
1 INTRODUCTION 

Knowledge factors play an important role in creating 
innovation capability in a company. Saunila & Ukko 
(2011) focused on the importance of behavior in ex-
ploiting external networking and knowledge to im-
prove innovation capability. 

Networking capability is an understanding, will-
ingness, and ability of new businesses to intentional-
ly engage their network of business relationships to 
start gaining access and mobilize, as well as re-
sources with other network actors. Better networking 
capability between companies and SMEs will en-
courage increased innovation capability. Networking 
capability encourages companies to develop net-
works and gain access to network resources that are 
important for product innovation (Mu, 2013, 2014; 
Mu & Di Benedetto, 2012). 

Innovation is the incorporation of new knowledge 
with existing knowledge to reconfigure organiza-
tional capabilities and competencies, which produce 
value-added products. Knowledge management ca-
pability (KMC) for companies and SMEs need to be 
well managed to encourage the creation of product 
and process innovation capability in achieving com-
petitive advantage. KMC is an ability of companies 

to increase existing knowledge through continuous 
learning to create and protect new knowledge (Bose, 
2003) and provide and share intangible assets to win 
the market competition (Tseng & Lee, 2014). 
Hayashi (2004) stated that an ability to create, store, 
disseminate, and utilize knowledge and expertise is a 
strategy for organizations to compete. Some studies 
showed that KMC influences organizational perfor-
mance (Hasan & Al-Hawari, 2003). 

Knowledge sharing is a fundamental means 
where employees or organizations can exchange 
knowledge and contribute to the application of 
knowledge, innovation, and, ultimately, organiza-
tional competitive advantage (Wang & Noe, 2010). 
Some studies have focused more on the direct effect 
of KMC to improve performance and competitive 
advantage, especially in manufacturing companies 
rather than SMEs. Freel (1999) identified critical 
skills gaps in SMEs' innovation, such as knowledge 
of technical skills, managerial competence, and poor 
marketing skills. The lack of studies on strengthen-
ing knowledge management capability, networking, 
and knowledge sharing in improving innovation of 
SMEs becomes a gap in this research that needs to 
be identified and tested further. Therefore, this study 
aims to investigate and test KMC, networking, and 
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knowledge sharing, and also verify the relationship 
patterns in improving SMEs' performance and com-
petitive advantage. 

1.1. Knowledge management capability as a deter-
minant of innovation capability 

Teresa (2009) defined Knowledge management ca-
pability as the company's ability to acquire, convert, 
and apply knowledge. Knowledge management ca-
pability combines process perspectives that focus on 
knowledge process capability and infrastructure per-
spectives that focus on enablers, namely, knowledge 
infrastructure capability (Lee & Choi, 2003). 

Several studies showed that knowledge manage-
ment activities affect organizational effectiveness, 
user satisfaction, and net benefits (Chidambarana-
than & Swarooprani, 2015; Wang & Yang, 2016). 
Knowledge as part of organizational assets has a 
positive impact on innovation, superior performance, 
and competitive advantage (Andreeva & Kianto, 
2012; Shannak et al., 2012). Teresa (2009) found 
that knowledge management capabilities have a sig-
nificant effect on the process and product innova-
tion. Tacit knowledge transfer has a significant ef-
fect on innovation capability and performance 
(Cavusgil et al., 2007). Liao & Barnes (2015) found  
that knowledge acquisition will increase the flexibil-
ity of product innovation. Research conducted by 
(Darroch, 2005) concluded that knowledge mana-
gem  
H1: Knowledge management capability has a signif-

icant effect on innovation capability. 

1.2. Networking capability as determinant of innova-
tion capability 

Companies that have many network partners will 
encourage innovation because this bond will give 
them important resources, information, and techno-
logical knowledge. Zheng et al. (2013) found that 
network resources have a significant effect on inno-
vation. Networking capability and buyer-supplier re-
lationship interactions positively affect product in-
novation performance by providing three substantive 
benefits, namely, access to ideas and concepts pro-
duced by new buyers, better understanding buyer 
preferences, and reducing uncertainty (Wu et al., 
2014). The research results by Wu et al.(2014) con-
cluded that there was a significant effect between 
buyer-supplier relationship interactions on product 
innovation. 
H2: Networking capability has a significant effect on 

innovation capability. 

1.3. Knowledge Sharing as a determinant of inno-
vation capability   

According to Nonaka (2007), knowledge sharing ac-
tivities in organizations are processes where em-
ployees exchange knowledge both tacit and explicit 
to create new knowledge. Several studies have ex-
amined the importance of knowledge sharing on in-
novation capabilities. Liao et al. (2009) also ex-
plained that knowledge sharing activities have a 
positive effect on improving organizational innova-
tion. In addition, Hu et al. (2012) found a positive 
relationship between knowledge sharing and innova-
tion activities. Yang et al. (2018) found that 
knowledge sharing has a significant effect on prod-
uct and process innovation. Knowledge sharing that 
is shared by knowledge donating and knowledge 
collecting has a significant effect on the ability of 
innovation Podrug et al. (2017); Lin (2007). Wang 
& Wang (2012) found that explicit knowledge shar-
ing has a significant effect on innovation speed and 
innovation quality, whereas tacit knowledge sharing 
affected innovation quality, but it has no effect on 
innovation speed furthermore. 
H3: Knowledge sharing has a significant effect on 

innovation capability. 

1.4. Knowledge management capability as a de-
terminant of competitive advantage   

Knowledge is the company's strategic resources in 
creating value and innovation so that if it is maxim-
ized, companies and SMEs will improve perfor-
mance and competitive advantage. According to 
Andrew (2005), KMC is an important factor in creat-
ing a competitive advantage for companies and 
SMEs. KMC has a strong relationship with innova-
tion and product improvement. Companies that have 
the resources of knowledge and strategic capabilities 
will more easily survive, grow, and gain a sustaina-
ble competitive advantage (Kiessling et al. 2009). 
The study conducted by Pee & Kankanhalli (2016) 
showed that knowledge management capability has 
a significant effect on organizational effectiveness 
and company competitive advantage. 
H4: Knowledge management capability has a signif-

icant effect on competitive advantage. 
 

1.5. Networking capability as determinant of com-
petitive advantage   

Networking capability is the company's ability to 
develop and utilize relationships between internal 
and external organizations. Walter et al. (2006) sug-
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gested that networks developed from strong relation-
ships will have an impact on the company's competi-
tive advantage. Companies will be easier to antici-
pate changes in the environment, maintain current 
business, and gain a competitive advantage. Dayan 
et al. (2013) stated that networking capability is very 
important in creating network value and increasing 
overall chain profits, so members can develop strong 
relationships in the efforts of alliance network com-
panies to  create knowledge and value in achieving 
performance and competitive advantage. (Walter et 
al., 2006). 
H5: Networking capability has a significant effect on 

competitive advantage. 

1.6. Knowledge sharing as determinant of competi-
tive advantage   

Wang & Noe (2010) explained that knowledge shar-
ing is an action in which companies or employees 
can exchange knowledge and contribute to the appli-
cation of knowledge, innovation, and, ultimately, 
organizational competitive advantage. Meanwhile, 
Teece (2007) stated that knowledge is an intangible 
asset that is valuable for creating and maintaining a 
competitive advantage. Knowledge is an important 
resource for developing an organization's competi-
tive advantage. Law & Ngai (2008) found that 
knowledge sharing has an impact on better perfor-
mance in creating competitive advantages through 
improving business processes, offering products and 
services from a company. Pee & Kankanhalli, 
(2016) showed that knowledge management capabil-
ity has a significant effect on organizational effec-
tiveness, which leads to competitive advantage. 
H6: Knowledge sharing has a significant effect on 

competitive advantage. 

1.7. Innovation capability as a determinant of 
competitive advantage   

Some studies conducted by several researchers about 
SMEs found that the main determinant of competi-
tive advantage of SMEs is the ability of SMEs to 
develop unique products, and their flexibility in 
adopting new technologies (Williams & Hare, 
2012). Lee & Hsieh (2010) concluded that the capa-
bility of innovation has a direct effect on the compa-
ny's competitive advantage. The research conducted 
by Hariss et al. (2003) found that the age of the 
company does not significantly influence the rela-
tionship between innovation and competitive ad-
vantage. Moreover, Higon (2011) found that the age 
of the company has a significant impact on innova-
tion and competitive advantage. Research conducted 

by Aziz & Samad (2015) on SMEs in the food in-
dustry in Malaysia found that innovation has a sig-
nificant effect on competitive advantage. 
H7: Innovation capability has a significant effect on 

competitive advantage. 

2 RESEARCH METHODS 

The sample in this research was 254 SME actors in 
the field of creative fashion and handicraft industries 
in Central Java Province, Indonesia. The sampling 
used a purposive sampling method based on the cri-
teria that the SMEs are in creative and handicraft in-
dustries, have been operating for at least ten years, 
having employees at least 20 people, and its business 
still exists up to now. 

Knowledge management capability items were 
adopted from Pérez-López & Alegre (2012). A 
Sample item is "My organization has processes to 
gain knowledge on our suppliers, customers, and 
partners". Networking capability items adopted Wal-
ter et al. (2006). A Sample item is "I almost always 
solve problems constructively with our partners". 
Knowledge sharing items adopted Liao et al. (2009). 
A Sample item is "I often share information to my 
colleagues related to new information I acquire". In-
novation capability was measured by four items 
adopted Andreeva & Kianto (2012) & Liao et al. 
(2009). A sample item is "I often use new ideas to 
get things done". Competitive advantage items 
adopted Chen et al. (2006). A Sample item is "my 
company produces lower costs than competitors". 

3 RESULTS AND DISCUSSIONS 

Based on the output of data processing with Amos, it 
can be concluded that there is a distribution of data 
that meets the assumptions of normality, both uni-
variate and multivariate normality. This can be seen 
from the coefficient of c.r. Skewness and Kurto-
sis that have a value lower than ± 2.58 (Za=0,05/2). 
The results of the data showed that the determinant 
value of the sample covariance matrix is greater than 
zero. It means that data is free from multicollineari-
ty. The determinant of the sample covariance matrix 
is 0.00124. The results show that all criteria are met 
so that the model is categorized as good.  

The value of each index produced from the analy-
sis of this research data is shown in table 1. 
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Table 1. Model Conformity Index 

Indicator Output Cut off value Sig. 

Chi-Squared (χ2) 287.136 < 303.970 Good 
Probability Sig. 0.167 > 0.05 Good 
Cont.    
CMIN/DF 1.084 ≤ 2.0 Good 
GFI 0.927 >0.90 Good 
AGFI 0.911 >0.90 Good 
TLI 0.991 >0.95 Good 
CFI 0.992 >0.95 Good 
RMSEA 0.017 ≤0.08 Good 

 
Effect of Knowledge Management capability (KMC) 
on Innovation capability (IC). Based on the estimat-
ed parameters of testing the effect of KMC on IC 
(β2), it shows significant results with a standardized 
estimate value of β2 = 0.228, and critical ratio (CR) 
of 3.135. These values have met the hypothesis ac-
ceptance requirements, namely CR> 1.96, at a sig-
nificance level of  less than 5%. So, there is no rea-
son to reject hypothesis 2 (H2), meaning that the 
effect of Knowledge Management capability on in-
novation capability is proven significant. 
 
 
 
 
 
 
 
 

 

 
 

 

 

 

Figure 1. Full structural model 

 

Effect of Networking capability (NC) on Innova-
tion capability (IC). Based on the estimated parame-
ters of testing the effect of NC on IC (β1), it shows 
significant results with a standardized estimate value 
of β1 = 0.270 and a critical ratio (CR) of 3.657. 
These values have met the hypothesis acceptance re-
quirements, namely CR: 1.96, at a significance level 
of less than 1%. So, there is no reason to reject hy-
pothesis 1 (H1), meaning that the effect of network-
ing capability on Innovation capability is proven 
significant. 

Effect of Knowledge Sharing (KS) on Innovation 
capability (IC). Based on the estimated parameters 
of testing the effect of KS on IC (β3), it shows sig-
nificant results with a standardized estimate value of 
β3 = 0.233 and a critical ratio (CR) of 3.187. These 
values have met the hypothesis acceptance require-

ments, namely the value of CR> 1.96 at the signifi-
cance level of p-value less than 5%.So, there is no 
reason to reject hypothesis 3 (H3), meaning that the 
effect of knowledge sharing (KS) on Innovation ca-
pability (IC) is proven significant. 

Effect of Knowledge Management Capability 
(KMC) on Competitive Advantage (CA). Based on 
the estimated parameters of testing the effect of 
KMC on CA (β4), it shows significant results with a 
standardized estimate value of β4 = 0.140 and a crit-
ical ratio (CR) of 2.018. These values have met the 
hypothesis acceptance requirements, namely the 
value of CR> 1.96 at the significance level of p-
value less than 5%. So, there is no reason to reject 
hypothesis 4 (H4), meaning that the influence of 
KMC on IC is proven significant. 

Effect of Networking Capability (NC) on Compet-
itive Advantage (CA). Based on the estimated pa-
rameters of testing the effect of NC on CA (β5), it 
shows significant results with a standardized esti-
mate value of β5 = 0.212 and a critical ratio (CR) of 
2.966. These values have met the hypothesis ac-
ceptance requirements, namely the value of CR> 
1.96 at the significance level of p-value less than 
5%. So, there is no reason to reject hypothesis 5 
(H5), meaning that the influence of NC on CA is 
proven significant. 

Effect of Knowledge Sharing (KS) on Competi-
tive Advantage (CA). Based on the estimated pa-
rameters of testing the effect of KS on CA (β6), it 
shows significant results with a standardized esti-
mate value of β4 = 0.141 and a critical ratio (CR) of 
1.994. These values have met the hypothesis ac-
ceptance requirements, namely the value of CR> 
1.96 at the significance level of p-value less than 
5%. So, there is no reason to reject hypothesis 6 
(H6), meaning that the effect of KS on CA is proven 
significant. 

Effect of Innovation capability on Competitive 
Advantage (CA) Based on the estimated parameters 
of testing the effect of IC on CA (β7), it shows sig-
nificant results with a standardized estimate value of 
β7 = 0.305 and a critical ratio (CR) of 3.792. These 
values have met the hypothesis acceptance require-
ments, namely the value of CR> 1.96 at the signifi-
cance level of p-value less than 5%. So, there is no 
reason to reject hypothesis 7 (H7), meaning that the 
effect of IC on CA is proven significant. 

The results of the study found that good 
knowledge management capabilities of companies 
and SMEs will encourage the creation of innovation 
capabilities. The results of the study support the 
findings of Teresa (2009); Cavusgil et al. (2007); 
Liao and Barnes (2015); Darroch, (2005). Ideas for 
product and process development will be carried out 
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more quickly through mastery, absorption, acquisi-
tion, and implementation of knowledge. Through the 
acquisition, development, and implementation of 
knowledge will encourage the creation of superior 
SME performance and competitive advantage. Fac-
tors that drive the success of SME innovation are the 
ability to improve technical skills and managerial 
competencies, especially knowledge management 
(Freel, 1999). SMEs are generally characterized as 
having the ability to respond more quickly to chang-
es that have significant implications for innovation. 
However, SMEs face the challenge of a lack of 
knowledge, skills, and human resources (Liao & 
Barnes, 2015). Networking capability can encourage 
the improvement of innovation capabilities and 
competitive advantage of SMEs. SMEs that often in-
teract with colleagues and various stakeholders will 
get a lot of additional ideas, insights, and under-
standing in developing product and process innova-
tions, especially in responding to dynamic environ-
mental changes. The results of the study support the 
findings of Zheng et al. (2013) and Wu et al. (2014). 
Knowledge sharing is beneficial in improving inno-
vation capabilities and competitive advantage of 
SMEs. Sharing knowledge of tacit knowledge and 
explicit knowledge about new information and in-
sights among SMEs, both formally and informally 
through various associations and government meet-
ings, will encourage an increase in new product ide-
as and innovations. The results of the study support 
the findings of Liao et al. (2009); Hu et al. (2012); 
Yang et al. (2018); Podrug et al. (2017); Lin (2007); 
Wang & Wang (2012); and Pee & Kankanhalli, 
(2016). 

4 CONCLUSION 

This study discusses the importance of knowledge 
management capability, networking capability, and 
knowledge sharing in encouraging increased innova-
tion capability. The results of the study showed that 
KMC had a significant effect on improving innova-
tion capability and competitive advantage. Network-
ing capability also had a significant effect on inno-
vation capability and competitive advantage. 
Companies and SMEs that often innovate products 
and processes will quickly launch new products and 
gain competitive advantage.  

This study was focused on the field of SMEs en-
gaged in the field of creative fashion and handicraft 
whose sample size is still relatively small compared 
to all types of SMEs, so the generalization is still 
relatively limited to handicraft SMEs. Future re-
search needs to take samples that represent all types 

of SMEs and consider the factors of stakeholder 
support, organizational value, and the ability to ab-
sorb knowledge in studies of KM capability and 
networking capability in enhancing innovation capa-
bility. 
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