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Abstract:

The purpose of this study is to elucidate the role of digital innovation in mediating
digital capabilities on business performance. The sampling method used is purposive
sampling. The number of samples is 75 respondents. Data collection is carried out by
distributing questionnaire to SME managers in IT sector in Denpasar City. The data
analysis technique used is the Path Analysis and Sobel Test technique. The results of the
study show that the digital capability variable has a positive and significant effect on
business performance. Likewise, digital innovation has a positive and significant effect
on business performance, and digital innovation is able to mediate the effect of digital
capabilities on business performance. Therefore, in the future, SMEs in IT sector must
always improve their digital capabilities in order to develop digital innovations that
have an impact on improving business performance.
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1. Introduction

Rapid technological developments have created significant changes to the business
world. One important stage in the development of this technology is the emergence of
the 4th wave of industrial revolution, or what referred to as the industrial revolution 4.0
(Bertola and Teinissen, 2018). Currently, Indonesia, including Bali and Denpasar City
has entered into the era of industry 4.0, thus, every business actor in various sectors has
to be prepared, especially the Small and Medium Enterprises (SMEs). Industry era 4.0 is
a challenge that cannot be avoided by SMEs. Business actors, especially SMEs must
adapt to industrial developments that are closely related to technological change
(Chauhan et al., 2018).
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One of phenomenon that occurs is the digitization of business enterprises across
industries that are made possible by the existence of new digital technologies (El Sawy
and Pereira, 2013; Eric and Richard, 2019). Companies must succeed in embracing
transformation through digital technology to improve business performance, such as
increasing experience and involvement, streamlining operations and creating new
business models or that company will be crushed by the competing companies that
implement such strategies (Chorng et al., 2013 and Fitzgerald et al., 2014)

Every company needs to optimize its business performance (Wang and Kim,
2017). Business performance is the outcome of implementing a job both physical
(material) and non-physical (immaterial) with indicators of achievement of work results
compared to predetermined targets. Today, business performance issues are still the
main concern of researchers, especially issues related to SMEs (Brouthers, et al., 2015).
The business performance issues in the digital creative industry, which is largely
dominated by SMEs, has drawn the attention of researchers to comprehend it
thoroughly (Renko et al., 2009; Ussahawanitchakit, 2012; Chae et al., 2014; Ong and
Chen, 2015; Motoiu et al., 2016; and Saunila, 2016). Many variations of the approach
used in previous research to comprehend the creative industry, and most of them used
the approach of Information Technology (IT) application (Sung, 2015). One of the
creative industries is SMEs in the growing IT sector in Bali, especially in the City of
Denpasar. SMEs in IT sector in Denpasar City face increasingly fierce competition and
thus, this condition has an impact on relatively declining business performance.

Business performance on the other hand is also determined by the company's
capabilities (Aron, 2015). Company capability is the responsiveness or combination of
components that is very closely related to the ability of organizations to adjust and or
adapt to the changing environment. Hence, the concept of company capability shows
the flexibility and dynamic capabilities in the organization. The capability of a company
in the technological context is in its digital capability (Liu et al., 2017). Digital capability
is a group of routine strategies that utilize digital assets to create differential value.
Digital assets refer to available IT resources, knowledge of IT design, and competencies
to implement IT effectively (Sandberg et al., 2014), however, a substantial relationship
between digital technology and performance factors has not been widely examined
empirically, especially in the context of digital technology. For instance, a study on
Swedish companies by Wroblewski (2018) shows that weak digital maturity has a
negative effect on company performance. This phenomenon occurs to SMEs in the IT
sector in Denpasar City. Based on interviews with five business people in the IT sector,
SMEs must develop their digital capabilities in order to improve business performance
and it is inevitable. If digital capabilities can be developed, it can increase the
opportunities for innovation and it will have an impact on improving business
performance.

Khin and Ho (2018) assert that if a company is able to improve digital capabilities
in managing its digital technology, it has a higher possibility to develop innovative
digital solutions that will later improve the company's business performance.
Previously, Al-Ansari et al. (2013) also suggest management to consider innovation to
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achieve better business performance. In this research, it can be seen that digital
innovation can increase the effect of digital capabilities on business performance. In this
case, digital innovation can be conceptualized as an innovative IT solution that
integrates digital technology that appears to support business digitalization (Yoo et al.,
2009; Yoo et al., 2012; Asa, 2012; Nambisan, 2017). Business digitalization can also be
applied to SME in IT sectors. Based on the background of the existing problems, the aim
of this study is to elucidate the effect of digital capabilities on digital innovation and
their impact on improving the performance of SME businesses in the IT sector in
Denpasar.

2. Conceptual Framework and Research Hypothesis

In dynamic capability theory, digital capability can be considered as dynamic
capability, described as the ability of organizations to create new products and
processes and to respond to changing market conditions (Khin and Ho, 2018). Digital
capability is a set of routine strategies that utilize digital assets to create differential
value (Grover and Kohli, 2012). Digital assets refer to available IT resources, knowledge
of IT design, and competencies to implement IT effectively (Sandberg et al., 2014).

Digital capability determines business performance achievements. The higher the
digital capabilities, the better the business performance (Levallet and Chan, 2018).
Business performance is a certain standard used by entities to measure success in
generating profits. Business performance is the ability of a company or business to
explicate its operational activities. According to Febryani and Zulfadin (2003), business
performance is an important factor that must be achieved by every company because
performance is a reflection of a company's ability to manage and allocate its resources.
It can be concluded that the company's performance is something that is produced by a
company in a certain period with reference to predetermined standards. Khin and Ho
(2018) suggest indicators of business performance, namely the development of sales
turnover, the development of net profit, the development of market share, and
customer satisfaction. The influence of digital capabilities on business performance can
fluctuate but in order to achieve a better business performance, digital capabilities need
to create digital innovations and eventually, digital innovation can improve business
performance (Lyytinen et al., 2016)

Business
performance

Digital
capability

Digital
innovation

Figure 1: Conceptual Framework
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3. Research Hypothesis

The results of the study by Rai and Tang (2010), shows that the digital capability
variable has a positive and significant effect on business performance. Furthermore,
Mithas et al. (2011); Zhou et al. (2017); and Ferraris et al. (2018), also examined the effect
of digital capabilities on business performance which shows the results that digital
capabilities can improve business performance. Increasing digital capabilities of SMEs
in IT sector are able to improve business performance (Khin dan Ho, 2018). This
statement is also supported by several other researchers, such as: Kulkarni et al. (2018);
and Park et al. (2018). Based on the results of empirical studies, the hypothesis can be
constructed as follow:

H1: Digital capability has a positive and significant effect on business
performance.

The greater digital capability a business has can increase its digital innovation
(Del Giudice et al., 2017). The same statement also stated by Zawislak and Alves (2013)
and Fernandez-Mesa et al. (2014), which revealed that the greater the digital capabilities
possessed, the more digital innovations that can be carried out. Based on the results of
empirical studies, the hypothesis can be constructed as follow:

H2: Digital capability has a positive and significant effect on digital innovation.

Research conducted by Al-Ansari et al. (2013), states that digital innovations can
improve business performance. Furthermore, the results of the study by Fransesco et al.
(2019), also show similar results, namely digital innovation has a positive and
significant effect on business performance. Likewise, there are several other researchers
who assert the same statement such as: Bellantuono et al., 2013; and Saviano et al., 2018,
which state that innovation can accelerate the introduction of new products that have
an impact on improving performance. Based on the results of empirical studies, the
hypothesis can be constructed as follow:

H3: Digital innovation has a positive and significant effect on business
performance.

Based on research Khin dan Ho (2018), stated the results of research conducted
shows that digital innovation is able to significantly mediate digital capabilities on
business performance. This statement is supported by a combination of research Liu et
al. (2017), which show the results that digital capabilities affect digital innovation, and
researchers Jahanmir dan Cavadas (2018), state that digital innovation can improve
business performance. Therefore, the position of digital innovation can be used as a
mediating variable between digital capabilities and business performance. Based on the
results of empirical studies, the hypothesis can be constructed as follow:

H4: Digital innovation is able to significantly mediate digital capabilities of business
performance.
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4. Research Method

This research is conducted towards Small and Medium Enterprises (SMEs) engaged in
IT sector in Denpasar City. The subjects in this study are SMEs in the IT sector in
Denpasar. The object of this research is business performance which is influenced by
digital innovation and digital capabilities. In this study, there are three types of variable
data to be examined, these variables are 1) Independent Variables: Digital Capability
(X); 2) Mediation Variable: Digital Innovation (Y1); 3) Dependent Variables: Business
Performance (Y2)

The population of this research is all SMEs engaged in IT sector in Denpasar
City. The sample size of this study is 75 SMEs in the IT sector. Determination of sample
size in this study uses the Slovin formula. In this way, it is expected that all
representative samples to represent SMEs in the IT sector in each of the existing sub-
districts (East Denpasar, South Denpasar, West Denpasar, and North Denpasar) and
eventually be able to represent the entire area of Denpasar City.

Indicator variables of digital capability, digital innovation, and business
performance variables are measured by the perception of SME owners or managers in
IT sector, as a digital innovation strategy maker, using a five-level Likert scale, namely
from definitely disagree = 1, disagree = 2, quite agree = 3, agree = 4, and definitely agree
= 5. Data collection is conducted through distributing questionnaires to SME owners or
managers in the IT sector. The instruments used are tested for validity and reliability in
order to check what they can measure and to know the consistency of the responses
given by respondents. The validity test of the instruments used is the Pearson Product
Moment correlation technique with a minimum limit of r = 0.3. The reliability test of the
instruments is conducted by calculating the reliability coefficient of Cronbach’s Alpha
with a minimum limit of Alpha coefficients > 0.6. Both tests use the SPSS computer
program.

The data analysis technique used in this study is the Path Analysis technique.
Path Analysis is used to analyze the pattern of relationships between variables with the
aim to determine the direct or indirect influence of exogenous/ independent variables
on endogenous/ dependent variables.

5. Results and Discussion

5.1 Descriptive Statistical Analysis
A description of the descriptive statistical analysis of each variable, as follows:

5.2.1 Digital Capability (X)

Digital capability variable is one of the variables related to business performance
variable of SMEs in IT sector in Denpasar City. This research variable measures digital
capabilities possessed by SMEs in IT sector in Denpasar City with a quantitative
approach, which is based on the responses of respondents (managers/ SME owners)
towards digital capability indicators owned by SMEs, namely indicators of application
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of digital technology (X1), identifying digital opportunities (X2), responding to digital
transformation (X3), creating development pattern of digital technology (X4), and
developing innovative products (X5). Respondents' perceptions concerning digital
capability variable can be seen in Table 3.

Table 3: The Results of Descriptive Statistical Analysis of Digital Capability Variable (X)

Indicator Answer Score Mean
1 2 3 4 5
Application of digital technology (X1) 0 1 32 27 15 3,75
Identifying digital opportunities (X2) 0 1 32 29 13 3,72
Responding to digital transformation (X3) 0 1 24 35 15 3,85
Creating development pattern of digital technology (X4) 0 5 42 23 5 3,37
Developing innovative product (X5) 0 4 3 26 10 3,56

Digital capability

Based on Table 3, it can be seen that out of the 75 respondents surveyed, it turns out
that in general the perception of managers/ SME owners in IT sector in Denpasar City
towards digital capability variable indicator is in a positive area with an average score
of 3.65 and it is considered to be good. This illustrates a condition that the respondent
understands the digital capabilities shown by responding to digital transformation.

Of the five digital capabilities performed, it turns out that responding to digital
transformation shows the highest mean value, which is 3.85, while the lowest is the
indicator of creating development pattern of digital technology with a mean value of
3.37. This illustrates that the indicator of creating development pattern of digital
technology need to be improved.

5.2.2 Digital Innovation (Y1)

The mensuration of SME digital innovation in IT sector refers to Khin and Ho's research
(2018), which consists of: the Quality of superior enterprise digital solutions (Y1.1),
Features of superior enterprise digital solutions (Y1.2), Applications of different digital
enterprise solutions ( Y1.3), Enterprise digital solutions differ in product platforms
(Y1.4), Enterprise digital solutions are improvements from previous products (Y1.5),
and some enterprise digital solutions are always new (Y16).

Digital innovation carried out by SMEs in IT sector in Denpasar City is shown by
the indicators of the Quality of superior enterprise digital solutions (Y1.1), Features of
superior enterprise digital solutions (Y1.2), Applications of different digital enterprise
solutions (Y1.3), Enterprise digital solutions differ in product platforms (Y1.4),
Enterprise digital solutions are improvements from previous products (Y1.5), and some
enterprise digital solutions are always new (Y16). Based on Table 4, it can be seen that
out of the 75 respondents surveyed, it turns out that in general the perception of SME
managers in IT sector in Denpasar City towards the indicators of digital innovation
variable is in the positive area with an average score of 3.69 and it is considered to be
good. This illustrates a condition that respondents understand the digital innovation of
SMEs in IT sector shown by the indicator of the difference in product platforms.
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Table 4: The Results of Descriptive Statistical Analysis of Digital Innovation Variable (Y1)

Indicator Answer Score Mean
1 2 3 4 5
Quality of superior enterprise digital solutions (Y1.1) 0 1 25 42 7 3,73
Features of superior enterprise digital solutions (Y1.2) 0 0 41 29 5 3,52
Applications of different solutions (Y1.3) 0 0 3 37 7 3,68
Differ in product platforms (Y1.4) 0 3 20 39 13 3,83
Improvements from previous products (Y1.5) 0 1 29 30 15 3,79
Always new for the existing market (Y1.6) 0 2 34 31 8 3,60

Digital innovation 3,69

Of the six types of digital innovations carried out by SMEs in IT sector in Denpasar, it
turns out that the indicator of differ in product platforms shows the highest mean
value, which is 3.87, while the lowest is the indicator of superior digital solution feature,
which is equal to 3.52. This illustrates that differences in product platforms can be
considered to be good, while the value of superior digital solution features needs to be
improved.

5.2.3 Business Performance (Y2)

In this study, the Business Performance variable measures the business performance
achieved by SMEs in IT sector in Denpasar City with a quantitative approach, based on
the responses of respondents (managers/ SME owners) towards the company
performance indicators achieved by SMEs in IT sector, namely indicators of sales
turnover development (Y2.1), market share development (Y2.2), operating profit
development (Y2.3), and customer satisfaction development (Y2.4). Respondents'
perceptions about business performance variable can be seen in Table 5.

Table 5: The Results of Descriptive Statistical Analysis of Business Performance Variable (Y2)

Indicator Score Answer Mean
1 2 3 4 5

Sales turnover development (Y2.1) 0 6 26 23 20 3,76

Market share development (Y2.2) 0 5 45 19 6 3,33

Operating profit development (Y2.3) 0 7 23 37 8 3,64

Customer satisfaction development 0 9 36 24 6 3,37

Business performance 3,54

Business performance achieved by SMEs in IT sector in Denpasar City is shown by
indicators of sales turnover development (Y2.1), market share development (Y2.2), and
operating profit development (Y2.3), and customer satisfaction development (Y2.4).
Based on Table 5, it can be seen that out of the 75 respondents surveyed, it turns out
that in general the perception of SME managers in IT sector in Denpasar on business
performance variable is in the positive area with an average score of 3.54 and it is
considered to be good. This illustrates a condition that respondents understand
business performance as indicated by the development of sales turnover.

Of the four types of business performance standard available, it turns out that
the development of sales turnover shows the highest mean value, which is 3.76, while
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the lowest is the development of market share with a mean value of 3.33. This illustrates
that the development of sales turnover is good, while the development of market share
needs to be improved.

5.3 Discussion of the Research Results

5.3.1 The Effect of Digital Capability on Digital Innovation

The test of equation 1 is conducted to find out the effect of digital capability on digital
innovation by using the SPSS program. Based on the results of data processing, the
regression test results are presented in Table 6.

Table 6: Regression Test Results of Digital Capability on Digital Innovation

Unstandardized Coefficients Standardized Coefficients
Model B Std. Error Beta )
t Sig.
(Constant) 1,836 0,329 5,585 0,000
Digital Capability 0,508 0,089 0,556 5,710 0,000
R12 0,309
F Statistic 32,605
Sig F 0,000

Table 6 shows the results of regression tests of the effect of digital capabilities on digital
innovation with Sig. 0,000 <0.05 which shows that digital capability has a positive and
significant effect on digital innovation.

5.3.2 The Effect of Digital Capability and Digital Innovation on Business
Performance

The test of equation 2 is conducted to find out the effect of digital capability and digital
innovation on business performance by using the SPSS program. Based on the results of
data processing, the regression test results can be presented in Table 7.

Table 7: Regression Test Results of Digital Capability and
Digital Innovations on Business Performance

Unstandardized Coefficients Standardized Coefficients
Model B Std. Error Beta t Sig.
1(Constant) -0,649 0,353 -1,840 0,070
Digital Capability 0,326 0,096 0,277 3,391 0,001
Digital Innovation 0,812 0,105 0,631 7,723 0,000
R2? 0,668
F Statistic 13,691
Sig F 0,000

Table 7 shows the results of regression tests of the effect of digital capabilities and
digital innovations on business performance of digital capabilities with Sig. 0.001 <0.05
which shows that digital capability has a positive and significant effect on business
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performance. Digital innovation with Sig. 0,000 <0.05 shows that digital innovation has
a positive and significant effect on business performance.

5.3.3 The Results of Path Analysis Test
Based on the results of data processing in Appendix 8 shown in Table 6 and Table 7, the
relationships between research variables which are path coefficients in this study can be
formulated as follow. The path coefficient can be formulated in the form of a path
diagram. The model is also presented in the following structural equations.

1) Structural Equation 1

Y1 =0,556 B1X
2) Structural Equation 2
Y2=0,277B2Y1 + 0,631 Bs X

5.3.4 Evaluation of Model Validity
Based on the results of data processing presented in Table 6 and Table 7, a path
coefficient summary is formulated as shown in Table 8.

Table 8 illustrates that digital capability variable (X) significantly affects digital
innovation (Y1), digital innovation variable (Y1) has a significant effect on business
performance (Y2), and digital capability variable (X) has a significant effect on Business
Performance (Y2).

Table 8: Path Coefficient Summary

Regression Standard Regression Coef. Error Standard  t calculation p value Note

X Y1 0,556 0,062 5,71-0 0,000 Significant
X~ Y2 0,277 0,096 3,391 0,001 Significant
Y1 Y2 0,631 0,105 7,723 0,000 Significant

Note: X = Digital capability; Y1 = Digital innovation; Y2 = Business performance.

Based on the data in Appendix 8 which is a summary of the path coefficients in Table 8,
the path diagram can be presented as shown in Figure 2. In Figure 2, it can be seen that
the digital capability variable has the greatest effect with the path coefficient value of
0.556 to the digital capability variable and the digital innovation variable also affects the
business performance variable with a path coefficient value of 0.277 and there is an
indirect effect through the digital innovation variable with a coefficient value of 0.351
on business performance variable. Based on Figure 2, the direct effect, indirect effect
and the total effect between variables can be calculated as presented in Table 9.
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0,831el

Digital Innovation
(YD)

0,556
(Significant)

0,631
(Significant)

Business
Performance
(Y2)

Digital
Capability
X)

0,277
(Significant)

Figure 2: Path Analysis Diagram of the Research

Table 9: Summary of Direct Effects, Indirect Effects and
Total Effects between Research Variables

Variable

X DE IE TE
Y1 0,556 0,556
Y2 0,277 0,351 0,628

Note: DE = Direct Effect; IE = Indirect Effect; TE = Total Effect; X = Digital capability; Y1= Digital
innovation; Y2 = Business performance.

Based on Table 9, the direct effect of X on Y1 is 0.556; there is no indirect effect thus the
total effect is 0.556. The direct effect of X on Y2 is 0.277. The indirect effect of X on Y2
through Y1 is obtained from 0.556 x 0.631 = 0.351. Therefore, the total effect of X on Y2
through Y1 is 0.277 + 0.351 = 0.628. This means that there are indirect effects of digital
capability variable on business performance through digital innovation.

5.3.5 Standard Estimated Error Value

The value of e1 which shows the number of variance digital innovation variable that is
not explained by the digital capability variable is calculated by using the following
formula.

ei = 4 1-— R2
=+1-0,309
=0,831

European Journal of Management and Marketing Studies - Volume 4 | Issue 2 | 2019 120


http://oapub.org/soc/index.php/EJMMS

Ni Nyoman Kerti Yasa, Ni Wayan Ekawati, Putu Laksmita Dewi Rahmayanti
THE ROLE OF DIGITAL INNOVATION IN MEDIATING DIGITAL CAPABILITY ON BUSINESS PERFORMANCE

The value of e2 which shows the variance of business performance variable that is not
explained by digital capability and digital innovation variables is calculated by using
the following formula.

ez — 4/ 1-— R2
=+v1- 0,668
= 0,576

5.3.6 Model Validity Test
To test the validity of the model, there are indicators to carry out the examination,
namely the coefficient of total determination results as presented follows.

R2u= 1- (Pe1)(Pez)?
R2u= 1- (0,831)2(0,576)2
Rew= 0,771

Note:
R%n  : The coefficient of total determination
ey, e2 :Standard estimated error value

Based on the calculation of the total determination coefficient, it is found that the
diversity of data that can be explained by the model is 77.1% or in other words the
information contained in the data is 77.1% can be explained by the model while the
remaining 26.9% is explained by the others variables that are not included in the model.

5.3.7 The Discussion on Direct Effect

A. The direct effect of digital capabilities on digital innovation

i) Hypothesis Formulation

Ho: Digital capability does not have a positive and significant effect on digital
innovation.

Hi: Digital capability has a positive and significant effect on digital innovation.

ii) Actual level 5% trust rate 95% (a = 0,05)

iii) Testing criteria

If the probability value is greater than the value of a = 0,05 (p > 0,05) hence, Ho is
accepted and H1 is rejected. If the probability value is smaller than or equal with the
value of a = 0,05 (p <0,05), hence, Hois rejected and Hiis accepted.

iv) The Calculation

Based on calculations using the SPSS program, the value of Standardized coefficient beta
obtained is 0,556 and the probability value is 0,000.

v) Conclusion

The probability value is 0,000 < 0,05. Hence, Hois rejected and Hiis accepted. Thus,
digital capability has a positive and significant effect on digital innovation.
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A positive and significant relationship between digital capability variable and
digital innovation variable shows that digital capability has a positive and significant
effect on digital innovation. If SMEs in IT sector have digital capability, digital
innovations from these SMEs will always increase over time.

B. The direct effect of digital capabilities on Business Performance
i) Hypothesis Formulation
Ho: Digital capability does not have a positive and significant effect on Business
Performance
Hai: Digital capability has a positive and significant effect on Business Performance
ii) Actual level 5% trust rate 95% (a = 0,05)
iii) Testing criteria
If the probability value is greater than the value of a = 0,05 (p > 0,05) hence, Ho is
accepted and H1 is rejected. If the probability value is smaller than or equal with the
value of a = 0,05 (p <0,05), hence, Hois rejected and Haiis accepted.
iv) The Calculation
Based on calculations using the SPSS program, the value of Standardized coefficient beta
obtained is 0,277 and the probability value is0,014.
v) Conclusion
The probability value is 0,001 < 0,05. Hence, Hois rejected and Hiis accepted. Thus,
digital capability has a positive and significant effect on business performance.

A positive and significant relationship between digital capability variable and
business performance variable shows that the higherthe digital capability of SMEs in IT
sector, the better the business performance of SMEs in IT sector over time.

C. The effect of Digital Innovation on Business Performance
i) Hypothesis Formulation
Ho: Digital innovation does not have a positive and significant effect on Business
Performance.
Hi: Digital innovation has a positive and significant effect on Business Performance.
ii) Actual level 5% trust rate 95% (a = 0,05)
iii) Testing criteria
If the probability value is greater than the value of a = 0,05 (p > 0,05) hence, Ho is
accepted and H1 is rejected. If the probability value is smaller than or equal with the
value of a = 0,05 (p <0,05), hence, Hois rejected and Hiis accepted.
iv) The Calculation
Based on calculations using the SPSS program, the value of Standardized coefficient beta
obtained is 0,631 and the probability value is 0,000.
v) Conclusion
The probability value is 0,000 < 0,05. Hence, Hois rejected and Hiis accepted. Thus,
digital innovation has a positive and significant effect on business performance.

There is a positive and significant relationship between digital innovation
variable on business performance. It means that digital innovation can contribute in
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forming dominant business performance. The higher the digital innovation, the easier
to improve business performance. The effect of digital innovation is very impactful for
companies, it can be assumed that increasingly high digital innovations can improve
business performance. It can be concluded that digital innovation has a positive and
significant effect on business performance, it means that the higher the digital
innovation carried out by SMEs in IT sector, the better the business performance.

5.3.8 The Discussion on Indirect Effect
Mediation test of digital innovation variable (Y1) on relationship between digital
capability (X) and business performance (Y2).
i) Hypothesis Formulation
Ho: Digital innovation is not a mediating variable on relationship between digital
capability and business performance.
Ha: Digital innovation is a mediating variable on relationship between digital capability
and business performance
i) Testing criteria
a) If the Z calculation < 1,96, Hois accepted, and thus, digital innovation is not a
mediating variable.
b) If the Z calculation > 1,96, Hois rejected, and thus, digital innovation is a
mediating variable.
iii) The Calculation
In order to check if the mediating variable can mediate relationship between the
dependent variable and the independent variable, the following steps are conducted.
1) Sobel test on the effect of digital capability on business performance
through digital innovation as follow:
(1) Calculating the value

Sab] = \/ b’sa’ +a’sh’ +sa’sh’
Sab1=+/0,81220,0892 + 0,50820,105% + 0,08920,1052

Sab1 = 0,099

(2) Calculating the value of aib:
aib1=0,508 x 0,812
aib1=0,412

(3) Calculating the value ofZ:

alb]
71 = Sabl
Z1=4,18

Note:

b1 = Effect coefficient of variable X on Y1
bs= Effect coefficient of variableY1 on Y2
iv) Conclusion
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Because the Z calculation is 4.18> 1.96,it means that digital innovation (Y1) is a
mediating variable of the indirect effect of digital capability (X) on business
performance (Y2).

Digital innovation variable as a mediating variable significantly influences the
relationship between digital capabilities and business performance through digital
innovation variables. Therefore, with digital innovations being carried out, digital
capabilities have a stronger influence on the achievement of business performance.

6. Research Implication

As has been stated in the analysis and discussion that this research could theoretically
find a relationship between latent variables of digital capabilities on digital innovation,
as well as business performance. This research can contribute idea for SMEs in IT sector.
The idea in question is that SMEs must constantly developing digital capabilities in
order to provide digital innovation for businesses and eventually to improve the
business performance of SMEs in IT sector.

7. Research Limitation

Various limitations are also found in this study mainly due to the following factors. 1)
This study only involves SMEs managers or business actors in IT sector and therefore,
the research results cannot be generalized as a whole. 2) The mediating variable
examined is a digital innovation variable which in fact has a significant effect on
Business Performance, thus, in the future, it is necessary to consider other mediating
variables, such as business value.
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