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Abstract 

 

Scholars argue that business firms vertically integrate with transaction parties investing in 

specific investment expecting to improve business performance by reducing transaction cost. 

However, scholars have not given adequate attention to study this theoretical relationship 

empirically in Small Enterprises (SEs) particularly in Sri Lanka. Hence, this study attempts to 

explore the strength of relational contracts on asset specificity and business performance of 

SEs in Sri Lanka. The study used primary data gathered from 197 SEs in Seethawaka 

Divisional Secretariat Division in Colombo District using structural questionnaire having face 

to face interviews. Partial Least Square Structural Equation Modelling was used to analyze 

data. Empirical results show that the strength of relational qualities positively associates with 

business performance and asset specificity as well. Further, asset specificity and business 

performance have a positive association. Hence, the results revealed that the relational contract 

enhances asset specificity and business performance. Also, the asset specificity acts as a 

positive mediate role by improving the relationship between relational contract and business 

performance. Therefore, the business performance of SEs can enhance by developing a 

mechanism for easily contract with exchange parties with an increasing specific investment.  

Keywords: Asset Specificity, Business Performance, Relational Contract, Small Enterprises 

 

 

1. Introduction 

SEs are a very important vast developing sector and the backbone of the Sri Lankan economy 

(Arunagiri et al., 2015; Prasad, Tata & Guo, 2012). They support enhancing the national 

production, increase the exports earnings, innovations, generate job opportunities, reducing the 

poverty and contributing to income generation of the economy (Arunagiri et al., 2015; Prasad, 

Tata & Guo, 2012). Hence SEs are very important for developing the economy. Petkovic, Jager 

& Sasis (2016) stated that during the first year more than half of new businesses fail. Further, 

Yeboah (2015) explained that at the beginning during the first year only 30% of new businesses 

became to failing, during the first two years 50% and also during the first 10 years, 66%. Even 

in Sri Lanka, the government provides different types of assistance to develop SEs, the sector 

has not shown satisfactory performance (Priyanath & Premaratna, 2014). Meanwhile, some 
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scholars (Carmel and Nicholson, 2005; Jagwem, 2011; Nooteboom, 1993) highlighted that SEs 

have a higher failure rate due to the limitations mostly reflected in Transaction Costs (TC). The 

TC leads to discrimination against SEs damaging their survival and success (Carmel and 

Nicholson, 2005).  

 

TC is simply the costs of carrying out any exchange, whether between firms in a marketplace 

or a transfer of resources between stages in a vertically integrated firm (Hobbs, 1996). 

Williamson (1985) proposed that the TC is based on two human factors (bounded rationality 

and opportunism) and two environmental factors (uncertainty and asset specificity). Asset 

specificity refers to the investments an exchange partner makes that are highly specialized and 

can be redeployed only by sacrificing productive value. Williamson (1979) explained two types 

of transaction cost governance structures i.e. ‘Market’ (use open market to purchase inputs and 

sale outputs) or ‘Hierarchy’ (internalize transactions within the firm hierarchy or integrating 

firms). The hierarchy among firms is known as vertical integration, where the transaction is 

removed from the market and organized among the firms subject to a specific relation 

(Williamson, 1979, 1985; Zhang, 2009). 

Scholars argued that vertical integration is governed by Relational Contact (RC) which 

captures how buyers and suppliers manage their relationships and continue their interactions 

in order to develop self-enforcing safeguards (Heide and John, 1990). The relational contract 

is defined by a set of informal norms that affect the behavior of parties when they deal with 

each other (Mesquita, Anand and Brush, 2008). The use of relational forms of governance is 

commonly cited in the literature as viable and efficient methods to successfully govern and 

safeguard inter-organizational relationships which lead to avoid opportunistic behavior of 

exchange partners who seek to preserve their reputation and avoid the termination of a long-

term relationship (Poppo and Zenger, 2002; Sheng et al., 2006). Noordeweir et al. (1990) 

explained that increasing the RC of exchange can act to encourage cooperation between 

exchange partners and thereby discourage opportunistic behavior. Thus, relational norms may 

act as an effective safeguard for specific assets by moderating the opportunism associated with 

those assets (Rokkan, Heide, and Wathne, 2003). However, in the literature, there are no 

sufficient empirical academic works to identify, how RC integrates with exchange parties 

investing more on specific assets and how RC affects the business performance, especially in 

SEs in Sri Lanka? Therefore, this study aims to explore empirically the effect of RC on asset 

specificity and business performance of SEs in Sri Lanka.  
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2. Theoretical Background 

Relational Contract (RC): The theory of RC was developed by Macneil in 1983. According 

to Macneil (1983), RC can be identified as a contract whose effect bases on a relationship of 

parties depend on the trust to which it pertains. According to Baker, Gibbons & Murphy (2002), 

RC can be considered as informal agreements stated by famous considerations are being both 

with and between enterprises. RC captures how buyers and suppliers manage their relationships 

and continue their interactions in order to develop self-enforcing safeguards (Heide and John, 

1990) and are defined by a set of informal norms that affect the behavior of parties when they 

deal with each other (Baker et al., 2002; Mesquita and Brush, 2008). The RC refers to the 

strength of the relationship and quality of the relationship that an individual has with each of 

his contacts (Bhagavatula, 2009). The RC focuses on the behavioral assets of the network 

(Antoldi, 2011) and the strength of relationship developed by a business firm with his exchange 

partners in its network and personal relationships that the business firm develops with each 

other through a history of interactions are the two main features of RC (Silkoset, 2013). The 

RC is considered as the valve of inter-personal relationships i.e. high levels of trust, relational 

norms and obligations, and a sense of mutual identification developed through regular 

interactions (Bolino et al., 2002). Hence, RC contains two dimensions such as relational 

qualities and strength of ties. According to that, the relational value depends on the strength of 

the relationship and the qualities of the relationship (Bhagavatula, 2009). Relational qualities 

are reflected by interpersonal trust and norms (reciprocity, flexibility, solidarity, and role of 

integrity (Dyer & Chu, 2003; Rokkan, Heide & Wathne, 2003). According to Macneil (1985), 

contractual behavior norms are role integrity, reciprocity, flexibility, contractual solidarity, 

reliance and expectations, restraint of power, the propriety of means and harmonization of 

conflict.  

Asset Specificity: Williamson (1981) managed the concept of asset specificity which is more 

important to describe the transaction cost. According to Williamson (1985), Transaction Cost 

Theory (TCT) has become one of the most significant and most used theories for analyzing the 

various types of inter-firm relationships. TCT has key assumptions about human behavior and 

environmental characteristics (Williamson, 1979; 1985). However, under assumptions of 

environmental characteristics, it has included three assumptions such as asset specificity, 

uncertainty and frequency of the transactions. Concerning these assumptions, asset specificity 

is a more important environmental characteristic of TCT. Williamson (1985) defined asset 

specificity is the stable investment that is supported to specific transactions, the opportunity 
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cost of that investment too lower in uses of best alternatives. Asset specificity can be expressed 

as specific transaction investment, regardless of contract type in an increase of transaction cost 

(Williamson, 1981). Further, asset specificity presents that one cannot transfer counterparties 

in a specific transaction without destroying productivity (Buvik & Andersen, 2002).  

Williamson (1981) stated that asset specificity consists of several types such as site-specificity, 

physical asset specificity, human asset specificity, temporal specificity and brand name 

specificity. As well, site (locational), human resources, special product or service (physical 

assets), dedicated assets, brand and temporal specificity are involved in the transaction, which 

depends between the exchange partners under the asset specificity (Williamson, 1979; 1985). 

And also, temporal specificity was founded (Pirrong, 1993). Further, Gersch (2011) stated that 

generally six types of asset specificity such as site-specificity, physical asset specificity, human 

asset specificity, dedicated assets, brand capital and temporal asset specificity.  

Business Performance: It significantly affects business organizations to reach their 

organizational goals and objectives. Today in the economic environment measuring business 

performance has become a critical issue for practicing managers and academic scholars. 

Business performance is the operational skills to satisfy the desire of the firm’s certain 

stakeholders and also it should be evaluated to measure a business firm’s goals (Smith & Reece, 

1999). And also business performance must be aimed to achieve organizational goals by 

measuring success or failure. Further, business performance acts as a model which examines 

the indicators such as profitability, earning per share, improvement in sales and also onward 

(Venkatraman & Ramanujam, 1986). However, business performance is a successful 

complement of strategic targets with the assist of commercial business enterprises (Indris & 

Promina, 2015). And also Rizal, Suhadak & Kholid (2017) indicated that the firm has better 

performance if the firm can achieve its purposes consisting to remain to survive to take benefits 

and intention to broad areas. 

Many scholars have identified different dimensions under the concept of business performance. 

Hence, it can be measure in different ways such as subjective or objective and financial or non-

financial. Moers (2000) stated that financial measures consider a short period for entire 

business performance and non-monetary measures consider a long period for business 

enterprises. Zahra (1993) stated that both measures of financial and non-financial should be 

referred to evaluate the firms’ performance. Feng et al., (2008) stated profitability, market share 

and sales growth as financial aspects to cover the business performance. According to Rizal, 
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Suhadak & Kholid (2017) noted the growth of sales, profit, income, employment, return to 

investment and market share refer to measure business performance. Richard et al., (2009) 

found that profit, income, returns on investments, returns on equity, sales growth, returns on 

sales and profitability which are included in the financial performance and customer 

satisfaction, employee satisfaction, owner’s satisfaction, customer loyalty, brand awareness, 

competitors, employment of additional employees are the ways which consist under the non-

financial measures. However, workers, machinery and equipment, land, building, the volume 

of products, transport equipment and customers are used as items to evaluate the nonfinancial 

performance (Miththrananda & Priyanath, 2020). 

3. Hypotheses 

This study evaluates the strength of RC on asset specificity (AS) and the business performance 

(BP) of small enterprises. And in this study, the independent variable is a relational contract, 

the dependent variable is business performance and asset specificity are the mediate variable 

as shown in figure 01. 

Figure 01: Conceptual Framework 

 

 

 

Strength of ties and Business Performance: According to Todo, Matous & Inoue (2016) 

supply chain networks affect to the growth of productivity and innovation capability of 

business enterprises. Hence can be identified the strength of ties positively affect to improve 

the performance of business enterprises. According to Uesugi (2015) supply chain, ties and the 

development of new intermediate have a positive relationship. Flynn et al. (2010) found that 

the strength of relations with customers has a positive impact on the performance of business 

enterprises. Each partner has greater knowledge about the other’s resources and greater 

confidence in their mutual assessments, business risk is disappeared (Gulati and Sing, 1998). 

SEs can search and contact reliable exchange partners by information access through bridging 

and linking ties. SEs can search through their network whether they have selected right 

exchange partner to carry out the transaction (Gulati and Sing, 1998). Thus, relational ties can 

be used to reduce the potential risk of opportunistic behavior of exchange partners with leads 

to business performance (Carey and Lawson, 2011). Rost (2011) emphasized that networks 

Relational Contact 

Assets 

Specificity 

Business Performance  
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among investors of the German automobile industry with strong ties collaborators regularly 

develop innovation. It was implied that strong ties affect to improve the firm’s performance. 

Geyskens et al., (2006) also has explained relational ties largely affect to improve the firm’s 

performance. Thus, can be identified that the strength of ties and business performance of SEs 

has a positive relationship. Therefore, based on the above findings this study hypothesis that; 

H1: Strength of ties has a positive impact on the business performance of small enterprises. 

Relational Qualities and Business Performance: According to Ivens (2004) relational 

quality becomes a central attribute of a long- term business performance. Gamage & Priyanath 

(2019) stated that many scholars indicate relational norms like collaboration, trust, information 

sharing, loyalty, etc. assist in the improvement of business performance. According to Coleman 

(1988) there is a positive association between norms and business performance since it affects 

to reduce the riskiness of business enterprises when exchange dealers share their common 

goals. According to Mysen, Svensson, & Payan (2011) they indicated that norms affect to the 

growth of the quality of continuous business associations. Samouel (2007) emphasized that 

relational norms permission business dealers to long-term grew business relationships proofing 

the positive effect between norms and business performance. Relational norms and business 

performance have a positive correlation (Heide & John, 1992). Siguaw et al., (1998) stated that 

relational norms affect success the better relationship behaviors and affect to enhance the 

alliance performance with financial performance. According to Priyanath & Premaratne (2016) 

relational norms have the power to manage the exchange relationship between partners to 

improve business performance. Thus, can be identified relational qualities and business 

performance of SEs have a positive relationship. Therefore, based on the above findings this 

study hypothesis that;  

H2: Relational qualities have a positive impact on the business performance of small 

enterprises. 

Strength of Ties and Asset Specificity: According to Gerdoci, Skreli, Panariti & Repaj (2016) 

strength of relational ties affect to reduce the transaction cost and affect to improve asset 

specificity. However, Lui, Wong & Liu (2009) stated that relational exchange suggests more 

cooperative behavior that represents trust between parties' effect to enhance the asset 

specificity. Zhao & Wang (2011) found that relational specific investment on channel 

relationship performance and it enhance the social ties. Strength of ties helps SEs to invest 

assets specificity without having legal contact because the firm can observe the trustworthiness 
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of each other which leads to save contact cost and to accelerate the firm’s performance (Tsai 

and Ghoshal, 1998). Lu et al. (2012) explained that the strength of ties causes the decrease of 

transaction cost with promoting assets specificity. Assets specificity promotes recurrent 

transactions and such a relationship increases the commitment between partners and promotes 

RC which helps to minimize documentation and legal costs and increase performance (Lu et 

al., 2012).  Dyer & Chu (2003) highlighted that business firms can achieve twin benefits of 

high asset specificity and low cost with higher collaboration. Moreover, the strength of ties, in 

turn, generates trust between them which encourages firms to invest in assets specific 

productions (Lu et al., 2012). Thus, can be identified the strength of ties and asset specificity 

of SEs has a positive relationship. Therefore, this study hypothesis that;  

H3: Strength of ties has a positive impact on asset specificity of small enterprises. 

Relational Qualities and Asset Specificity: Strong ties among exchange partners develop a 

mutual understanding that encourages asset specificity. SEs are empowered to enter into verbal, 

informal, handshake deals and commit their firm to transactions that are governed by norms of 

reciprocity that promote asset specificity (Gedajlovic et al., 2016). According to Mithas, Jones 

& Mitchell (2008), they recognized how non-contractibility such as quality, information 

exchange, responsibility, supplier technological investments, flexibility and trust affect the 

asset specificity of business enterprises. Malone et al., (1987) stated that as a result of the 

interaction of exchange parties, asset specificity can be raised. Williamson (1985) found that 

asset specificity increases with the improvement of the relationship of exchange partners. 

According to Anderson & Weitz (1992), specific asset deployment has a strong positive impact 

on the relationship of both parties to the commitment. When exchange parties invest in specific 

assets, reciprocity is governed by a hostage discovery that enforces the compliance to the 

association (Williamson, 1983).  Thus, can be identified relational qualities and asset 

specificity of SEs have a positive relationship. Therefore, this study hypothesis that;  

H4: Relational qualities have a positive impact on the asset specificity of small enterprises. 

Asset Specificity and Business Performance: According to Mang (1998) investment in 

transaction-specific assets assist to decrease the cost of the firm and it helps to growth of the 

business performance. Chandler, McKelvie & Davidsson (2009) stated that, the positive 

mediate relationship of asset specificity with sales growth and employment growth. Buvik & 

Reve (2001) stated that, employs specific assets have a valuable relationship with the 

relationship of buyer and seller. Asset specificity proves the presence of a contractual formality 
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relationship with business performance (Ambrozini & Martinelli, 2017). According to these 

scholars, asset specificity affects the growth of business performance. And he indicated that 

asset specificity effects a higher level of profitability operation in the business firm. Thus, can 

be identified as asset specificity and business performance of SEs have a positive relationship. 

Therefore, this study hypothesis that; 

H5: Asset specificity has a positive impact on the business performance of small enterprises. 

Mediate role of Asset Specificity: If parties expect the possibilities of future obstacles, they 

have to incentive to build the specific investment. Hence, integration between exchange parties 

leads to firms’ performance to protect specific investment and it can become an efficient 

argument for contractual incompleteness (Williamson, 1985). RC of suppliers and buyers with 

an integrated effect to increase business performance by investing more in specific assets. 

However, relational exchange such as the strength of ties and relational norms in between 

exchange dealers affect the growth of business performance by positively mediating the effect 

of a specific investment. Also, Ruzzier (2009) stated that integration decisions between 

exchange parties crucially affect a high level of asset specificity and thereby sustain the firm’s 

performance. And also, buyer and supplier relationships affect to make specific investments 

(Hart & Moore, 1990). As a result of this, it leads to an efficient trading outcome of the business 

firm. According to these scholars, asset specificity acts as a mediate role positively in between 

relational contract and business performance. Therefore, this study hypothesis that; 

H6: Asset specificity has a mediate role in the relationship between relational contract and 

business performance of small enterprises. 

4. Materials and Methods 

This study used quantitative methods to collect and analyze the data. The population of the 

study is SEs in Seethawaka Divisional Secretariat (DS) Division. 197 SEs in Seethawaka DS 

Division were gathered as a sample. Stevens (1996) explained that a rigorous statistical analysis 

data sample should be more than 100 respondents. Loehlin (1992) used confirmatory factor 

analysis and suggested that at least 100 cases and 200 observations would be better for the 

confirmatory factor analysis. The study applied confirmatory analysis, 197 sample is sufficient 

to make a valid conclusion. The study used purposive sampling since the data was collected 

under the difficulties (lockdown, traveling and social distance) due to COVID pandemic 

situation. Data were gathered using a structured questionnaire. 
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The study measured three key variables such as RC, asset specificity and business performance. 

RC is defined as informal agreements and unwritten codes of conduct that govern transactions 

between exchange parties. The study uses two dimensions such as the strength of ties and 

relational qualities. The strength of ties was measured by using three items such as a close tie, 

interaction and period (Lu et al., 2012). Relational qualities were measured by using six items 

such as trust and norms (information exchange, flexibility, solidarity, the role of integrity and 

reciprocity) (Dyer & Chu, 2003; Rokkan, Heide & Johe, 1992; Wu & Choi, 2005).  

Asset specificity has six dimensions among them four items were measured such as site-

specificity, physical asset specificity, human asset specificity and dedicated asset specificity 

(Gersch, 2011; Williamson, 1991). Business performance is defined as the operational skill to 

satisfy the goals of the major stakeholders of the company (Smith & Reece, 1999). It was 

measured by using two dimensions such as financial performance and non-financial 

performance (Zahra, 1993). Financial performance was measured by using five items such as 

profit, income, sales growth, returns to investment and market share (Rizal, Suhadak & Kholid, 

2017). And also, the non-financial performance was measured by using five items such as 

customers, workers, machinery and equipment, buildings and lands (Miththrananda & 

Priyanath 2020). 

Both descriptive and inferential statistics were used to test the hypothetical relationships. Under 

descriptive statistics, whole questionnaire items were measured including main key variables. 

Under inferential statistics, the study used Partial Least Squire Structural Equation Modelling 

(PLS-SEM) to test the hypotheses. The model was tested with related to inner and outer model 

to identify the reliability and validity of the reflective variables. Reliability and validity of the 

model are measured by using indicator reliability, internal consistency reliability and under 

reliability of construct; convergent validities and discriminant validity under validity of the 

construct. The structural model has mainly used five steps as; collinearity issues in the 

structural model, significance and relevance of the structural model relationships, level of R2, 

effect sizes f2 and finally predictive relevance Q2. And these steps are used to evaluate the 

efficiency of the structural model. Smart PLS version 2.0 and SPSS software were used to 

analysis the hypothetical relationships.  

4. Results and Discussions 

This study tests the model under the outer and inner models. The outer model was tested under 

a reflective variable related to two ways such as reliability and validity of the construct. 
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Although the variables were measured using many items, some constructs compose of a few 

items which were above the minimum threshold criterion 0.7. The table given 01 shows 

standardized factor loadings which were above the minimum threshold criterion 0.7 confirming 

the indicator reliability of first-order reflective constructs. In addition, table 01 further shows 

that all the factor loadings were statistically significant at a 0.05 significance level. Hence, the 

results show strong evidence for indicator reliability of the first order measurement items. Table 

01 further exhibits that Cronbach’s α was higher than the required value of 0.7 and composite 

reliability was higher than the recommended 0.7 value.  The higher value of Cronbach’s α and 

the composite reliability confirm the convergent validity of the first-order constructs. AVE for 

each construct was higher than the required value of 0.5 and indicates that each construct has 

the capability to explain more than half of the variance to its measuring items on average 

Table 01: Reliability and Validity of First Order Analysis 

 Loading T 

statistics 

Composite 

Reliability 

Cronbach’s 

α 

AVE 

Relational Qualities 

Flexibility 0.968 0.934 0.938 

Flexible in environmental 

uncertainty 

0.971 203.36    

Flexible in behavioral uncertainty 0.966 132.63 

Norm of Information Exchange 1.000 1.000 1.000 

Useful information  1.000 -    

Norm of Reciprocity 0.909 0.801 0.833 

Do not try to gain short term  

benefits   

 

0.901 

 

34.23 

   

Ignore the unexpected mistakes 0.925 63.42 

Norm of Role Integrity 1.000 1.000 1.000 

Do not engage in cheating  1.000 -    

Norm of Solidarity 0.787 0.461 0.649 

Join problem-solving corporately 0.773 13.83    

Work on continue expectation 0.837 25.84 

Trust 0.871 0.705 0.771 

Treat fairly 0.897 41.62    
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Not knowingly do anything to hurt 

me 

0.859 25.17 

Source: Survey Data, 2020. 

 

Regarding the discriminant validity, table 02 demonstrates that none of the inter-construct correlation 

value was above the square-root of the AVE and satisfied the criterion of the discriminant validity of 

first-order constructs. 

 

Table 2: Discriminant Validity of First Order Analysis 

 1 2 3 4 5 6 

Norm of Flexibility 0.969      

Norm of Information Exchange 0.645 1     

Norm of Reciprocity 0.506   0.381 0.913    

Norm of Role Integrity 0.414 0.243 0.544 1   

Norm of Solidarity 0.799 0.530 0.388 0.402 0.805  

Trust 0.671 0.339 0.386 0.602 0.617 0.878 

Source: Survey Data, 2020. 

The second-order constructs were developed using latent variable scores of the first-order 

constructs.  All path coefficients (standardized factor loadings) were well above the threshold 

value of 0.7 (see table 03). The bootstrapping procedure was conducted to estimate the 

significance of each path coefficient by examining the t-statistics. All the t-statistics were 

significant at the 0.05 significance level (see table 03). Hence, the results show strong evidence 

for indicator reliability of the second-order constructs.  Table 03 further displays that 

Cronbach’s α was higher than the required value of 0.7 and composite reliability was higher 

than the recommended 0.7 value.  With a higher level of Cronbach’s α and composite 

reliability, the second-order constructs were developed reliably. AVE for each construct was 

higher than the required value of 0.5. The results confirm the convergent validity of the second-

order construct. 

Table 03: Reliability and Validity of Second-Order Analysis 

 Loading T 

statistics 

Composite 

Reliability 

Cronbach’s 

α 

AVE 

Business Performance 

Finance 0.945 0.912 0.851 
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Profit has been increased. 0.963 134.35    

Income has been increased. 0.909 58.68 

Sales growth has been 

increased. 

0.894 88.07 

Non-Finance 0.901 0.835 0.752 

Machinery & equipment 

purchased has been increased. 

 

0.817 

 

30.22 

   

Buildings purchased have been 

increased. 

 

0.859 

 

31.96 

Lands purchased have been 

increased. 

 

0.922 

 

46.74 

Asset Specificity 

Dedicated Asset Specificity 0.873 0.734 0.775 

Invest in a specific design to 

serve distinct buyers. 

0.806 13.23    

Invest in specific designs to 

serve distinct suppliers. 

 

0.950 

 

39.02 

Human Asset Specificity 0.739 0.293 0.586 

Spent money to recruit/train 

staff to deal with specific 

exchange partners. 

 

  0.758 

 

4.93 

   

Decided to stop dealing with 

exchange partners, the firm 

would lose a lot of knowledge 

 

0.773 

 

5.61 

Physical Asset Specificity 0.942 0.907 0.844 

Investments in machines, 

equipment and tooling are 

dedicated to deal with specific 

exchange partners. 

 

 

0.856 

 

 

27.45 

   

Internal adjustments to deal 

effectively with exchange 

partners. 

 

0.931 

 

64.42 
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Spent money and time to cater 

to exchange partners’ specific 

needs 

 

0.965 

 

246.99 

Site Specificity 0.990 0.979 0.979 

Investments to locate a firm in 

a place to serve specific buyers.  

 

0.992 

 

2.94 

   

Investments to locate a firm in 

a suitable place to purchase 

inputs from special suppliers. 

 

0.987 

 

2.92 

Source: Survey Data, 2020. 

 

Discriminate validity of the second-order constructs is presented in table 04 which shows that 

none of the inter-construct correlation value was above the square-root of the AVE and satisfied 

the criterion of the discriminant validity of the second-order constructs.   

 

Table 04: Discriminant Validity of Second-Order Analysis 

 1 2 3 4 5 6 

Finance    0.923      

Non - Finance    0.353 0.867     

Dedicated Asset Specificity 0.290 0.248 0.881    

Human Asset Specificity 0.467 0.325 0.440 0.765   

Physical Asset Specificity 0.069 0.273 0.172 0.416 0.919  

Site Specificity 0.305   0.124    0.201 0.058 0.246  0 .990 

Source: Survey Data, 2020. 

Third-order constructs are presented in tables 05, standardized factor loadings were greater 

than 0.7 and factors loadings were significant at 0.05 significance level showing the indicator 

reliability of the third-order constructs revealing that all constructs have a greater extent of 

indicator reliability. Furthermore, tables 05 indicate that Cronbach’s α was higher than the 

required value of 0.7 and composite reliability was higher than the recommended 0.7 value for 

all the constructs.  

Table 5: Reliability and Validity of Third Order Analysis 
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Source: Survey Data, 2020. 

The results confirmed the convergent validity of the third-order constructs. Tables 06 

demonstrate that AVE for each construct was higher than the required value 0.5 indicating that 

convergent validity. 

Table 6: Discriminant Validity of Third Order Analysis  

 1 2 3 4 

Asset Specificity 0.841    

Business Performance 0.404 0.820   

Relational Qualities 0.509 0.329 0.778  

Strength of Ties 0.482 0.172 0.467 0.829 

Source: Survey Data, 2020. 

 Loading T 

statistics 

Composite 

Reliability 

Cronbach’s 

α 

AVE 

Asset Specificity 0.829 0.588 0.708 

Human Asset Specificity 0.825 25.83    

Physical Asset Specificity 0.857 19.38 

Business Performance 0.804 0.521 0.673 

Finance 0.762 11.66    

Non-Finance 0.875 20.51 

Relational Qualities 0.885 0.851 0.606 

Norm of Flexibility 0.804 18.97    

Norm of Reciprocity 0.822 31.03 

Norm of Role Integrity 0.770 17.46 

Norm of Solidarity 0.711 14.46 

Trust 0.780 16.13 

Strength of Ties   0.916 0.890 0.688 

Strength B1  0.891 15.27    

Strength B2  0.922 16.45 

Strength S1  0.703 6.93 

Strength S2  0.793 11.36 

Strength S3  0.818 10.44 
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Having established the reliable and validated measurement model, the next step is to examine 

the hypothesized causal relationship among latent variables According to the guideline 

provided by Hair et al. (2014), the structural model assessment was based on basically 05 steps. 

The first step is assessing the structural model for collinearity issues. Variance Inflation Factor 

(VIF) is used to evaluate the multi-collinearity. VIF and Tolerance values use for collinearity 

checking. If VIF values are lower than 10 and their Tolerance values are higher than 0.2, there 

is no collinearity problem. VIF values were lower than 10 and tolerance values were higher 

than 0.2 in this study. Hence can be identified there is no collinearity problems with this model. 

The second step is assessing the significance and relevance of the structural model and 

relationships. Path coefficients are assisted to identify the magnitude of the relationship and t-

statistics values assist to examine the significance of the relationship of the structural model.  

Table 7: Significance and Relevance of Path Coefficients 

Hypothesis Relationship Path 

Coefficient (β) 

T-

statistics 

Results 

H1 Strength of Ties -> 

Business Performance 

-0.086 0.95 Not supported 

H2 Relational Qualities -> 

Business Performance 

0.192 1.93 Supported 

H3 Strength of Ties -> Asset 

Specificity 

0.313 5.16 Supported 

H4 Relational Qualities -> 

Asset Specificity 

0.363 4.91 Supported 

H5 Asset Specificity -> 

Business Performance 

0.348 4.92 Supported 

Source: Survey Data, 2020. 

 

The third step is assessing the coefficient of determination (R2). This model R2 represents 39% 

of the variation in business performance and is explained by relational qualities, the strength 

of ties and asset specificity. Hence, the R2 value of the business performance of the model is 

0.39. It can be considered as weak. The fourth step is to assess the effect size (f)2. This model 

represents the 0.096 of effect size in relational qualities, -0.035 of effect size in the strength of 

ties, and -0.031 of effect size in asset specificity. These values represent the small effect sizes. 



16 
 

The fifth step is assessing predictive relevance (Q2). Q2 is computed by using Stone-Geisser 

(Geisser, 1975; Stone, 1974) criterion. It suggests that the model must be able to provide a 

prediction of the dependent variable is measuring items. If the Q2 is larger than zero, the model 

is considered to have predictive relevance. Otherwise, the model lacks to have predictive 

relevance. Hence Q2 for business performance is 0.13 and it represents the weak effect. It has 

predictive relevance because the Q2 value is larger than zero.  

 

Table 07 shows that the H1 hypothesis represents the negative association between the strength 

of ties and business performance. And it has not a significant relationship. Rost (2011) stated 

that strong ties affect to improve business performance. Todo, Matous & Inoue (2016) stated 

that ties of strength affect to improve productivity and innovation skills of the business firm. 

According to this study, the strength of ties has a negative effect on the business performance 

of SEs, but the relationship is not statistically significant. H2 hypothesis represents the positive 

significant association between relational qualities and business performance. Gamage & 

Priyanath (2019) stated that many scholars empirically were indicated the relational qualities 

support to improve business performance. Priyanath, Premaratne & Jayasinghe (2016) stated 

that the improvement of relational norms has a significant effect to mitigate the transaction cost 

and its effect on the growth of business performance. Coleman (1988) found that empirically 

positive relationship between norms and business performance. Heide & John (1992) found 

that relational norms positively correlated with business performance. This study provides 

similar results as relational qualities such as trust and norms have a positive impact on the 

business performance of SEs.  

 

Table 07 demonstrates that the H3 hypothesis represents a significant positive association 

between the strength of ties and asset specificity. Gerdoci et al. (2016) stated that the strength 

of relational ties affects to reduce the transaction cost and affect to improve the asset specificity. 

Lui, Wong & Liu (2009) stated that empirical relationship by explaining the relational 

exchange suggest that more cooperative behavior that represents trust between parties affect to 

increase the asset specificity. This study also provides similar empirical evidence revealing that 

the strength of ties has a positive impact on the asset specificity of SEs. Table 07 shows that 

the H4 hypothesis represents a significant positive association between relational qualities and 

asset specificity. As well, Mithas, Jones & Mitchell (2006) stated that non-contractibility such 

as information exchange, flexibility and trust affect asset specificity. Malone et al., (1987) 

stated that empirical explanation about the relationship between relational qualities and asset 
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specificity. According to this research study, relational qualities such as trust and norms have 

a positive impact on the asset specificity of SEs. Table 07 further shows that the H5 hypothesis 

represents a significant positive association between asset specificity and business 

performance. Mang (1998) stated that the transaction cost of the firm is decreased by 

investment on specific transaction assets and it supports to improve the business performance. 

Choate (1997) stated that improvement of asset specificity affects to increment of business 

performance. According to this study, asset specificity has a positive impact on the business 

performance of SEs.   

 

Finally, the model has tested the mediated effect of asset specificity on the relationship between 

relational contract and business performance. Therefore, this model has two mediate effects 

such as the mediate effect of asset specificity on the relationship between relational qualities 

and business performance and the mediate effect of asset specificity on the relationship 

between the strength of ties and business performance. 

 

Table 8: Mediate Effect of Asset Specificity through Relational Qualities & Business 

Performance. 

Path Direct effect 

model 

Indirect 

effectc 

Se
d 

 

(SD) 

 

t-

state 

Total 

effectf 

VAF Type of 

mediation 

βa t-stat axb (axb)/ 

Se 

(axb) + 

c 

Relational 

Qualities -> 

Business 

Performance 

 

 

0.192 

 

1.926 

 

0.126 

 

0.033 

 

3.818 

 

0.318 

 

0.396 

Indirect -

only 

mediation 

Relational 

Qualities -> 

Asset 

Specificity 

 

 

 

0.363 

 

 

4.905 

 

Asset 

Specificity -> 

Business 

Performance 

 

 

 

0.348 

 

 

4.925 

 

Source: Survey Data, 2020. 

 

Table 9: Mediate Effect of Asset Specificity through Strength of Ties & Business 

Performance 
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Source: Survey Data, 2020. 

 

Table 8 and 9 results provide the mediate effect of asset specificity on the relationship between 

relational qualities and business performance & strength of ties and business performance. 

Relationship between relational qualities and business performance & strength of ties and 

business performance can be considered as direct relationships in the mediate analysis. The 

mediated effect of these analyses was indirect-only mediation due to the mediate effect decision 

hierarchy proposed by Zhao, Lynch & Chen, (2010). And also t-statistics values of both 

analyses were greater than 1.96. Hence, both effect shows statistical significance. VAF values 

of both effects such as 0.396 and 4.739 show the total effect of relational qualities and strength 

of ties on business performance by indirect effect through asset specificity. Hence, relational 

qualities and strength of ties effect business performance through asset specificity supporting 

by indirect - only mediation. 

 

6. Conclusion 

Results revealed that the strength of RC leads to asset specificity and business performance of 

SEs. Relational qualities indicate a positive impact on business performance. In addition, the 

strength of ties has a positive association with asset specificity while relational qualities have 

a positive relationship with asset specificity. Furthermore, asset specificity has a positive 

impact on business performance. Mediate role of asset specificity has indicated that indirect-

only mediation effect the relationship between the strength of ties and business performance 

and the relationship between relational qualities and business performance. Therefore, the 

Path Direct effect 

model 

Indire

ct 

effectc 

Se
d 

 

(SD) 

 

t -state Total 

effect 

VAF Type of the 

mediation 

βa t-stat axb (axb)/ 

Se 

(axb) + 

c 

Strength of 

Ties -> 

Business 

Performance 

 

 

-0.086 

 

0.950 

 

0.109 

 

0.036 

 

 

3.028 

 

 0.023 

 

4.74 

Indirect - 

only 

mediation 

Strength of 

Ties -> Asset 

Specificity 

 

 

0.313 

 

5.165 

 

Asset 

Specificity -> 

Business 

Performance 

 

 

0.348 

 

4.925 
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strength of ties and relational qualities affect to encourage asset specificity and thereby asset 

specificity effects increase the business performance. Hence, this study generates sufficient 

empirical evidence to confirm that a relational contract has an influence on asset specificity 

and the business performance of SEs.  

The study recommends important solutions to sustain the policies to encourage the SEs. Since 

the network relationship is not considerably affected to improve business performance, it is 

very important to build a better mechanism to create a strong relationship between exchange 

parties. Therefore, the government can develop different activities to generate network 

relationships among them by filling the lack of specific investment for small industries. 

However, policymakers can organize the project and procedures for improving the network 

formation programs by conducting seminars, conference, providing sufficient knowledge for 

modern communication techniques for easily conduct the business transactions and providing 

details regarding reliable and guaranteed exchange dealers through introducing a web page 

with related to the responsible government agency in order to improve the entrepreneurs’ 

ability to establish the more connections build with various exchange dealers from quick and 

easy ways and expand the network relationship capacity with recognizing new exchange 

dealers.  

Scholars have not examined the mixing of these theories and concepts and empirically tested 

the practical efficacy of the theories especially in SEs of Sri Lankan context. This study 

attempts to fill this gap by exploring how RC affects on asset specificity and business 

performance particularly in SEs in Sri Lanka. And also this study offers new empirical findings 

to the knowledge for existing empirical literature base on relational contract, asset specificity 

and business performance. Previous scholars were not provided practical knowledge by 

exploring the effect of relational contracts on asset specificity and business performance, 

particularly in SEs.  But this study offers practical knowledge regarding this empirical 

investigation. According to this empirical investigation, the study fills the empirical gap by 

disclosing empirical evidence providing a substantial contribution to empirical knowledge 

related to SEs.  

This study is only limited to SEs of Seethawaka DS Division. Therefore, this study cannot be 

generalized base on the entire economy of Sri Lanka. If this study is studied base on other 

areas, can be improved the knowledge by identifying this perspective. Hence, future 

researchers can be used wider extent areas for their investigations Another limitation refers to 
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the fact that the sample of this study is a very small subset of the total population. Hence future 

researchers can be adopted a large sample to present the entire population. Another foremost 

limitation is respondents who participated in this survey-based only on a single business sector. 

And also, primary data were collected as personal data. Hence, it is based on the personalized 

of small entrepreneurs. Therefore, cannot be truly identified those data have accurate data from 

whole entrepreneurs. Furthermore, future researchers should need to focus on additional 

moderate construct base on technological aspects to investigate the effect of asset specificity 

and business performance by changing relational exchange behavior. And also well-established 

systematic methodology is needed to be addressed the imminent investigations to measure 

these theories and concepts like relational contact theory, network strength, asset specificity 

under transaction cost theory and business performance in a wider viewpoint.       
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