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Abstract

This study aims to assess the impact of competitive pressure and innovation capability on business performance in small- and medium-
sized enterprises (SMEs) in the batik industry in East Java, Indonesia. Furthermore, this study explores the impact of competitive pressure 
on business performance through innovation capability as a mediating variable. This research was quantitative using primary data with 
questionnaire as a method of sampling collection. The measurement of the variables was captured using Likert scale. The respondents 
were small- and medium-sized enterprises (SMEs)  in the batik industry in East Java Province, Indonesia. The sample totaled 254 subjects. 
The data analysis was done using SEM-PLS. The results of the study show that: 1) there was a positive direct impact of competitive 
pressure on business performance; 2) competition pressure positively influences innovation capability; 3) innovation capability positively 
influences business performance; and 4) innovation capability has a partial mediating role in the effect of competitive pressures on business 
performance. The findings of this study suggest that managers in SME’s batik industry should increase their effort to cope with the high 
competitive pressure to increase the innovation capability, so that they can have an advantage to face successfully competitors, leading to 
higher business performance.
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industry in east Java Indonesia. UNESCO has recognized 
Indonesian batik, including it in the Representative List of 
the Intangible Cultural Heritage of Humanity. This world 
recognition is inseparable from the unique technique, 
symbols, philosophy, and role of written batik in the life 
of the Indonesian people from birth to death. This world 
recognition carries great responsibility for the Indonesian 
nation because it is obliged to preserve, develop, and protect 
written batik as a world-class national cultural product.

Business organizations need to have a performance 
measurement system as a tool to measure the action and 
effort of a manager; managers need to have the skills to 
improve performance in the organization and reduce failure 
(Madanchian & Taherdoost, 2019; Vij & Bedi, 2016). 
Therefore, performance measurement plays an important role 
in translating organizational strategies into outcomes  (Kaplan 
& Norton, 2001). The purpose of holding the measurement 
is to dig up information about the state of the company’s 
processes and products and enable the organization to learn 
from the past to improve its performance (González et al., 
2010). To implement organizational management, a resource-
based view approach is important because it becomes the 

1.  Introduction

1.1.  Research Background

This study aims to assess the impact of competitive 
pressure and innovation capability on business performance 
using innovation capability as a mediating variable in the batik 
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rationale for companies to be able to provide competitive 
advantage (Andersén, 2010). It is important to investigate 
how companies respond to competitive pressures when faced 
with a large number of competitors (Liu & Atuahene-Gima, 
2018; Tyler et al., 2018). Intense competition begins when 
a company introduces new products to the market to seize 
market opportunities or meet customer needs in a complex 
environment that will be a challenge for the company. This 
happens because the business environment has experienced 
changes marked by environmental uncertainty and increased 
intensity of competitive growth (Anning-Dorson, 2016; 
Liu & Atuahene-Gima, 2018; Purnama & Subroto, 2016). 
So, the company needs to investigate the sustainability of 
the company by observing its competitive position (Gomes 
et al., 2018).

Based on research from Schumpeter (1942), theoretical 
and empirical studies have explored the relationship of market 
competition between products and innovation. However, 
the existence of competitive pressures affecting company 
performance is an important issue. Often, different approaches 
produce inconsistent results. Tyler et al. (2018) said that 
SMEs respond differently to perceived competitive pressures, 
managers ‘perceptions of competitive pressures affect 
managers’ focus on competitive opportunities or competitive 
threats. Meanwhile,  Purnama and Subroto (2016) argued that 
the impact of the intensity of competition was significantly 
positive on information technology investment, but the 
intensity of competition had a significant negative effect on 
business performance. Because of this inconsistency, the 
researchers added a mediating variable, namely, innovation 
capability. Innovation is the core of business strategy in the 
form of a process in connecting new ideas with processes 
and products/services that require organizations to learn 
from experience and achieve and maintain a competitive 
advantage in the market (Alinejad & Anvari, 2016; Loewe & 
Chen, 2007; Varadarajan, 2018). Innovation is increasingly 
recognized because it has an important contribution to 
organizational success, organizational performance, and 
survival, and creates competitive advantage for companies 
(Anning-Dorson, 2016; Baregheh et al., 2012). Because 
innovation varies greatly in nature, the main problem is how 
to get an innovation effort with a high chance of success 
(Baregheh et al., 2012; Loewe & Chen, 2007). 

Innovation is influenced by competitive pressures (́Ruiz-
Ortega et al., 2016). Previous research has examined the 
relationship between competitive pressures and innovation. 
Distanont and Khongmalai (2018) said that innovation 
increases profits in competition through external factors. 
However, Ghosh et al., (2017) stated that intensified 
competition can reduce additional innovation. Innovation 
increases opportunities to improve company performance, 
encouraging companies to increase their tendency to succeed 
in the market (Anning-Dorson, 2016). Previous research has 

examined the relationship between innovation and business 
performance. Based on the research by Ulubeyli et al. (2018) 
posit that innovation based on competitive pressures could 
lead to company sustainability unless using a cost leadership 
strategy has no impact on the company’s sustainability. 
However, Hamelink and Opdenakker (2019) suggest that 
business model innovation affects company performance.

This study differs from previous studies in terms of model 
and measurement modifications. Research by Purnama and 
Subroto (2016) uses an information technology investment 
mediation model in explaining the relationship between 
competitive pressures and performance. This study uses a 
mediating model of innovation capability in the relationship 
between the influence of competitive pressures and business 
performance. The variable capability of innovation is measured 
by organizational innovation, processes, products/services, 
marketing, and relationships. Also, this study modifies 
measurements. Purnama and Subroto (2016) measure the 
competition pressure variable with the amount of competition 
from similar companies, product competition, and market 
share competition. This research uses competition pressure 
variables measured by product competition, market share 
competition, similar companies, technological change, price 
competition, government regulations, and policies, as well as 
promotion and distribution channels. Purnama and Subroto 
(2016) measure business performance variables by increasing 
competitive advantage, increasing financial performance, 
increasing profitability, and increasing market share. This 
study uses business performance variables as measured by 
financial performance and non-financial performance that 
includes customers, internal business processes, growth and 
learning. This research will focus on SMEs in East Java.

The purpose of this study is to examine the mediation 
role of innovation on the influence of competitive pressures 
toward business performance in the SMEs of the batik 
industry in East Java. This research is expected to contribute to 
improving the performance of SMEs, especially SMEs in the 
batik industry so that they can improve their competitiveness 
by innovating in the current competitive era. Based on 
research by Schumpeter (1942), theoretical and empirical 
studies have explored the relationship of market competition 
between products and innovation. However, the existence 
of competitive pressures affecting company performance 
is an important issue. Often, different approaches produce 
inconsistent results. There are several previous studies that 
state that competitive pressures affect business performance. 
Tyler et al. (2018) said that SMEs respond differently to 
perceived competitive pressures, managers ‘perceptions of 
competitive pressures affect managers’ focus on competitive 
opportunities or competitive threats. Research by Alinejad 
and Anvari (2016) shows that the management process had a 
positive and significant effect on organizational performance 
due to mediating the role of competition intensity.
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However, there are previous studies that argue that 
competitive pressure is significantly negative on business 
performance. Research by Purnama and Subroto (2016) 
said that the impact of the intensity of competition 
was significantly positive on information technology 
investment, but the intensity of competition had a significant 
negative effect on business performance. Because of this 
inconsistency, the researchers added a mediating variable, 
namely, innovation capability.

2.  Literature Review

Business performance is defined as a measure of levels 
of achievement of planned targets, such as achievement 
of production, costs, quality, delivery schedules, services, 
sales volume, market share, and profitability (Purnama & 
Subroto, 2016). There are several factors affecting business 
performance such as competitive pressure (Tyler et al., 2018), 
innovation capability (Ulubeyli et al., 2018; Hoang & Ngoc, 
2019), social capital (Santosa et al., 2020), strategies (Kaplan 
& Norton, 2001; An & Kim, 2019), strategic management 
accounting (Phornlaphatrachakorn & Na-Kalasindhu, 2020), 
budgetary goal characteristics (Le & Nguyen, 2020), etc. 
Companies need to develop multi-dimensional performance 
such as a balanced scorecard (Choi et al., 2018). The 
balanced scorecard makes managers look at the business 
from four perspectives, namely, customer perspective, 
internal perspective, innovation and learning perspective, and 
financial perspective (Kaplan & Norton, 1992). 

Competitive pressure is defined as the level of competitive 
atmosphere in the industries in which the company’s industry 
operates (Lertwongsatien & Wongpinunwatana, 2003). The 
intensity of competition is defined as market factors that 
affect the level of competition measured by the number of 
similar companies in the same industry, product competition 
in the market, resulting in changes in market share from the 
competition, the level of price manipulation, contractual 
agreements between customers and competitors, changes 
in government regulations and policies, intensity price 
competition, competition product intensity (differentiation), 
product promotion, and channel distribution (Chong et al., 
2005; Subroto, 2015). Organizations are likely to adopt 
innovation because of intense competition in a competitive 
environment (Pfeffer & Leblebici, 1977). Organizations will 
distribute resources to offer innovative products or services to 
react to competitors in a competitive environment (Reich & 
Benbasat, 1990). Innovation is the application of knowledge 
to produce new knowledge (Drucker, 2011). Innovation 
capability facilitates companies to implement appropriate 
process technology to develop new products to meet 
market needs and eliminate the threat of competitiveness 
(Adler & Shenbar, 1990). Innovations are important for 
the sustainability of excellence (Johannessen et al., 1999). 

Every new idea that generates added value by application in 
practice can be called innovation (Jon-Arild, 2013).

Businesses that operate in complex environments are 
a challenge for business leaders in adapting to changes in 
the environment (Anning-Dorson, 2016). Competition 
pressures affect business performance in various ways. The 
sharp nature of competition will be a serious problem for 
companies, this happens because the business environment 
has undergone a change marked by the uncertainty of 
the business environment and the intensity of increased 
competition growth (Purnama & Subroto, 2016). Companies 
will try to survive the complexity of the environment 
through adaptation (Anning-Dorson, 2016). Some previous 
research that discusses the effect of competitive pressures 
on business performance is Tyler et al. (2018), Yu et al., 
(2017), and Alinejad and Anvari (2016). The research shows 
that competitive pressures affect business performance. 
Therefore, the following hypothesis is developed:

H1: Competition pressure affects the business 
performance of the batik industry SME in East Java

The pressure of competition affects innovation capability 
in various ways. Pressure from industry or competitors in the 
market is very strong in terms of developing new products 
for the market, continuous improvement of production 
processes, or even the introduction of new applications 
for technology (Distanont & Khongmalai, 2018). Service 
innovation has become an inseparable element in ensuring 
competitive advantage (Chiu & Yang, 2018). Some previous 
studies discussing the effect of competitive pressure on 
innovation capability are Ghosh et al. (2017), Younge 
and Tong (2018), Distanont and Khongmalai (2018), and 
Cornett et al., (2019). The research shows that competitive 
pressures affect innovation capability. If there is continued 
high competition among business industries of the same 
size, the opportunity for the development of innovations will 
be higher (Distanont & Khongmalai, 2018). Therefore, the 
following hypothesis is developed:

H2: The pressure of competition affects the innovation 
ability of the SMEs in the batik industry in East Java

Innovation capability influences business performance 
in various ways. Innovation provides many advantages for 
companies to be able to face new challenges (Hadjimanolis 
& Dickson, 2000). Innovation will strengthen the company’s 
competitiveness because competition encourages companies 
to become more innovative (Anning-Dorson, 2016). To 
overcome high competition, companies will be motivated, 
not only to combine all improvements, but also to try to 
combine innovations to differentiate themselves from other 
companies (́Ruiz-Ortega et al., 2016). Some previous studies 
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suggest that innovation ability positively related to business 
performance (Ulubeyli et al. (2018), Abbas & Hassan (2017), 
Hamelink & Opdenakker (2019), Hoang & Ngoc (2019), and 
Oliveira et al. (2018)). The research shows that innovation 
capability influences business performance. Therefore, the 
following hypothesis is developed:

H3: Innovation Capability affects the business 
performance of the batik industry MSME in East Java

Market changes due to environmental complexity put 
pressure on businesses to adapt and be strategically oriented 
(Anning-Dorson, 2016). Due to competitive pressures, 
organizations must be involved in activities that will be carried 
out to produce high performance and competitive advantage. 
To respond to environmental demands and maintain and 
improve business performance, companies must adjust their 
intrinsic and extrinsic functions (Garcia-Zamora et al., 2013). 
So, to compete effectively over time, organizations must 
perform well in efficiency and innovation. Yu et al. (2017) 
say that an environmental innovation strategy mediates the 
full/partial relationship between environmental regulation/
stakeholder pressure and environmental performance. 
Therefore, the following hypothesis is developed:

H4: Innovation capability mediates the influence of 
competitive pressures on the business performance of the 
SME batik industry in East Java

3.  Research Methodology

This research is classified as an explanatory quantitative 
research. Primary data is used in this study. The population of 
this research is all of UMKM Batik in East Java. The exact 
population cannot be known considering the frequency with 
which SMEs enter and exit the batik in the industry. A total 
of 245 Batik UMKM samples have been collected using the 
purposive sampling method. The data collected in this study 
utilizes a questionnaire based on indicators of competition 
pressure measurement, business performance, and innovation 
capability from SMEs in East Java. The Likert scale is used 
to measure all variables in this study. A 5-point scale is 
used to describe the level of agreement of respondents on 
the statements in the questionnaire. Competition pressure 
is measured using seven indicators, namely, product 
competition, market share competition, similar companies, 
technological change, price competition, government 
regulations and policies, as well as promotion and distribution 
channels (Chong et al., 2005; Purnama & Subroto, 2016; 
Yang & Meyer, 2015; Anning-Dorson, 201; Sahi et al., 2019; 
Karakasnaki, 2019). Measurement of business performance 
is using a balanced scorecard developed by to Kaplan and 
Norton (1992) to evaluate aspects of the company on four 

dimensions, namely, financial dimensions and non-financial 
dimensions that include customer perspectives, internal 
business processes, and learning and growth. Measurement 
of innovation ability uses indicators of organizational 
innovation, processes, products/services, marketing, and 
relationships (Martinez-Cones et al., 2017; Gupta, 2017; 
Rajapathirana & Hui, 2018). Before being distributed, the 
questionnaire had passed a pilot test to 30 respondents and 
its validity and reliability was tested using SPSS 16.0. The 
validity test uses alpha 5% with a Table R-value of 0.3610. 
The reliability test used a Cronbach’s Alpha value of 0.6 
(Setbon & Raude, 2010). This study using SEM PLS with 
WarpPLS 5.0 software to analyze data.

4.  Result and Discussion

Outer model measurement is carried out to test the validity 
and reliability of three variables. In the first interaction, an outer 
model test is carried out to directly influence the competition 
pressure (CP) on business performance (BP). All loading 
factors lower than 0.7, namely, CP1, CP2, CP4, CP7, and 
BP4, and BP5, are removed. After that, we proceed with the 
outer model test for all variables including mediation variables 
innovation capability (IC). The convergent validity test shows 
that competition pressure, innovation ability, and business 
performance have average variance extracted (AVE) values ​​of 
0.601, 0.515, and 0.596, respectively. Because the minimum 
AVE value is 0.5 and the loading factor limit is ideally at least 
0.7, the indicators IC2, IC5, and IC7 must be removed. In the 
third iteration, the results of the loading factor testing indicators 
measuring the variables of competition pressure, the ability of 
innovation, and business performance after eliminating IC2, 
IC5, and IC7 are all above 0.7. Convergent validity test shows 
that competition pressure, innovation ability, and business 
performance have the average variance extracted (AVE) values ​​
of 0.601, 0.598, and 0.596, respectively. All variables meet the 
minimum AVE value of 0.5.

As shown in Table 1, all indicators can be stated to 
meet the discriminant validity test because the value of 
0.775 obtained by the competition pressure is greater than 
the value of its relationship with other variables. The value 
of 0.773 obtained for innovation capability is greater than 
the value of its relationship with other variables. The value 
of 0.772 obtained for business performance is greater than 
the value of its relationship with other variables. Therefore, 
all measurement indicators used are valid. The reliability 
test is done through a composite reliability test. The value 
of composite reliability for the variables of competition 
pressure, innovation ability, and business performance are 
0.818, 0.856, and 0.936, respectively. All variables meet 
the minimum composite reliability value of 0.7. That is, the 
variables of competition pressure, innovation ability, and 
business performance are reliable.
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The inner model is used to test the structural model 
that has been prepared. By using WarpPLS 5.0, the results 
of testing the direct effect of competition pressure and 
performance before inserting the mediating variable can be 
described in Figure 1.

With a p-value of less than 0.01 and a regression 
coefficient (ß) of 0.22, the figure shows that there is a 
significant positive relationship between competition 
pressures and business performance. Business performance 
has a coefficient of determination (R2) of 0.05, which means 
that competitive pressures can predict business performance 
of 5%. These results indicate that hypothesis 1, stating 
competitive pressures affect business performance at SMEs 
Batik in East Java, is supported.

Testing the effect of competitive pressure on business 
performance using the mediating variable of innovation 
capability is shown in Figure 2.

Figure 2 shows that competition pressure on business 
performance has a negative and significant relationship with 
a proven p-value equal to 0.08 and a regression coefficient 
(ß) of - 0.09. Then, mediation can be carried out by including 
mediation variables in testing the indirect effect.

Testing the relationship between competition pressure 
and innovation ability produces p-values less than 0.01 and 
a regression coefficient (ß) of 0.32. That is, this indicates 
the existence of a positive and significant influence of 
competitive pressure on innovation capability. Thus, 
hypothesis 2, which says competition pressure affects 
innovation capability at SMEs in East Java, can be accepted. 
Innovation capability has a coefficient of determination (R2) 
of 0.10, which means that competitive pressure can predict 
innovation capability by 10%.

In this study, the analysis of the relationship of innovation 
ability on business performance produces a p-value of less 
than 0.01 and a regression coefficient (ß) of 0.59. That is, 
this indicates there is a positive and significant influence 
on innovation capability on business performance so that 
hypothesis 3 can be accepted. Business performance has 
a coefficient of determination (R2) of 0.34, which means 
innovation capability can predict business performance by 
34%.

The effect of mediating innovation capability in the 
relationship of competition pressure and business performance 
shows positive and significant results considering the two 

Table 1: Discriminant Validity Between Correlations

Competitive Pressure Innovation Capability Business Performance
Competitive Pressure 0,775 0,193 0,031
Innovation Capability 0,193 0,773 0,590
Business Performance 0,031 0,590 0,772

Figure 1: The Direct Effect of Competitive Pressure on Business Performance

Figure 2: The indirect effect of Competitive Pressure on Business Performance with mediation
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segments that make up the influence of competitive pressure 
on innovation capability and the effect of innovation ability 
on performance are both positive and significant. SEM-PLS 
analysis results also provide a p-value below 1% for indirect 
effects with two segments, so hypothesis 4 which states that 
innovation capability mediates the effect of competitive 
pressure on performance is shown to be significant, in this 
case, the effect of mediating innovation capability is partial 
considering that there is still a direct influence of competitive 
pressures on performance.

Determination of the strength of the level of mediation 
of innovation capability in indirect effects can also be done 
through the calculation of variance accounted for (VAF). If 
the VAF yield is less than 20%, then there is no mediating 
effect. If the VAF value ranges from 20% to 80%, it indicates 
partial mediation. And if the VAF is more than 80%, it shows 
full mediation. 

The VAF calculation result of 46.2% shows innovation 
capability to provide partial mediation in the influence 
of competitive pressures on business performance. This 
test shows that hypothesis 4, suggesting that innovation 
capability mediates the effect of competitive pressures on 
business performance at SMEs in East Java, is accepted.

 This research confirms that there is a significant 
influence of competitive pressures on business performance. 
Thus, this study confirms previous research (Alinejad & 
Anvari, 2016; Purnama & Subroto, 2016; Yu et al., 2017; 
Tyler et al., 2018), which states that competitive pressures 
have an impact on business performance. Competitive 
pressure forces batik SMEs businesses to make adaptations 
to survive in a dynamic environment (Aning-Dorson, 2016) 
by continuing to try to fulfill the things that consumers want. 
The pressure of competition causes batik SMEs to try to find 
innovations such as designing new motifs or implementing 
new color compositions that adjust to the current trend.

Competitive pressure can increase innovation, and this 
is evident in this research. This confirms previous research 
(Distanont & Khongmalai, 2018; Younge & Tong, 2018; 
dan Cornett et al., 2019). High competition in the industry 
will make companies that cannot adapt to stay outside 
of the business. Competitive pressure will encourage 
companies to innovate such as developing new products/
services in the market, improving production processes, 
using new technologies or applications in the company’s 
business processes, etc. (Distanont & Khongmalai, 2018). 
The existence of this innovation will increase competitive 
advantage (Chiu & Yang, 2018), so the company can win the 
competition in its industry and generate high enough profits 
so that business performance increases.

Innovation capability is proven to affect business 
performance. The results of this study are in line with the 
studies by Abbas and Hasan (2017), Oliveira et al. (2018), 
Ulubeyli et al. (2018), and Hamelink and Opdenakker (2019). 

Innovation can strengthen a company’s competitiveness 
(Anning-Dorson, 2016) and is a challenge for companies 
to increase profits (Hadjimanolis & Dickson, 2000). In the 
written batik industry, the ability of batik SMEs to innovate, 
especially following the wishes of consumers, will make the 
company able to survive the highly competitive pressures 
and can increase profits earned by the company.

It is interesting that the direct effect of environmental 
pressure on performance that was initially positive before 
mediation turns negative after mediation. This shows that 
competitive pressures can directly trigger a spirit for SMEs to 
accept challenges, adapt, and improve business performance. 
However, after mediation, the direct effect of competition 
pressure becomes negative, which can be interpreted that 
competition pressure can also cause companies to innovate 
that represents costs and in the short term will have an 
impact on declining corporate profits, but in the long run 
innovation can improve performance. Through continuous 
innovation, SMEs can successfully face competition so that 
it can improve business performance. Thus, competitive 
pressures can increase business performance if mediated by 
innovation.

5.  Conclusions

The results of the analysis and discussion show that 
managers in the batik industry need to pay attention to the 
competitive pressure within the industry and also increase 
innovation capability, so that the business performance 
will increase accordingly. Innovation capability is proven 
to have a mediating role in the relationship of competitive 
pressure toward business performance. Future studies could 
use different methods, for example using mixed methods 
or experimental methods to further sharpen the explanation 
of the causal effect of the role of moderation in innovation 
capability to influence the pressure of competition on 
business performance.
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