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Abstract

The present research examines the empirical evidence of the influence of Digital Finance, Business
Innovation and Risk Management on MSME performance. The sample used in this study includes 325
respondents from all over cities of Indonesia and Malaysia. Data is processed using Partial Least Square
(PLS) software with Structural Equation Modeling (SEM). The results of the study demonstrate that
Business Innovation, Digital Finance and Risk Management have positive effects on MSME performance.
Digital Finance positively influences Business Innovation and Risk Management. Moreover, Business
Innovation and Risk Management mediate the indirect influence of Digital Finance on MSME performance.
However, the mediating role of Business Innovation and Risk Management minimizes or inhibits the impact
of digital finance on MSME performance. Such findings might be insightful for MSMEs’ managers and would
help them anticipate future challenges and efforts to improve the MSME performance, which will ultimately
increase the MSME's contributions to the whole economy.

Keywords: MSME Performance, Digital Finance, Innovation, Risk Management, Structural Equation
Modeling (SEM).

INTRODUCTION

Micro, Small, and Medium Enterprises (MSMES) are crucial to a country's economic
activities and significantly contribute to the economy. The significant influence of MSMEs
on the economic development and/or prosperity has been demonstrated not just in
developing countries, but also in advanced nations (Rodrigues et al., 2021; Endris &
Kassegn, 2022; Purwanto et al., 2022; Lestari et al., 2022; Roman & Rusu, 2022; Risman
et al., 2023). Therefore, every country strives to maintain and continually improve the
performance of MSMEs to enhance their contribution to the economy.

However, like any other business entity, MSMESs also face several threats and challenges
that will affect their future performance. In addition to the classic factors commonly faced
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by the business world, such as capital and market access, the future performance and
constraints of MSMEs are also influenced by various factors, such as business innovation
and digitalization, as well as an increase in risk factors (Bashir et al., 2023; Holmstrom et
al., 2019).

Currently, digitalization is required in all the sectors of economic activities, initially aimed
at obtaining benefits such as improving efficiency and effectiveness involved in the
operations of MSMEs. Therefore, digital transformation is implemented in all business
management functions, such as marketing, production, and finance.

The implementation of digital finance in MSMEs itself is often closely tied to the payment
methods that are synchronized with marketing activities. Moreover, “the use of digital
payment systems as a key element of digital finance has been accelerated by the growth
of online stores (e-commerce)” (Risman et al., 2021).

Digital transformation enables and has provided benefits by reducing transaction costs,
enabling faster access to information, driving business and product innovation, and
enhancing service quality and market expansion (Roman & Rusu, 2022; Bresciani et al.,
2021; Chen and Wang, 2021; OECD, 2021; Xie et al., 2020). Therefore, digitalization not
only improves efficiency and effectiveness; but also enhances competitive advantages
and achieves a high profitability.

While the specific impact of digital transformation on MSME performance has not been
extensively studied, several empirical findings on the effects of digital transformation on
the performance of large companies indicate a positive impact (Xie & Wang, 2023,
Masoud & Basahel, 2023; Do et al., 2022; Wang et al., 2020). Conversely, there are also
studies that tend to show negative results (Amarneh et al., 2023; Niemand et al., 2021,
Qi & Cai, 2020; Phan et al., 2020).

Those conflictual findings are primarily due to the fact that digital transformation
(digitalization) requires significant investment, particularly in complex industries, and an
advanced technology, such as banking. Studies on the impacts of digital transformation
(digitalization) on the performance of Micro, Small, and Medium Enterprises (MSMESs) are
still limited, but the existing findings tend to show positive results (Roman & Rusu, 2022;
Octavia et al., 2020; Nuseir & Aljumah, 2020).

However, these studies have not specifically focused on the influence of digital finance,
but rather on the impacts of digital marketing. Digital finance in MSMEs, particularly micro
and small businesses (MSES), is often intertwined with payment methods synchronized
with digital marketing activities. In fact, “The use of digital payment systems is one of the
key elements of digital finance, and the contribution of digital payments to digital finance
has been accelerated by the rapid growth of e-commerce and advancements in financial
technology” (Risman et al., 2021).

More specifically, previous research addressing the effects of digital finance on MSME
performance is still limited, but indicates significant and positive results regarding such a
kind of relationship (Daud et al., 2022; Luo et al., 2021).
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One other factor that might increase the development of competitive advantages and is
believed to contribute to achieving high profitability is innovation.

The influence of innovation on a firm's performance has been widely recognized for a
long time as an interesting research topic. Additionally, the positive impact of innovation
on firm’s performance has been validated by many studies in the last two decades
(Kijkasiwat & Phuensane, 2020; Rajapathirana and Hui, 2018), involving the latest
researches conducted by Agustia (2022) and Islam (2023).

Even though numerous empirical studies demonstrated that the influence of innovation
on a firm’s performance of MSMEs differ from its effects on MSEs due to a narrow and
diverse business scale, the effects of innovation on MSME performance still need to be
carried out. Likewise, risk management remains also an issue and an interesting research
topic that requires to be more explored.

Although the current research has the tendency to show up the important role of digital
finance as an emerging source of risk, due to the sensitivity of data and systems, the
present investigation undertaken from a different perspective, depicts that digital finance
could be quite the opposite and becomes a tool in risk management. As with innovation,
this current study seeks to examine whether digital finance might foster business
innovation. Otherwise, the interplay between digital finance, business innovation and risk
management on MSME performance is also underlined. Besides, the mediating effects
of innovation and risk management on the association between digital finance and
MSMEs’ performance will be also tested.

LITERATURE REVIEW
Micro, Small, Medium Enterprises’ (MSMEs’) performance

“Micro, small and medium enterprises (MSMES) are business entities like other business
organizations in general. However, MSMEs have several criteria that differ in each
country.

Therefore, in general, MSMEs can be defined as an activity that is undertaken by
individuals and/or individual business entities that produce or add a certain value to goods
or products. It is expected that those goods/products meet certain criteria or measures
such as asset value, number of workers, turnover, and so on” (Risman et al., 2023).

Meanwhile, MSMESs' performance is generally similar to business performance in its
conceptualization, although until now there is still no uniform consensus on the definition
of business performance, especially in determining the parameters (Kiyabo & Isaga,
2020; Serawitu, 2020; Purwanto et al., 2022). The use of various performance parameters
mostly aligns with their respective disciplines, so that the definition of business
performance varies.

We can therefore assimilate business performance to the achievement of the results
related to business activities both individually and in groups, via certain parameters such
as profit, target achievement, productivity, business scale, number of assets that show
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progress, growth, or improvement and change for the general betterment of the
organization (as compared to the previous periods).

According to Kiyabo & Isaga (2020), business performance can be evaluated via financial
and non-financial indicators.

In the current study, and particularly for MSMEs, the measurement of business
performance employs a qualitative approach. On the other hand, a quantitative method
is deemed more suitable for evaluating the performance of large and public companies,
while financial statements are reliable due to independent audits. MSME’s performance
might rely on business performance indicators.

As underlined by Ibor et al. (2017); Serawitu (2020); and Purwanto et al. (2022), the
following indicators might serve qualitatively as a response to the given questionnaire,
including the following indicators:

a. Increase in profits

b. Growth of business scale

c. Increase in asset value
Business Innovation

The Organization for Economic Co-operation and Development (OECD) broadly defines
innovation as “the introduction of a new or significantly improved product (good or
service), process, marketing method, or organizational method in business practices,
workplace organization, or external relations” (OECD, 2005).

Wang et al. (2022), Akbari et al. (2021), as well as Zaoui et al (2021) defined business
innovation as innovation that involves companies integrating new practices, services, or
products that drive positive business changes.

There are three indicators of product innovation as follows (Kotler & Armstrong, 2012):
1. Product Quality

The ability of a commodity to perform its functions., incorporating the resulting
durability, reliability, and precision,

2. Product Variants

As a competitive means of differentiating goods from each other or between products
owned by competitors.

3. Item Style and Design

Style shows the appearance of a particular product, while design means more than
just style.

Based on the antecedent literature, business innovation could be pursued as a new idea
or concept that involves change, development and something new that relate to habits,
processes, products, systems, etc. which are expected to provide new, effective and
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efficient benefits. Therefore, innovation can encourage increased revenues, cost savings,
and others indicators that might in turn improve the performance of business entities,
including MSMEs.

Based on the above statements, the second hypothesis can be formulated as follows:
H1: Business Innovation positively affects the performance of MSMEs.
Risk Management

‘Risk management is a critical process that concerns every aspect of organizational asset
protection as well as the activities of the professional protection officer” (Peterson, 2020).

According to the Indonesian Financial Services Authority (2016), “risk management is a
series of procedures and methodologies used to identify, measure, monitor and control
risks arising from the Bank's business activities”.

Therefore, risk management can be assimilated to a comprehensive process that
encompasses risk identification, risk analysis and measurement, risk monitoring, risk
control, and evaluation activities.

The risk management process might therefore involve dimensions and indicators of the
application of risk management in a business entity, including MSMEs.

Risk management includes also a set of processes and techniques designed to identify,
assess, track, and mitigate risks stemming from the business entity. With this
understanding of risk management, its implementation within a business organization can
help minimize losses and variations from anticipated returns, as well as lower unforeseen
non-operational expenses.

Therefore, risk management might have a positive impact on the performance of a
business entity, such as MSMEs.

Based on the above observations, the third hypothesis can be suggested as follows:
H2: Risk Management positively influences the performance of MSMEs.
Digital Finance

The definition of digital finance varies, both from the perspective of academics and
practitioners. Several governments and monetary authorities also have different
definitions of digital finance, including the classification of payment data, which is partially
integrated with electronic transactions.

Digital finance is thus associated to “financial services delivered via mobile phones,
personal computers, internet, mobile banking, e-wallets, mobile wallets, and credit and
debit cards. Digital finance begins with digital payments, as well as the current
developments in digital finance which tend to be triggered by the rapid development of
digital payments” (Risman et al., 2021).

According to the European Commission, digital finance refers to the integration of digital
technologies into the financial services’ sector, so that it could enhance its access,
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efficiency, and convenience for consumers and businesses. It encompasses a wide array
of technology-enabled financial activities, incorporating online banking, mobile payments,
point-of-sale (POS) systems, and cryptocurrencies. The primary objectives of digital
finance is accordingly to improve the reach, speed, and cost-effectiveness of financial
services, making them more accessible to the general public, particularly in regions with
a limited traditional banking infrastructure.

Digital payment is rather a payment method made for the usage of digital technologies.
Thus, all the forms of transactions occur online or through internet-enabled cellular
computing so that they do not require the exchange of physical money, but become an
electronic money. In other words, electronic money has certainly a good impact on the
national economy. Thus, the main indicators that a business entity could implement in its
operations for digital finance include the following elements “(Risman, 2024):

1) Transactions that can be conducted via mobile phone

2) Transactions that can be made via the usage of a personal computer
3) Transactions that can be performed online (over the internet)

4) Transactions that can be done using mobile banking

5) The usage of e-wallet services

6) The deployment of mobile wallet services

7) Payments that can be ensured with a credit card

8) Payments that can be made with a debit card

Current developments in digital finance tend to be triggered by the rapid evolution of
digital payments. Hence, the adoption of digital finance in a business organization might
positively contribute to boosting sales’ revenues, as well as improving the efficiency and
effectiveness of cash management, financial recording, and business operations, leading
to the improvement of the overall business performance. Based on those above
observations, the third hypothesis can be put forwarded as follows:

H3: Digital finance positively influences the performance of MSMEs.

Digital finance might help overcome the challenges faced by MSMEs in obtaining
financing for business innovation, and thereby positively affecting its innovation
performance (Kan & Sun, 2022).

Furthermore, the implementation of digital finance within business entities fosters the
emergence of new ideas or concepts and supports the development of new products—
whether goods or services—as well as changes in habits, processes, systems, and other
aspects related to digital payment services. Based on the above opinions and reasoning
of the relationship, the following hypothesis could be proposed:

H4: Digital finance positively influences the business innovation of MSMEs.
Digital finance has a significant impact on MSME performance, especially when it acts
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with business innovation.

Through innovation, MSMEs can optimize the benefits of digital finance to create new
solutions, enhance operational efficiency, and expand their markets. For instance, the
adoption of digital payment technologies might accelerate transactions and support the
development of new products or services.

With innovation acting as a catalyst, digital finance not only strengthens the financial
stability of MSMEs but also accelerates their business transformation, improving their
competitiveness and ultimately upgrading the overall performance of firms.

Based on these statements, the fifth hypothesis can be formulated as follows:

H5: Digital finance has a positive influence on MSMEs’ Performance through
business innovation.

Digital finance enables its users to leverage technology to access financial data in real-
time, allowing for more accurate monitoring of cash flow, expenses, and incomes.
Additionally, digital finance simplifies the diversification of funding sources, helping to
minimize liquidity risks. Overall, financial digitalization enhances transparency, efficiency,
and control in managing business risks.

Considering the above reasons, the sixth hypothesis can be proposed as follows.:
H6: Digital finance has a positive effect on Risk Management within MSMEs.

Through the implementation of digital financial services, such as online insurance,
financial data analytics, and secure payment systems, MSMEs might better manage
operational, financial, and market risks.

Digital technology enables MSMEs to monitor cash flow in real-time, identify potential
risks early, and implement appropriate preventive measures. Integrating digital finance
into MSME risk management strategies not only safeguards business continuity, but also
enhances operational efficiency, builds customer trust, and strengthens overall financial
stability, ultimately boosting MSME performance.

Based on the reasoning about this relationship, the following hypothesis could be
proposed:

H7: Digital finance has a positive influence on MSMEs performance through
risk management.
RESEARCH METHODOLOGY

In the present study, the target population consists of Micro, Small, and Medium
Enterprises (MSMESs) business units. According to the Ministry of Cooperatives and
SMEs of the Republic of Indonesia, the total number of MSME units is 65, 471, 134.

The sampling method employed is random sampling, as the questionnaires were
distributed to respondents (MSMES) via an online platform and measured via the recourse
to a Likert scale ranging from 1 to 5.
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The sample size is calculated via the usage of the Slovin formula:
n = N/(1+(N x e?))

N = Total population 65,471,134

e = error, 10%

n = (65,465,497) / (1 + (65,465,497 x (0.1)?))

n =99,999.8, rounded to 100

According to the calculations above, the minimum required sample size for this study is
100 responses. However, more than 100 samples were collected, with a total of 325
respondents from various regions of Indonesia. The framework of this research might
thus be presented by a conceptual model via the usage of a Structural Equation Modeling
(SEM) as depicted in Figure 1 below:

H4
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H

Fig 1: Conceptual research Model

RESULTS AND DISCUSSION
Validity Test

Two tests were conducted for checking the convergent validity. In the first test, two
indicators were found to be invalid and had to be removed. However, in the second test,
all the indicators were valid, as each one of them had a loading factor value that is greater
than 0.50.
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Fig 2: Second validity test
Reliability Test
Composite reliability testing is conducted to assess the consistency of the instrument
used in the research model. A construct is considered to have a good reliability, whenever

the questionnaire is consistent as a research tool, and if the composite reliability and the
Cronbach's alpha values for all the variables are above 0.70.

Table 1. Composite Reliability

Variables Composite Reliability | Cronbach’s Alpha’s | Conclusion
Business Innovation 0.877 0.814in Reliable
Digital Finance 0.869 0.809 Reliable
Risk Management 0.888 0.849 Reliable
MSMEs' Performance 0.851 0.766 Reliable

According to Table 2, all the latent variables are considered reliable, as both the
composite reliability and Cronbach's alpha values are greater than or equal to 0.70.
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The Goodness of Fit Test

The goodness of fit test is conducted for the structural model in the inner model on the
basis of the predictive relevance (Q?) value. The R-square value of the endogenous
variables (MSMEs' performance) and each intervening variable is also calculated, i.e. for
the two intermediate variables, namely Business Innovation and Risk Management. The
predictive relevance (Q?) value using business innovation mediation can be computed as
follows:

Q?=1-(1-RY) (1-R» =1 -(1- 0,274) (1- 0,339) = 0,520114
The value of predictive relevance (Q?) using risk management mediation:
Q?=1-(1-RY) (1-R?» =1 - (1- 0,274) (1- 0,034) = 0,298684

Based on those calculations above, the predictive relevance value (Q?) of the two
mediating variables is obtained while greater than zero, and indicating that the model is
considered as a good fit.

Hypotheses’ Testing
Table 2: Hypotheses testing results for direct & indirect relationships

Original | Standard T- P Conlusion
Sample | Deviation | statistics | values
Business Innovation — - —
MSMESs' Performance 0.132 0.047 2.838 0.005 | Positive - Significant
Digital Finance — MSMEs 0.201 0.047 4291 | 0.000 | Positive - Significant
Performance
Risk Management — o -
MSMEs' Performance 0.367 0.042 8.731 0.000 | Positive - Significant
Digital Finance — Business | 453 | 0028 | 21.030 | 0.000 | Positive - Significant
Innovation
Digital Finance — Risk 0189 | 0045 | 4181 | 0.000 | Positve - Significant
Management
Digital Finance — Business
Innovation — MSMEs' 0.077 0.028 2.780 0.006 | Positive - Significant
Performance
Digital Finance — Risk
Management — MSMEs' 0.070 0.017 3.977 0.000 | Positive - Significant
Performance

Based on the hypotheses’ testing step as shown in Table 2, it appears that Business
Innovation positively affects the performance of MSMESs. The results of this study indicate
that Business Innovation can increase income through new ideas or concepts that involve
change, development, and something new related to habits, processes, products, and
others. Business innovation can also save costs, such as the use of technology & systems
so that MSME business activities become effective and efficient. The empirical evidence
that risk management positively affects the performance of MSMEs, indicate that risk
management can increase operating revenues, reduce losses and deviations from
estimated revenues, and reduce unexpected non-operating costs.
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The direct effect of digital finance is examined by the hypothesis testing that is performed
and presented in Table 2. It seems that digital finance positively affects the performance
of MSMEs. The results of this study indicate that business innovation can increase
business revenues by augmenting revenues from sales through the usage of digital
finance, especially digital payments.

Digital finance might also save costs such as transaction costs, be efficient and effective
in managing cash and financial records and other business operations. There is also
empirical evidence that digital finance positively influences the Business Innovation of
MSMEs. The results of this study indicate that the application of digital finance, especially
digital payments for business entities, might encourage the emergence of new ideas or
concepts and the development of new products, both goods and services (services), and
changes in habits, processes, systems, and others.

Besides, findings stress that digital finance positively influences the Risk Management of
MSMEs, indicating that, in a business entity, it will help and make it easier to identify,
measure, monitor and control risks arising from business activities.

The indirect impacts of digital finance on MSME performance occurs through business
innovation. Based on the hypothesis test illustrated in Table 2, business innovation
mediates the effects of digital finance on MSME performance. This empirical evidence
indicates that the application of digital finance in MSMEs enhances their performance
through the introduction of new ideas or concepts, innovative business models, the
development of new products (goods and services), and changes in habits, processes,
and systems. However, the indirect effect of digital finance on MSME performance
through business innovation is small (0.077) compared to its direct impact on MSME
performance, which is 0.201. This finding highlights that business innovation moderates
the effects of digital finance on MSME performance, as innovation often requires
significant costs and a long implementation time.

The indirect effect of digital finance on MSME performance through risk management is
analyzed on the basis of the hypothesis test presented in Table 2. Findings demonstrate
that risk management might mediate the indirect influence of digital finance on MSME
performance. Such an empirical evidence indicates that the application of digital finance
in MSMEs helps facilitate risk identification, measurement, monitoring, and control of risks
arising from business activities. Effective risk management efforts can then increase
operational income, minimize losses, reduce deviations from estimated income, and
lower unexpected non-operational costs.

However, the indirect influence of digital finance on MSME performance through risk
management is smaller (0.070) compared to its direct impact on MSME performance,
which is 0.201. This finding suggests that risk management may limit the extent of the
influence of digital finance on MSME performance, as it can restrict the scope of
management in making financial and strategic decisions that require speed and precision.
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CONCLUSION

Business innovation upgrades income through new ideas or concepts that involve
change, development, and new elements that are related to habits, processes,
products, and others. Innovation can also save costs such as the use of technology
& systems so that MSME business activities become effective and efficient. Risk
management might increase operating revenues, reduce losses and deviations from
estimated revenues, and eliminate unexpected non-operating costs. On the other
hand, digital finance improves business revenues by increasing revenues from sales,
especially through digital payments.

Digital finance can also save costs such as transaction costs, and be efficient and
effective in managing cash and financial records and other business operations.
Thus, the application of digital finance for business entities, will encourage the
emergence of new ideas or concepts and the development of new products, both
goods and services, as well as changes in habits, processes, systems.

Digital finance positively influences the Risk Management of MSME. It will help a
business entity and make it easier for it to identify, measure, monitor and control risks
arising from business activities. Business Innovation can therefore mediate the
effects of digital finance on MSME performance. Thus, the application of digital
finance to MSMEs will improve the performance of MSMESs through the existence of
new ideas or concepts, and the development of new products (goods and services),
as well as changes in habits, processes, systems, and so on. However, business
innovation might inhibit the influence of digital finance on MSME performance,
because it requires costs and takes a long time.

Risk management can also mediate the influence of digital finance on MSME
performance. Thus, the application of digital finance to MSMEs will also contribute to
identify, evaluate, and control risks arising from business activities, so that these risk
management efforts upgrade the operating income, reduce losses and deviations
from the estimated incomes, and diminish the unforeseen non-operating costs.
However, risk management can inhibit the influence of digital finance on MSME
performance, as it might limit the management's breadth in making financial and other
strategic decisions.
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