, regression and correlation analysis is applied to
test the relationship between the variables. The findings will indicate which IC
component significantly and positively correlates with dependent variables namely
profitability and market value. The first dimension of dependent variables that is used
in this study is the company’s profitability which refers to the degree to which a
company’s revenues exceed its cost. Finally, the second dimension is referred to as
market value which concentrates on the degree to which a company’s market value
exceeds its asset. Therefore, the research question derived to answer the RO is :

RQs : Is there any relationship between VAIC and the profitability and market value
of selected Malaysian listed companies?

Meanwhile, RO, focuses on the MVVAIC model as suggested by Chang (2007)
to broaden the study of current VAIC model in order to achieve further understanding
on IC measurement. In MVAIC model, the addition of research and development
expenditure as an independent variable along with 3 components of IC will be used to

measure selected Malaysian listed companies’ IC efficiency. Regression and



correlation analysis will be used in order to achieve RO, Therefore, the research

question derived to answer the RO; is :

RQ- : Is there any relationship between profitability and market value with MVAIC in

selected Malaysian listed companies?

Finally, to achieve RO3; comparison between regression result of both VAIC
model and MVVAIC model will be carried out in order to find which model has higher
significant regression result. In this situation, any model that has higher significant
regression result implies higher explanatory power and is able to provide additional
information about the relationship between company’s performance and company’s
IC efficiency. Thus, if MVAIC model provides higher significant regression result
compared to VAIC model, then MVAIC model will be proposed to be used as a
predictor towards company’s performance. Therefore, the research question derived
to answer the ROs is:

RQs3 : Is MVAIC model able to provide additional information than Pulic’s VAIC

model?

1.4  SIGNIFICANCE OF THE STUDY

This study enables the Malaysian listed companies in the main board to have more in
depth understanding of the components of IC and the VAIC measurement model.
Thus, Malaysian companies can apply knowledge management as proposed by the
VAIC model to measure a company’s IC efficiency in order to compete in the
knowledge economy. Furthermore, this study also uses different theories to modify
Pulic’s VAIC model as proposed by Chang and Hsieh (2011), Chang (2007) and Chen

et al., (2005) based on two primary reasons. Firstly, previous researchers argued that



the component of structural capital in VAIC measurement model is incomplete
without innovation capital (Chang, 2007; Chen et al., 2005; Chang and Hsieh, 2011).
Secondly, the findings by previous researchers who adopted VAIC model in their
study are limited and mixed. Therefore, this study proposes to modify VAIC model by
the addition of R&D expenditure which is known as company’s innovation capital.
The new IC component is proposed to clarify the relationship between company

performance and R&D.

As such, this study tries to extend and fill the gap in the literature to support
the usefulness of MVVAIC model by focusing on the Malaysian industries. Malaysia
would be an appealing case to study on the usefulness of MVAIC because tax
incentive and research grants are given to the company which undertake research
activities. Thus, the impact of government incentive will encourage many Malaysian
companies to provide publicly available information on R&D activities in their annual
report. Hopefully, the outcome of this study can support the usefulness of MVAIC and
assist internal and external parties such as investors, supplier and others to assess the
company’s IC efficiency.

This study will use resource based view theory as developed by Wernerfelt
(1984) to investigate the role of intangible asset as strategic resources in knowledge
based economy. Resource based view theory provides more understanding about the
role of IC in creating corporate value and building sustainable advantage of companies
in the Malaysian industry. Thus, this study is hoped to contribute in the development
of resource based theory to provide more valuable insight.

The findings of this study also will assist the Malaysian government to make
reasonable allocations on tax incentive and research grants to encourage companies

actively participate in R&D activities. For example, if finding in this study shows that



the level of long time investment on R&D among Malaysian companies is low, then

the government should formulate various financial and non financial incentives such

as providing additional R&D grants and infrastructure support to further enhance the

R&D activities among companies.

1.5 STRUCTURE OF THE STUDY

The structure of the study would be as follows:

Chapter 1:

Chapter 2:

Chapter 3:

Chapter 4:

Introduction. This chapter is the introduction to the study, explains the
background and motivations of the study, the research objectives,

research questions and the significance of this study.

Literature Review. This chapter focuses on the literature review on IC
concept including definitions of the term and conceptual model. This
chapter will also highlight the advantages of VAIC model over
alternative 1C measurement models. Apart from that, this chapter also
discusses the significance of R&D in creating a company’s value and

to be an additional dimension in MVVAIC model.

Intellectual Capital Efficiency: A review of the literature. This
chapter discusses on the literature reviews by researchers who carried
out VAIC studies. Review on MVAIC empirical study will also be
presented in this chapter. Finally, this chapter presents the review on
the usefulness of R&D expenditure as additional proxy for MVAIC

Hypotheses and Research Framework. This chapter presents the
research framework and research methodology used in this study. The

hypotheses development that is developed by existing theories and past





