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INTRODUCTION

Small and Medium Enterprises (SMEs) are business activities that play a role in the process of
equalization and increase in people's income, and encourage economic growth, and play a role in realizing
national stability in general and economic stability in particular [1]. The development of SMEs in Indonesia
is one of the priorities in national economic development. This is because SMEs are the backbone of a
populist economic system that is able to broaden the economic base and contribute to accelerating the
improvement of the regional economy and national security.

In 2018, SMEs in Indonesia contribute 99.99% of the total business units, 97.02% of the total
workforce, 60% of the total Gross Domestic Product (GDP), 14.17% of total non-oil and gas exports, and
58.18% of the total investment. These figures show the importance of SMEs in shaping the Indonesian
economy. However, SMEs in less developed countries have the opportunity to survive and even grow in the
long term [2].

The problem of SMEs in the marketing sector is focused on three aspects, namely the issue of market
and product competition, the problem of access to market information and the institutional problems of
supporting SMEs [3]. Innovating is one way to present superior products to attract consumers. Innovation
cannot be separated from business life because innovation is a spirit or soul in a developing company.
Innovation is not only done by large businesses but also done by small businesses for the sustainability of

their businesses [4].
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Another factor that needs attention due to SMEs constraints is business networks. Weak access to
market information and the lack of optimal SMEs products in reaching consumers can be caused by weak or
less optimal business networks that support SMEs business activities. Business networks involve other
business units in the business activities carried out, both production and marketing. Business networks is the
result of decisions and efforts of business actors to improve performance.

Considering there are still problems related to the performance of SMEs, it is important to study and
evaluate SMEs performance. This study is intended to investigate the performance of Indonesian SMEs by
highlighting networks in improving performance both directly and indirectly through innovation. Several
previous empirical studies have emphasized networks on SMEs innovation [5] [6] [7] [8] and the role of
networks on SMEs performance [9] [10] [11] [12] [13]. However, several studies have investigated the
effects of networks on SMEs performance through the mediating effect of innovation variables [14] [15] [16]
[17] [18] directing the authors to concentrate this study as the central focus.

The purpose of this study is to analyze the effect of networks on SMEs performance both directly and
indirectly through innovation. Specifically, this study aims to analyze (1) the effect of networks on SMEs
innovation, (2) the effect of networks on SMEs performance, (3) the effect of innovation on SMEs
performance, (4) the effect of networks on SMEs performance through innovation.

SMESs need to build networks with other companies and external agents to empower the creation and
diffusion of knowledge, through one factor, namely innovation [5]. To innovate, companies need knowledge
capital. Knowledge capital is defined as a series of information and knowledge that is produced, obtained
and used in the value creation process. Innovation networks depend on the ability of SMEs to develop and
strengthen knowledge capital [6]. In addition, SMEs need to open themselves up to work together with
stakeholders in developing sustainable competitive advantages. A sustainable innovation networks that is
well designed and managed can provide clear benefits for SMEs. The aim of the concept of joint innovation
is to capture a strategic approach to innovation, cooperation and sustainability [7]. Referring to the
description above, it can be concluded that the networks influences SMEs innovation. Therefore, the research

hypothesis is as follows.

H1: Networks affect SMEs innovation.

Networks offer SMEs opportunities in Finland to succeed internationally [9]. The higher level of
networks competence is positively related to the tendency of SMEs to internationalize, as well as
international performance. Manufacturing SMEs in Taiwan are highly dependent on external entities and
work closely with partners to improve performance [13]. Referring to the description above, it can be

concluded that the networks affects SMEs performance. Therefore, the research hypothesis is as follows.

H2: Networks affect SMEs performance.

Innovation is the main variable in improving the performance of SMEs. In Bulgaria, product
innovation has a direct and positive effect on SMEs performance, while process innovation has a positive
and significant effect, but only an indirect effect on performance [19]. The results of research conducted in
Cameroon, show that innovation accompanied by the use of corporate IT has a significant effect on SMEs
performance [20]. The use of IT can accelerate the innovation process and improve SMEs performance in
terms of cost efficiency and process rationalization. Referring to the description above, it can be concluded

that innovation influences the performance of SMEs. Therefore, the research hypothesis is as follows.
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H3: Innovation affect SMEs performance.

Previous research has found that one of the factors that influence SMEs performance through
innovation is networks. The results of research conducted on SMEs in Malaysia found that the existence of
the relationship between business networks and SMEs performance is conditioned by innovation capability
[17]. So it is important for SMEs to create synergies between business networks and innovation capabilities
in improving SMEs performance. Referring to the description above, it can be concluded that the networks

influences the performance of SMEs through innovation. Therefore, the research hypothesis is as follows.

H4: Networks affect SMEs performance through innovation.

Based on theoretical and empirical studies, Figure 1 shows the framework and research hypothesis.
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Figure 1. Conceptual Framework.

METHOD

This research uses a survey method with a quantitative approach. This study explains the causal
relationships of network variables, innovation variables and performance variables through empirical
hypothesis testing. The population of this research is all SMEs in East Java which focuses on several
regencies / cities that are the eastern development corridor area which have superior food and beverage
businesses, which are 208 SMEs. The selected regencies / cities are Banyuwangi Regency, Jember Regency,
Lumajang Regency, Bondowoso Regency, Situbondo Regency, Probolinggo Regency and Probolinggo City.
Sampling in this study uses proportionate sampling method based on the proportion of each district / city.
The method used to determine the number of samples is to use the Slovin formula with an error rate of 5%,
obtained a sample of 165 SMEs.

This study uses a questionnaire with a 5- point Likert scale and adapted from the appropriate literature.
Measurement of networks variable was adapted from questionnaires developed by Presutti & Odorici [21],
measurement of innovation variable was adapted from questionnaires developed by Wu [22], and
measurements of performance variables were adapted from questionnaires developed by Ar & Baki [23] and
McDermott & Prajogo [24].

Data collection methods in this study used a questionnaire. The unit of analysis in this study is the
organization represented by the leaders / entrepreneurs / owners / managers of SMEs. The questionnaire was
submitted directly to the respondent by visiting the respondent.

Based on questionnaire data obtained from 165 respondents, it was found that the majority of
respondents were women (81.8%), most respondents were aged between 41-50 years (54.5%), almost all
respondents were married (96.4%), last education most of the respondents were dominated by high school /

vocational school graduates (39.4)% . Most respondents have led businesses for 6-10 years (44.8%).
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RESULTS AND DISCUSSION

The test results of the instrument validity on the network variables, innovation and performance of SMEs
have a significant correlation value because the value of p < a (0.05), so it can be concluded that all items are
declared valid. Instrument reliability test results on all variables have coefficient Cronbach alpha greater
than 0.06, so that all instrument variables are declared reliable. The research data fulfilled the assumption test
requirements consisting of normality test, outlier test, and multicollinearity test.

The results of the direct influence test are presented in Table 1. Based on Table 1 it can be seen that networks
has a significant effect on innovation, but network has no significant effect on the performance of SMEs, and
innovation has a significant effect on the performance of SMEs.

Table 1. Results of Direct Impact Hypothesis Testing
Path Coefficient

Hypotheses Eetinde CR P Notes

Hi X)=> (Y1) 0,00942 303435 0,000 Significant

H» )= (Ya) 0,00435 1,39762 0,162 Not Significant
H; (Y1) = (Y2) 0.21494 2.79122 0.,005* Significant

=significant at 5% level

Networks has a positive and significant effect on SMEs innovation so that hypothesis 1 is accepted.
That is, if the network of SMEs actors is increasingly widespread, it will also increase SMEs innovation.
This finding provides evidence that networks consisting of indicators of social networks and business
networks will significantly influence SMEs innovation. These findings support the results of previous studies
[ST16][7][8].

Networks has no significant effect on the performance of SMEs so that hypothesis 2 was rejected. That
is, the network has not been able to improve the performance of SMEs. The findings provide evidence that
the network consisting of social and business network indicators does not significantly influence the
performance of SMEs. From an empirical perspective, the results of this study are not in line with the results
of previous studies [9] [13]. Specifically, there are differences in the use of indicators to measure networks
and performance variables so that they can provide different results.

Innovation has a positive and significant effect on the performance of SMEs so that hypothesis 3 is
accepted. That is, if innovation increases, if innovation is increasing it will improve the performance of
SMEs. This finding provides evidence that innovation consisting of indicators of product, process and
organizational innovation will have a significant effect on the performance of SMEs. This finding supports
the theory and findings of previous studies [19] [20] [25] [26] [27].

The indirect effect test results are presented in Table 2. One indirect pathway model that was tested
proved to have a significant effect.

Table 2. Results of Indirect Influence Hypothesis Testing
Path Coefficient
Hypothesis - Notes
Estimate C.R p
H, (X) > (Y1) > (Y2) 0057 20556 0,039 Significant

*significant at 5% level
Networks has a positive and significant effect on the performance of SMEs through innovation so that

hypothesis 4 is accepted. That is, innovation becomes a mediating variable between networks and SMEs

http:lproceeding unmuhjember.ac.id/index.phplissh 10




International Social Sciences and Humanities ICRD 2020
UMJember Proceeding Series (2022) Vol. 1, No. 1:7-13

performance. These findings support the theory and findings of previous studies [14] [16] [17] [18]. The
findings of this study show that networks has a positive but not significant effect on SME performance
directly. However, the networks has a positive and significant effect on the performance of SMEs indirectly
(through innovation mediation variables). So it can be concluded that the mediation of innovation that occurs
in networks relations and performance is a full mediation, meaning that the influence of the networks on the

performance of SMEs runs through innovation mediators.

CONCLUSION

This study aims to analyze the influence of networks on SMEs performance both directly and indirectly
through innovation. Of the four hypotheses proposed in this study, three hypotheses were accepted and one
hypothesis was rejected. The results of testing the hypothesis of direct influence show that networks affects
SMEs innovation, innovation atfects SMEs performance, and networks does not affect SMEs performance.
The results of testing the indirect influence hypothesis indicate that networks affect SMEs performance
through innovation.

This research is only limited to SMEs in East Java, which are focused on regencies / cities which are
the eastern development corridor areas that have superior food and beverage businesses. So the results of this
study do not reflect SMEs in East Java or generalize to other regions. Further studies are expected to be able

to use objects in various regions to generalize research results.
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