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Abstract

In the current era, the challenges faced by SMEs in Indonesia are becoming increas-
ingly complex. Previously, the primary challenge for SMEs has been to enhance per-
formance. However, with the emergence of information technology, SMEs are now 
required to compete fiercely. SMEs in Indonesia are still in the process of digital trans-
formation to improve their business strategies, thus limiting research focused on digi-
tal transformation in SMEs. Research also considers market complexity and digital 
strategy as crucial factors for SMEs. The aim of this study is to analyze the role of digital 
transformation in influencing SME performance. The research approach is quantita-
tive, involving 171 SMEs owners as respondents. The instrument utilized is a Likert 
scale questionnaire, focusing on the majority of SMEs in Indonesia, particularly those 
in Java, the most populous island and business center of the country. This includes 
SMEs operating within various sectors, such as culinary, fashion, retail, and creative 
industries. The results indicate that digital strategy and market complexity influence 
digital transformation and SMEs performance. The research findings suggest that digi-
tal transformation mediates the influence of digital strategy and market complexity 
on SME performance. The novelty of this study lies in its focus on the current SMEs 
digitalization strategy area. This study indicates that digital transformation is an essen-
tial aspect affecting current SME performance. The results suggest that SMEs require 
focused strategies to strengthen resources and gain competitive advantage in complex 
markets.
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INTRODUCTION

Small and medium-sized enterprises (SMEs) play a vital role in driv-
ing economic growth, fostering innovation, and generating employ-
ment opportunities in both developed and developing economies 
(Munikrishnan et al., 2019). SMEs face numerous challenges and op-
portunities that affect their overall performance and sustainability as 
key contributors to the global business landscape (Vrontis et al., 2022). 
The performance of SMEs is a multifaceted concept that encompasses 
various dimensions, including financial success, operational efficiency, 
market share, innovation, and adaptability to changing business envi-
ronments (Hamidi et al., 2018; Jin et al., 2018; Matias & Serrasqueiro, 
2017). While some SMEs flourish and achieve remarkable success, 
others struggle to thrive in the face of competition, market volatility, 
and resource constraints. There is a crucial need to explore the deter-
minants of SME performance to identify key drivers and bottlenecks 
that influence their growth.
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Over the years, researchers have attempted to unravel the complexities surrounding SME performance 
by investigating a wide array of factors. Traditional determinants, such as access to finance, market con-
ditions, and managerial capabilities, have been studied extensively. However, in today’s rapidly evolv-
ing business landscape, characterized by digitalization and technological advancements, new factors 
and challenges are emerging (Eller et al., 2020), necessitating a fresh and comprehensive examination 
of SME performance. The significance of a business strategy lies in its ability to demonstrate a success-
ful digital transformation when a company incorporates the latest goods or services delivery methods, 
thus highlighting its prowess in the market. Industry 4.0 adoption in SMEs can be driven by technologi-
cal, organizational, and environmental factors but requires knowledge competencies and value chain 
digitalization readiness for success (Ghobakhloo et al., 2022). Despite the growing acknowledgment of 
digitalization as a potential tool to optimize SME performance, there remains a significant research gap 
in the application of the resource-based view (RBV) theory within the context of SME digitalization, 
particularly in developing countries with limited technological infrastructure and low digital literacy 
rates (Bala & Feng, 2019). While previous studies have extensively examined digitalization’s impact on 
SMEs from a consumer-oriented perspective, such as through the technology acceptance model (TAM) 
(Moorthy et al., 2023; Saeedi et al., 2022), there is limited research that explores the utilization of RBV 
theory to understand the role of digitalization in enhancing SME performance. The limitations are 
consistent with the Indonesian context, where there is limited utilization of digital technology and the 
Internet by SMEs. SMEs in Indonesia are currently shifting from traditional management to digitaliza-
tion, thus aligning with the research focus based on previous studies. This research gap highlights the 
need for further investigation into how SMEs in developing countries can leverage digitalization as a 
strategic resource to achieve competitive advantage and sustainable growth. 

1. LITERATURE REVIEW

The resource-based view (RBV) theory offers 
a strategic framework particularly relevant for 
SMEs, helping them navigate the complexities 
of competitive markets with limited resources. 
At its core, RBV theory underscores the signifi-
cance of internal resources and capabilities as 
fundamental drivers of competitive advantage 
and sustained performance. For SMEs, this en-
tails a meticulous examination and exploita-
tion of their unique resource base. RBV theory 
provides a framework for understanding com-
petitive advantage in SMEs by focusing on the 
management of unique resources, capabilities, 
and firm-specific phenomena (Yang et al., 2022). 
RBV theory further elucidates the significance 
of these advantages by emphasizing how a firm’s 
unique resources, such as digital capabilities and 
technological infrastructure, can contribute to 
its competitive advantage. Through the lens of 
RBV theory, digitalization becomes a strategic 
resource that SMEs can leverage to enhance their 
performance (Beckmann et al., 2023). Digital 
strategy involves aligning products and services 
with digital technology based on the company’s 
core business perspective, encompassing aspects 

like value creation, value proposition mecha-
nisms, digital technology, business strategic 
transformation, and external factors influencing 
the company (Poddar & Agarwal, 2019). The pri-
mary output of a digital strategy often involves 
creating new value propositions, which entail 
various dimensions, such as leveraging digital 
technology, transforming value creation mecha-
nisms, and implementing organizational chang-
es (Okfalisa et al., 2021).

SME entrepreneurs facilitate digital transforma-
tion by renewing managerial cognition, develop-
ing managerial social capital, forming business 
teams, and enhancing organizational capabilities 
with assistance from digital platform service pro-
viders (Li et al., 2018). SMEs that engage in digital 
transformation benefit from allocating more re-
sources to business model testing and actively par-
ticipating in strategy implementation, according to 
Westerlund (2020). Investing in digital technolo-
gies, enhancing employee digital skills, and imple-
menting digital transformation plans may enhance 
performance and ensure sustainable development 
(Teng et al., 2022). Digital technologies have a sub-
stantial effect on the economic sustainability and 
social worth of SMEs, with entrepreneurial atti-
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tude acting as a moderator, according to Vrontis 
et al. (2022). Digital technologies are used in mar-
keting by small and medium-sized enterprises to 
establish client relationships and generate value for 
each firm (Ziółkowska, 2021). Technological and 
contextual aspects enhance organizational capaci-
ties, leading to the success of digital transforma-
tion in SMEs (Zhang et al., 2022).

Social media adoption enhances the connec-
tion between technology, organization, and en-
vironment, leading to improved performance 
in small and medium-sized enterprises (Qalati 
et al., 2021). Digital transformation is linked to 
SME performance. Investing in digital technolo-
gies, employee digital skills, and digital transfor-
mation plans can enhance performance and en-
sure sustainable development (Teng et al., 2022). 
Embracing digital technology has a beneficial 
impact on both the economic and environmental 
performance of businesses in strategically grow-
ing industries (Li et al., 2022). Adopting social 
media has a favorable impact on the performance 
of small and medium enterprises in developing 
nations. Relative advantage, cost-effectiveness, 
compatibility, interaction, entrepreneurial atti-
tude, and customer pressure are key contributors 
to this influence (Qalati et al., 2022).

SMEs that engage in digital transformation 
benefit from allocating more resources to busi-
ness model testing and actively participating in 
strategy implementation (Gamache et al., 2020). 
According to Teng et al. (2022), focusing on digi-
tal technologies, enhancing employee digital 
skills, and implementing digital transformation 
strategies are crucial for enhancing SME perfor-
mance and ensuring sustainable development. 
Digitalization greatly enhances the connection 
between dynamic capabilities and SME perfor-
mance while merely moderating the link between 
transforming capability and SME performance 
(Martins, 2023). The market competition directly 
influences businesses, affecting their products, 
services, and overall operations. The significance 
of this competitive pressure can pose challeng-
es for businesses, and if left unaddressed, it may 
eventually lead to bankruptcy (Gaiardelli et al., 
2021). In the current digital era, the rapid escala-
tion of competitive burden has become a driving 
factor pushing entrepreneurs toward embracing 

digital transformation. The global market’s in-
creasing globalization and business internation-
alization exemplify the competitive pressures 
faced by entrepreneurs worldwide, including 
SMEs (Graf et al., 2019).

The digital marketing revolution enhances 
consumer experiences and fosters sustainable 
growth, giving organizations a competitive ad-
vantage (Noori Hussain et al., 2023). Market 
rivalry motivates small and medium-sized en-
terprises to implement new digital technologies, 
leading to company transformation, improved 
competitiveness, and product repositioning 
(Silva et al., 2022). The variables that have the 
largest impact on SME performance in digital 
transformation include technological compe-
tency, management, technology, and technical 
competence in marketing and innovation (Kim 
& You, 2020). The digital transformation of lo-
cal SMEs is driven by the utilization of social 
network platforms, innovation processes, work-
place culture, and information and communica-
tion technologies (Hönigsberg & Dinter, 2019). 
Digital transformation has a substantial im-
pact on developing client relationships and fa-
cilitating convenient access for South African 
SMEs, mostly through online selling and digital 
marketing platforms (Jeza & Lekhanya, 2022). 
Global entrepreneurial mindset and local mar-
ket rivalry drive small and medium-sized enter-
prises to cultivate technological and marketing 
skills, resulting in improved performance in 
global marketplaces (Jin et al., 2018). Market-
oriented small and medium-sized enterprises 
enhance their competitive edge through the de-
velopment of distinctive products, high quality, 
and competitive pricing, leading to improved 
performance.

The literature review offers insights into the 
appropriate behavior for SMEs in the contem-
porary era, particularly in the post-pandemic 
landscape. The RBV theory continues to play 
a significant role as a foundational framework 
for SMEs to acquire their resources. Moreover, 
it delineates how small businesses can optimize 
their resources to analyze internal and external 
factors and address business challenges. These 
resources encompass various factors, includ-
ing business performance, digital transforma-
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tion, digital strategy, and market competition. 
This study focuses on SMEs in Indonesia, offer-
ing a distinct perspective on how Indonesian 
SMEs endeavor to enhance their performance 
through digitalization. The study can serve as 
a foundation for SMEs to operate and aims to 
conduct an empirical analysis to confirm and 
further examine the relationships between de-
terminants. Moreover, this model can provide 
significant evidence of how SMEs can imple-
ment their plans using digital transformation to 
enhance their performance. Figure 1 illustrates 
the research framework based on the literature 
review, and the hypotheses are as follows:

 H
1
: SMEs’ digital strategy positively influences 

digital transformation.

H
2
: Market competition positively influences 

SME digital transformation.

H
3
: Digital strategy positively influences SME 

performance.

H
4
: Market competition positively influences 

SME performance.

H
5
: Digital transformation positively influences 

SME performance.

H
6
: Digital strategy positively influences SME 

performance through digital transformation.

H
7
: Market competition positively influ-

ences SME performance through digital 
transformation.

2. METHOD

This study applied a quantitative methodology to 
analyze the data and variables. The adoption of a 
quantitative approach is suitable for handling large 
datasets from SMEs. The study’s target population 
comprised SMEs in Indonesia that have implement-
ed digital transformation. This is because the adop-
tion of digital technology among SMEs in Indonesia 
is still limited. The study focuses on business centers 
in Indonesia, primarily located in Java. Sampling 
is conducted using a purposive approach, wherein 
SMEs owners who have adopted digital business 
practices in marketing, payment, or operations are 
selected as respondents. The total sample size is de-
termined considering a confidence level of 95%, a 
margin of error of 5%, and a population propor-
tion of 10%. Consequently, 139 SMEs were sampled. 
Questionnaires were distributed to SMEs, resulting 
in a larger sample size of 171. Therefore, this study 
utilizes a sample of 171 SMEs operating in various 
fields, including culinary, fashion, retail, and creative 
industries. The study ensured the fulfillment of the 
normality assumption and utilized the Maximum 
Likelihood Estimation (MLE). The data collection 
process involved the use of structured and closed 
questions. The questionnaire was thoughtfully de-
signed to produce reliable responses from the sam-
ple, containing a series of statements or questions. 
These statements were measured using a Likert scale 
with scores ranging from one to five. The distributed 
questionnaire comprises several variables, as shown 
in Table 1.

To conduct the analysis, the study utilized structural 
equation modeling-partial least squares (SEM-PLS). 

Figure 1. Research framework 
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3. RESULTS

An extensively recognized standard for adequate 
structural validity entails loading factors exceed-
ing 0.7 for all indicators. This study is dedicated 
to assessing and verifying that the measurement 
instrument meets this crucial requirement. As de-
picted in Figure 2, all indicators met the specified 
criteria.

Table 2 highlights the significance of various fac-
tors in influencing digital transformation and 
SME performance. The positive path coefficients 
suggest that businesses that strategically plan their 
digital initiatives and navigate market competi-

tion are likely to experience favorable outcomes in 
terms of digital transformation progress and SME 
performance.

Table 2. Path coefficients

Variable
Digital 

Transformation
SME 

Performance

Digital Strategy 0.464 0.305

Digital Transformation – 0.449

Market Competition 0.309 0.119

The reliability test in Table 3 demonstrates that 
all four variables in the measurement instrument 
exhibit satisfactory levels of internal consistency. 
Both Cronbach’s alpha and Composite Reliability 

Table 1. Research indicators

Variable Indicator

Market Competition 

(Jin & Cho, 2018)

The business experiences rapid growth.

The business faces intense competition.
Numerous competitors enter the business.

Digital Strategy 

(Eller et al., 2020)

The shift toward digital business proves beneficial for SMEs.
Enhanced consumer shopping experiences are facilitated through the digitization of services.
The success of SMEs is determined by digital innovation.

Digital Transformation 

(Min & Kim, 2021)

SMEs have adopted standard technology in digital business.
SMEs have implemented different digital business models compared to their competitors.
SMEs have policies in place to strengthen digital business.

Business Performance  

(Fernandes et al., 2020)

SMEs have successfully achieved planned targets.
Consumers are satisfied with the services provided by SMEs.
Consumers trust the services provided by SMEs.
Consumers are loyal toward shopping at SMEs.

Figure 2. Loading factor results
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values are well above the recommended threshold 
of 0.7, indicating that each variable is consistently 
measuring the same underlying construct.

Table 3. Reliability test

Variable
Cronbach’s 

Alpha

Composite 

Reliability

Digital Strategy 0.751 0.856

Digital Transformation 0.753 0.859

Market Competition 0.823 0.894

SME Performance 0.847 0.897

Tables 4 and 5 show the positive and significant 
effects of digital strategy, digital transformation, 
and market competition on SME performance. 
Both the direct and indirect paths demonstrate 
how strategic planning, digital transformation 
initiatives, and responding to market competition 
can collectively enhance the performance of small 
and medium-sized enterprises.

This study conducted a comprehensive examina-
tion of seven hypotheses using SmartPLS, with 
the corresponding test results presented in Table 
4 and Table 5. The findings revealed significant in-
sights into the relationships between various fac-
tors influencing SMEs. Firstly, it was confirmed 
that SMEs digital strategy has a positive impact 
on their digital transformation, (H1 accepted). 
Additionally, the study identified that market 
competition plays a pivotal role in driving SMEs 
digital transformation (H2 accepted), highlight-
ing the external market pressures that influence 
technological adoption among smaller enterprises. 

Furthermore, the research demonstrated that both 
digital strategy and market competition positively 
influence SMEs overall performance (H3 and H4 
accepted), underscoring the strategic importance 
of these factors in enhancing business outcomes. 
Notably, the study also highlighted the direct pos-
itive impact of digital transformation on SMEs 
performance (H5 accepted), emphasizing the 
transformative role of technology in business suc-
cess. Moreover, the findings supported the notion 
that a well-implemented digital strategy contrib-
utes positively to SMEs performance through its 
influence on digital transformation (H6 accepted). 
Lastly, the study showed that market competition 
enhances SMEs performance by driving digital 
transformation initiatives (H7 accepted).

4. DISCUSSION

The findings demonstrate that digital strategy sig-
nificantly influences SMEs digital transformation. 
The adoption and implementation of digital strat-
egies exert a considerable impact on SMEs, influ-
encing their path toward digital transformation 
and subsequently enhancing their overall mar-
ket performance. The results support Zhang et al. 
(2023), who identified digital strategy as critical 
in aiding SMEs to embrace digital transforma-
tion. Additionally, Teng et al. (2022) corroborate 
that a digital strategy approach enables SMEs to 
identify the digital technologies, tools, and plat-
forms most suitable for their company model and 
target audience. AlNuaimi et al. (2022) reinforce 

Table 4. Direct effects

Path
Original Sample 

(O)

Standard Deviation 
(STDEV)

T Statistics  
(|O/STDEV|)

P Values

Digital Strategy → Digital Transformation 0.464 0.053 8.734 0.000

Digital Strategy → SME Performance 0.305 0.057 5.300 0.000

Digital Transformation → SME Performance 0.449 0.065 6.919 0.000

Market Competition → Digital Transformation 0.309 0.051 6.067 0.000

Market Competition → SME Performance 0.119 0.057 2.082 0.038

Table 5. Indirect effects

Path
Original Sample 

(O)

Standard Deviation 
(STDEV)

T Statistics  
(|O/STDEV|)

P Values

Digital Strategy → Digital Transformation → 
SME Performance

0.208 0.044 4.705 0.000

Market Competition → Digital Transformation 
→ SME Performance 0.139 0.032 4.364 0.000
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that digital strategy assists SMEs in effectively al-
locating resources, establishing timetables, and 
optimizing procedures, all of which are critical for 
a successful digital transformation. The adoption 
of digital strategies has a significant impact on the 
digital transformation process in SMEs (Vrontis 
et al., 2022). As SMEs integrate digital technol-
ogy into their operations, products, and services, 
their organizational culture, processes, and cus-
tomer interactions undergo fundamental changes 
(Hossain et al., 2022).

The findings indicate a positive influence of digi-
tal strategies on SMEs performance. These results 
corroborate previous findings, such as those of 
Kim (2021) and Teng et al. (2022), which suggest 
that digital strategy affects SME performance. 
Digitalization enables SMEs to engage with cus-
tomers through various social media platforms 
and services (Dressler & Paunovic, 2021). Min and 
Kim (2021) explain why digital strategies affect 
SME performance: technology adoption facilitates 
SME operations in dynamic environments, en-
suring optimal and effective business operations. 
Targeting the younger generation through digital 
technology has become a strategic approach for 
SMEs, maximizing the potential of digital plat-
forms and ultimately enhancing business perfor-
mance (Gamache et al., 2020; Kim, 2021).

Digital transformation profoundly influences 
SMEs internal processes and their interactions 
with customers. Through digitization, SMEs gain 
the ability to reach a broader audience and pene-
trate new markets. Digital strategies assist SMEs in 
developing innovative products and services that 
cater to the evolving needs of tech-savvy consum-
ers. By embracing digital channels and platforms, 
SMEs enhance communication with customers, 
deliver personalized experiences, and foster deep-
er customer relationships. These findings are con-
sistent with Becker and Schmid (2020), who high-
light the fundamental role of digital transforma-
tion in enhancing business performance. One of 
the most notable advantages is the expanded mar-
ket reach and customer acquisition (Chinakidzwa 
& Phiri, 2020). As SMEs adopt digital tactics and 
establish their online presence, they can attract a 
larger consumer base beyond their local markets, 
leading to increased growth and revenue genera-
tion. Moreover, digital transformation empowers 

SMEs to remain agile and responsive to shifting 
market dynamics. By implementing digital strate-
gies, SMEs can swiftly adapt to emerging trends, 
consumer preferences, and competitive challenges. 

Digital transformation enhances SMEs capabili-
ties for data collection and analysis, leading to 
data-driven decision-making processes. By lever-
aging data analytics, SMEs gain valuable insights 
into customer behavior, market trends, and op-
erational performance. This data-driven approach 
enables SMEs to make informed decisions, op-
timize strategies, and refine their offerings, ulti-
mately resulting in improved overall performance 
(Nagy et al., 2018). The effective utilization of digi-
tal strategies plays a critical role in determining 
the long-term sustainability and success of SMEs 
in the business landscape. SMEs possess signifi-
cant potential to leverage digitalization, particu-
larly in reaching younger demographic markets 
(Okocha et al., 2019).

The findings underscore the influence of mar-
ket competition on SME digital transformation. 
These findings support Zhang et al. (2022), who 
indicate that SME transformation is impacted by 
market competition. In high-competition envi-
ronments, businesses tend to explore new markets 
through digital transformation to attract more 
consumers. In today’s hyper-competitive business 
landscape, SMEs face significant pressure to adapt 
and embrace digital transformation to stay rel-
evant, gain a competitive edge, and achieve long-
term success. These results are consistent with Jin 
and Pan (2023), who demonstrate the positive ef-
fect of market competition on SME digital trans-
formation, particularly with government support. 
Intense market competition prompts SMEs to ur-
gently explore and implement digital initiatives 
as a means of differentiation and competitive ad-
vantage. Digital transformation empowers SMEs 
to innovate and introduce new value propositions 
that distinguish them from competitors (Wahid & 
Zulkifli, 2021).

The findings reveal that market competition 
emerges as a significant factor influencing SME 
performance. In competitive markets, SMEs 
adopt innovative strategies to sustain and im-
prove performance (Prihandono et al., 2021). The 
study indicates a similar positive relationship 
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between market competition and SME perfor-
mance, as demonstrated by Prasanna et al. (2019), 
prompting businesses to embrace digitalization 
for broader customer reach and increased sales. 
Furthermore, digitalization enables SMEs to over-
come geographical constraints and enhance per-
formance by accessing global customers through 
digital channels (Dangmei & Singh, 2022; Mandal 
& Joshi, 2017). This study’s findings highlight the 
critical significance of digital transformation as 
a moderator in the relationship between market 
competition, digital strategy, and SME perfor-
mance. Digital transformation is a transforma-
tive process that enables SMEs to leverage digital 
methods to address market competition challeng-
es and ultimately improve overall performance 
(Alekam et al., 2018). This finding represents a 
novel contribution to research, emphasizing the 

role of the RBV theory in organizational research, 
particularly concerning the impact of technology 
and employees on SME performance. The results 
align with those of Kraft et al. (2022), indicating 
that digital transformation has a strong impact on 
SME performance. Digital transformation miti-
gates the impact of market competition on SME 
performance by facilitating the integration and 
implementation of digital strategies. The trans-
formative process of digitization enables SMEs to 
streamline internal processes, enhance efficien-
cies, and improve their responsiveness to market 
changes (Mabula et al., 2020). Additionally, digital 
transformation fosters customer-centricity, which 
is essential for market success. SMEs engage cus-
tomers through personalized and seamless experi-
ences by embracing digital technologies, thereby 
fostering loyalty and increasing SME performance.

CONCLUSION

The purpose of this study is to examine determinants that have a pertinent relationship with digital 
transformation to enhance SMEs business performance. The findings show that digital transformation 
is a critical mediator, connecting market competition and digital strategy to SME performance. Market 
competition appears to be a significant motivator for SMEs to implement digital strategies. Digital 
transformation enables SMEs to provide excellent client experiences, hence increasing customer loy-
alty and repurchase intention. SMEs can establish strong customer relationships through tailored and 
smooth interactions, directly influencing their market performance. The study emphasizes the impor-
tance of digital transformation as a process that transforms SME performance in response to market 
competition and the strategic implementation of digital plans. The findings of this study add to a better 
understanding of the relationship between digital transformation, market dynamics, and SME perfor-
mance, opening the way for more informed decision-making and strategic planning in the pursuit of 
digital development and competitiveness. Furthermore, practitioners in SMEs in any sector can start 
to renew their business using digital schemes strategy; although the pandemic is already over, the risks 
of global disaster need to have more consideration. Practitioners can also start a benchmark in other 
industries since market competition become a significant determinant affecting digital transformation. 
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