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This study aims to evaluate the influence of government policies
and service quality on the competitive advantage of Micro, Small,
and Medium Enterprises (MSMEs) through the mediation role of
product innovation in Kediri City. The study used a quantitative
approach, collecting data through questionnaires distributed to 85
MSME actors who are members of the Indonesian Conveyance
Entrepreneurs Association (IPHI) DPC Kediri City. Data
analysis was conducted using the Partial Least Squares (PLS)
method to test the relationships among variables in the research
model. The study's results indicate that product innovation plays
an important role in building MSMEs' competitive advantage.
Government policies and service quality affect product
innovation, but neither shows a significant direct effect on
competitive advantage. Product innovation has been shown to
mediate the relationship between service quality and competitive
advantage, whereas the mediation role in the relationship between
government policies and competitive advantage remains limited.
These findings indicate that product innovation is a strategic
element that needs to be strengthened to enhance MSME
competitiveness. Therefore, policy support and improving service
quality need to be directed to encourage the creation of relevant
and sustainable innovations in the MSME sector.

INTRODUCTION

In an era of globalization and increasingly fierce competition, Micro, Small, and

Medium Enterprises (MSMEs) play a crucial role in a country's economy (Faizah,

2019). MSMEs not only contribute to job creation but also drive economic growth and

innovation (Judijanto et al., 2023; Piliang, 2024). In Kediri City, MSMEs play a strategic

role in supporting the local economy, with various business sectors growing,

including culinary, craft, and information technology. However, to compete
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effectively in an increasingly competitive market, MSMEs in Kediri need to develop

sustainable competitive advantages (Janah & Tampubolon, 2024).

Competitive advantage is a crucial factor for Micro, Small, and Medium
Enterprises (MSMESs) in Kediri City to survive and thrive in a competitive market.
MSMEs need to identify and develop strengths, such as product innovation, including
the creation of unique, high-quality products. Furthermore, satisfactory customer
service is also crucial. By focusing on a positive customer experience, MSMEs can build
strong relationships and enhance their market reputation. Operational efficiency is
also key, as MSMEs must optimize business processes to reduce costs and increase

productivity (Khairani et al., 2025).

In addition to innovation and service, building networks and collaborating with
other business actors are competitive advantages that should not be overlooked
(Anggraeni & Muzdailfah Laily, 2023). Through collaboration, MSMEs can access the
resources, information, and support necessary for growth. A strong network can open
up new opportunities in marketing and product development. By developing this
competitive advantage, MSMEs in Kediri City will not only survive the competition
but also contribute to local economic growth and create jobs, ensuring sustainability

and future success (Solechan et al., 2023).

Appropriate government policies are crucial for fostering a conducive climate
for MSME growth, particularly by providing infrastructure, market access, and
tinancial support (Khouroh et al., 2019). In Kediri City, the local government has
implemented various policies to support MSME development. One such initiative is a
regular entrepreneurship training program aimed at improving MSME skills in
business management, marketing, and product innovation (Agung Kurniawan, 2022).
Furthermore, the government provides capital assistance to help businesses expand

production capacity and improve product quality (Syahputra et al., 2022).

Local product promotion through events and exhibitions is also a focus,
offering MSMEs opportunities to increase visibility and sales. To facilitate market
access, the government collaborates with e-commerce and retail platforms, enabling

MSMEs to reach a wider market. Infrastructure development, such as traditional
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markets and industrial areas, is also being implemented to support MSME operational

efficiency (Fitriani et al., 2021).

Innovation and research policies are encouraged by providing incentives for
MSMEs pursuing product innovation, as well as partnership programs with large
companies and educational institutions to improve product and service quality. These
policies reflect the Kediri City government's commitment to supporting the
development of MSMEs, with the hope that they can grow, develop, and compete in

an increasingly competitive market.

Product innovation plays a crucial mediating role in the relationship between
government policies and the competitive advantage of Micro, Small, and Medium
Enterprises (MSMEs) in Kediri City. Policies supporting MSMEs, such as access to
tinancing and training, aim to create a conducive environment for the growth of small
businesses. When appropriate policies are implemented, MSMEs can leverage
resources to innovate, increase product appeal, and adapt to market changes.
However, excessive reliance on government support can hinder MSMEs' internal
innovation capabilities. Therefore, the government must design policies tailored to the
specific needs of MSMEs and conduct regular evaluations to ensure product
innovation effectively serves as a bridge to competitive advantage, driving inclusive
and sustainable economic growth. This aligns with research by Indriyani et al. (2021).
The results show that innovation has a significant impact on employee performance.
Innovation positively contributes to improving employee performance, and this is
reinforced by the implementation of a structured Management Control System (MSS).
Innovation can improve employee performance, especially when managers
intensively utilize Service Quality Management (SPM) to provide direction and focus
in the innovation process. This study also notes that organizations with high levels of
innovation can develop competitive advantages and achieve better employee

performance.

This research on the Role of Government Policy and Service Quality in the
Competitive Advantage of MSMEs in Kediri City through Product Innovation has the

potential to make significant theoretical and practical contributions. However, there is
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a practical gap that needs to be bridged so that this research's results can provide
tangible benefits to MSMEs in Kediri. Although previous research has shown that
government policy and service quality significantly influence competitive advantage,
in practice, many MSMEs in Kediri face challenges in accessing government policies.
Barriers such as complex bureaucracy and insufficient publicity prevent MSMEs from
tully utilizing available policies. Furthermore, the quality of services provided is often
uneven, with micro and small MSMEs finding it difficult to obtain the same services

as more established MSMEs.

On the other hand, product innovation, while recognized as crucial for driving
competitive advantage, is often difficult for MSMEs to implement due to limited
resources, knowledge, and access to market trends. Innovation recommendations in
previous research are also often too complex to implement in a local context like
Kediri. Therefore, this study aims to bridge this gap by evaluating barriers to
accessibility to government policies, identifying factors influencing service quality,
and providing practical guidance to encourage product innovation that aligns with
the needs and characteristics of local MSMEs. With this approach, the research is
expected not only to enrich theory but also to provide concrete solutions that MSMEs

can implement to enhance their market competitiveness.

Research on the influence of government policies on the competitive advantage
of Micro, Small, and Medium Enterprises (MSMEs) has shown that these policies
significantly improve MSME performance and innovation. This is in line with research
by (2020), which shows that, overall, actors such as government policies, marketing,
and financial literacy have a positive influence on MSME performance in Surabaya. Br
Tarigan et al. (2022) state that government policies aim to strengthen MSMEs' position
in the economy and help them survive these difficult times. However, challenges in
disseminating and understanding these policies still need to be addressed to maximize
their benefits for MSMEs. Kusuma Sari (2024) found that government policies have a
significant positive impact on MSME performance. The better the implementation of
government policies, such as ease of licensing, business capital assistance, and interest

incentives, the higher the MSME performance.
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This study aims to fill this gap by empirically examining the relationship
between government policies and MSME competitive advantage, with a focus on the
moderating role of product innovation. Using a quantitative approach, this study will
analyze data from MSMEs in Kediri City to identify factors that influence the
effectiveness of government policies in increasing competitiveness. Furthermore, this
study will explore how product innovation can serve as a bridge between government
policies and competitive advantage and identify specific conditions under which
government policies can have a significant positive impact. Thus, the results of this
study are expected to make a significant contribution to the development of more
effective and relevant policies to support MSMEs, as well as enrich the existing

literature on the relationship between government policy and MSME performance

(Ana & Nanang, 2024).

The novelty of this study lies in its integrated approach that examines the
relationship between government policy, product innovation, and competitive
advantage in the context of Micro, Small, and Medium Enterprises (MSMEs) in Kediri
City. This study highlights the role of product innovation as a mediating variable,
providing new insights into how policy can translate into competitive advantage. By
focusing on the local context, this study offers a relevant contribution to
understanding regional policy dynamics. Furthermore, the research findings are
expected to provide practical recommendations for policymakers and MSMEs in

designing policies that encourage innovation and enhance competitiveness.

This understanding is expected to provide a strong foundation for strategic
decision-making in the marketing sector. Therefore, this study aims to evaluate the
extent to which government policies influence MSMEs' competitive advantage in
Kediri City and to analyze their impact on MSME product innovation. Furthermore,
this study aims to evaluate the extent to which service quality influences MSME
competitive advantage and to analyze the relationship between service quality and
product innovation undertaken by business actors. This study also examines the
influence of product innovation on MSMEs' competitive advantage in Kediri City.
Furthermore, this study examines the role of product innovation as a mediating

variable in the relationship between government policies and competitive advantage,
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and as a mediator in the relationship between service quality and MSME competitive
advantage. Therefore, the results of this study are expected to provide an empirical

contribution to enriching the study of marketing strategies and product innovation for

MSMEs at the local level.

LITERATURE REVIEW

This research is based on two grand theories: the Resource-Based View (RBV)
and the Dynamic Capabilities Theory (DCT). RBV states that competitive advantage
stems from unique resources and capabilities, such as product innovation and service
quality (Penrose, 1959). In the context of MSMESs, government policies act as external
resources, providing support through regulations, training, and incentives.
Meanwhile, service quality is an internal capability that influences competitiveness,

and product innovation is a key driver of competitive advantage.

DCT complements this perspective by emphasizing an organization's ability to
adapt to environmental changes through innovation and capability development
(Teece & Pisano, 1997). Product innovation is seen as a manifestation of MSMEs'
dynamic capabilities to respond to market challenges. Government policies also
influence MSMESs' innovative capabilities, while service quality can be dynamically
adjusted to meet customer needs. The integration of these two theories provides a solid
framework for understanding the role of innovation, service, and external support in

building MSME competitive advantage.

Government policies play a crucial role in supporting the development of
Micro, Small, and Medium Enterprises (MSMEs), which are the backbone of many
countries' economies. Dandago & Usman (2011) emphasize that appropriate policies
can create a conducive business climate, thereby encouraging MSME growth. They
point out that government support, through fiscal and non-fiscal policies, is crucial to

improving the competitiveness of small businesses.

Eniola & Entebang (2015) also highlight the importance of government support
in improving MSME performance in Nigeria. Their research indicates that policies
supporting access to financing and training can enhance the sustainability and growth

of small businesses. This aligns with the findings of Le & Nguyen (2009), who revealed
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that in Vietnam, government policies supporting innovation and market access

significantly influenced MSME growth.

Furthermore, Kang & Park (2012) explain that government support in the form
of funding and innovation policies can stimulate collaborative research and
development (R&D) among MSMEs. This demonstrates that government policies
serve not only as regulators but also as drivers of innovation, which is essential for the

success of small businesses.

Jasra et al. (2011) added that the environment created by government policies
greatly influences the success of MSMEs. They found that, despite support,
dissatisfaction persists among entrepreneurs with the effectiveness of existing policies,

indicating the need for continuous evaluation and improvement.

Overall, the literature shows that effective government policies can strengthen
MSMEs' position in the economy. However, more attention is needed to policy
implementation and evaluation to ensure that the support provided truly meets

entrepreneurs' needs.

Competitive advantage is a crucial concept in the business world, referring to a
company's ability to outperform competitors in terms of performance, innovation, and
customer value. According to Porter (1985), competitive advantage can be achieved
through two main strategies: low cost and differentiation. A low-cost strategy focuses
on reducing production costs to offer more competitive prices, while a differentiation

strategy emphasizes creating unique, high-value products or services for consumers.

In the context of Micro, Small, and Medium Enterprises (MSMEs), competitive
advantage is crucial because MSMEs often face greater challenges than larger
companies, such as limited resources and market access. Dandago & Usman (2011)
stated that to achieve competitive advantage, MSMEs need to develop strategies
tailored to market characteristics and consumer needs. This includes product
innovation, improving service quality, and developing strategic alliance networks that

can strengthen their market position.
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Furthermore, Eniola & Entebang (2015) emphasized the government's role in
creating a conducive climate for MSME development. Supportive government
policies, such as providing access to financing, training, and infrastructure, can help
MSMEs innovate and increase their competitiveness. In this regard, government
policies serve not only as drivers but also as facilitators, enabling MSMEs to adapt and

compete in an increasingly competitive market.

Thus, competitive advantage depends not only on a company's internal
strategy but also on external factors, including government policies and market
dynamics. Further research is needed to understand how these factors interact and

influence MSMEs' performance in achieving sustainable competitive advantage.

Product innovation is a key pillar in the development of Micro, Small, and
Medium Enterprises (MSMEs), serving to increase competitiveness and business
sustainability. According to Schumpeter (1989), innovation is a process of introducing
new products or significant improvements to existing ones, thereby creating added
value for consumers. In the context of MSMEs, product innovation is not limited to
new product development but also includes improvements in the quality, design, and

features of existing products.

MSMEs often face challenges accessing resources and technology, which can
limit their ability to innovate. However, research by Tidd & Bessant (2014) shows that
innovation does not always require large investments; in fact, simple, sustainable
innovations can have a significant impact on MSME performance. For example,
changes in production processes or the introduction of more effective marketing

methods can be forms of innovation that help MSMEs compete in the market.

Furthermore, research by Riyanto & Heriyanti (2024) shows that product
innovation has a significant impact on the performance of Micro, Small, and Medium
Enterprises (MSMEs) in Cikarang. Product innovation is considered a key factor in
improving the competitiveness and performance of MSMEs. The ability of MSMEs to
innovate enables them to meet dynamic market needs and create added value for
customers. This study also noted that product innovation can help MSMEs

differentiate themselves from competitors and increase customer satisfaction.
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Therefore, policies that encourage innovation among MSMEs are crucial. Support
programs that focus on product development and access to new technologies are

essential.

Furthermore, product innovation is also influenced by changing consumer
needs and preferences. According to Kotler & Keller (2016), a deep understanding of
consumer behavior and market trends is crucial for MSMEs to develop products that
are relevant and attractive. Therefore, MSMEs need to conduct regular market

research to identify innovation opportunities that can meet customer needs.

Overall, product innovation is a key factor in determining MSMEs' success in
competing. By leveraging existing resources, establishing strategic partnerships, and
understanding consumer needs, MSMEs can create products that not only meet
market expectations but also provide a sustainable competitive advantage. Further
research is needed to explore the various innovation strategies that MSMEs can

implement in different contexts.

METHODS

Based on the problem formulation established in the previous chapter, this
study adopted a quantitative method to test and verify the formulated hypotheses
using various tests and data analyses. Sugiyono (2017) stated that quantitative
research methods relate to data collection techniques, sample design, and the
development of data collection instruments. Furthermore, Malhotra (2006) explained
that a quantitative approach is a research methodology that aims to quantify data and
generally uses specific statistical analyses. Given that the data processed in this study
are numerical, this research falls into the quantitative research category. Sekaran
(2007) stated that the instrument used to collect data in this study was a questionnaire

distributed to a sample of the predetermined population.

Population: MSMEs in Kediri City. The population is the entire set of
individuals or objects of the research focus. In this study, the population comprised 85
MSMEs who are members of the IPHI DPC in Kediri City. These MSMEs encompass
various types of gifts, dowries, bouquets, and other businesses that are members of

IPHI (Indonesian Gift Makers Association).
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A sample is a portion of a population taken for analysis. In this study, the
sample size was 85, meaning the entire population of MSMEs (Micro, Small, and
Medium Enterprises) members of the IPHI Branch Office (DPC) in Kediri City was
used as the sample. The sampling technique used for this study was saturated

sampling.

Based on the study's variables, the author developed a research instrument and
collected data through a questionnaire. According to Sugiyono (2017), a questionnaire
is a data collection method consisting of written statements or questions, both closed-
ended and open-ended, addressed to respondents for answer. In this study, the
questionnaire was measured using a Likert scale. Sugiyono (2017) explains that the
Likert scale is used to measure individuals' or groups' opinions, attitudes, and
perceptions regarding existing social phenomena. Based on the Likert scale, each

answer in the questionnaire is assigned a score, as listed in the following table:

Table 1. Likert Scale Model

Jawaban Kode Bobot Skor
Sangat Setuju SS 5
Setuju S 4
Kurang Setuju KS 3
Tidak Setuju TS 2
Sangat Tidak Setuju STS 1

Source: Sugiyono, (2017)

According to Santoso (2014:9), an exogenous variable is an independent
variable that influences a dependent variable. In the SEM model, an exogenous
variable is indicated by an arrow pointing from it to the endogenous variable and is
not influenced by other variables. In this study, the exogenous variables analyzed were

government policy and service quality.

According to Santoso (2014), an endogenous variable is a dependent variable
influenced by an independent (exogenous) variable. In the SEM model, an endogenous
variable is indicated by an arrow pointing toward the variable (Santoso, 2014). Thus,
endogenous variables interact with other variables. In this study, the endogenous

variable analyzed was MSMEs' competitive advantage.
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The product innovation variable (Z) serves as a mediating variable, explaining
how the independent variable influences the dependent variable. According to
Sugiyono (2017), a mediating variable is a variable that plays a role in the relationship
between the independent and dependent variables, thus creating an indirect
relationship. In this context, product innovation can mediate the influence of
independent variables (government policy and service quality) on the dependent
variable (competitive advantage). In other words, product innovation can strengthen
or alter the relationship between the two variables, even though it cannot be directly

measured.

For a clearer understanding and to prevent misunderstandings, it is important
to define the variables used in this study. The following is an explanation of the

operational definitions of each variable included in this study.

In this study, Government Policy refers to government policy on MSMEs
(Micro, Small, and Medium Enterprises) aimed to support the growth and
development of this sector as a pillar of the national economy. This policy includes
providing access to financing, training, and mentoring to increase MSMEs' capacity
and competitiveness. Furthermore, the government also implements regulations that
simplify licensing and marketing of MSME products, as well as providing incentives
to encourage innovation and business sustainability. According to Purwaningsih &
Haryono (2020), indicators of government policy include policy support, regulations,
marketing, and infrastructure, all of which play a crucial role in enhancing MSMEs'
competitive advantage. The following are some of the indicators used in this study: 1)
Policy Support: Policies that support the development of MSMEs, including access to
financing and training. 2) Regulation: Policies related to business regulations that
affect MSME operations. 3) Marketing: Policies that assist in marketing MSME
products, such as promotions and exhibitions. 4). Infrastructure: Provision of adequate

infrastructure to support MSME business activities. (Purwaningsih & Haryono, 2020).

According to Parasuraman (1988), service quality is the extent to which the
service provided meets or exceeds customer expectations. Service quality is measured

across five main dimensions: tangibles, reliability, responsiveness, assurance, and
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empathy. This model emphasizes the importance of customer perceptions of the
service received compared to their expectations. Therefore, service quality is good
when the service meets customer expectations. According to Parasuraman, Zeithaml,
and Berry, we can use five indicators or dimensions to measure service quality: 1)
Tangibility, 2). Reliability, 3). Responsiveness, 4) Empathy, and 5) Service Assurance

(Parasuraman et al., 1988).

According to Kotler & Armstrong (2018), product innovation is the
development or improvement of products that create new value for consumers.
Product innovation can include changes in the design, features, or functions of existing
products, as well as the introduction of new products that meet market needs or
desires. This innovation aims to increase competitiveness, attract new customers, and
retain existing customers by offering better or more efficient solutions. Indicators of

product innovation, according to v.

According to Porter (1985), competitive advantage is a company's ability to
create greater value for customers compared to its competitors. Porter emphasized
that to achieve a competitive advantage, a company must focus on these five indicators
and integrate them into all its operations and business strategies. Here are five
indicators of competitive advantage according to Porter: 1) Cost Leadership; 2).
Differentiation; 3). Focus: 4) Value Chain Advantage; 5) Sustained Innovation (Porter,

1985).

Kebyakan
Pemerintah

Keunggulan
Bersaing

Inovasi
Produk

| Z1.1 || £1.2 H Z1.3 |

Figure 1.
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Data Analysis Method

The analysis in this study included several testing stages: validity and
reliability, coefficient of determination, goodness-of-fit (model fit) evaluation, and
path coefficient analysis. The testing process was conducted using SmartPLS, a
software based on the Partial Least Squares (PLS) approach. Validity testing aims to
assess the extent to which a research instrument measures the variables it is intended
to measure (Ghozali, 2021). In the context of PLS, construct validity is tested through
convergent validity, namely by examining the factor loadings for each indicator in the
latent variable and by comparing Average Variance Extracted (AVE) values, which
ideally should be greater than 0.50. Furthermore, discriminant validity was tested to
ensure that the indicators better represent their constructs than other constructs, using

cross-loadings analysis (Ghozali, 2021).

Reliability testing aims to assess the level of consistency of an instrument in
measuring a specific concept, as well as the consistency of respondents' answers to the
questions. In the Partial Least Squares (PLS) approach, reliability is assessed using
composite reliability and Cronbach's alpha. A construct is considered reliable if its
composite reliability exceeds 0.70 or its Cronbach's alpha value is above 0.60,
indicating that the instrument is sufficiently reliable and consistent. Meanwhile, the
coefficient of determination (R-Square) measures the extent of the independent latent
variable's influence on the dependent latent variable, indicating whether this influence
is substantial. R-Square values of 0.67, 0.33, and 0.19 are interpreted as high, medium,
and low model strength, respectively (Ghozali, 2021). To assess overall model fit,
several indicators are used, including the Normed Fit Index (NFI), with an ideal value
above 0.90; the Standardized Root Mean Square Residual (SRMR), below 0.08; and the
Root Mean Square Theta (RMSTheta), close to zero. In addition, a small Chi-Square

value with a p-value above 0.05 also indicates that the model fits the data.

RESULTS
Data management in this study uses the Structural Equation Model (SEM) with

the partial least squares (PLS) method via the smart PLS software.

This is an open access article under CC-BY-SA license.

[C) ev-sn |


https://creativecommons.org/licenses/by-sa/4.0/

438
ISSN (Online) 2581-2157

Jurnal Ekonika vol 10 (2) 2025 ISSN (Print) 2502-9304
X1.2
-
X1.3 o
: $—0a23
4—0.855——
X1.4 0.746
X1 Kebijakan
Pemerintah
0.220 0.383
¥.1
71 0.502 ¥.2
‘““o.??g F_,o.?qa’"*
72 4+—0.796 — 0176 ———p| —0.720 —p ¥.3
0.790 0782
* )
z3 / P
Inovasi Produk Keunggulan T—a
X2 0.226 03N Bersga?ng ¥Y.5
'\o 219
X2.2 .
o1
2.3 4—0.720 —]
0.789
X2.4 *r—'t}.?ﬂ

Kualitas Pelayanan
K25

-~ =

Validity testing aims to evaluate the extent to which a research instrument
measures the intended construct. In the Partial Least Squares (PLS) approach, validity
is assessed through convergent validity, discriminant validity, and the Average
Variance Extracted (AVE). Meanwhile, reliability testing assesses the instrument's
consistency in measuring a construct and the consistency of respondents' responses.

The test results are presented in Table 1.1.

Table 1.1. Validity and Reliability Test Results

Cronbach's ~ Composite Average Variance
Alpha Reliability Extracted (AVE)
Inovasi Produk 0,697 0,831 0,621
Kebijakan pemerintah 0,754 0,859 0,671
Keunggulan Bersaing 0,793 0,866 0,618
Kualitas pelayanan 0,824 0,876 0,585

Source: Output Smart PLS (2025)

Table 1.1 shows that the validity test results indicate that the Average Variance
Extracted (AVE) for each construct exceeds 0.50. This value is the recommended
minimum threshold for declaring that a construct meets the criteria for convergent
validity. Convergent validity refers to the extent to which the indicators within a
construct accurately reflect the variables being measured. Therefore, an AVE value
exceeding 0.50 indicates that each construct has valid dimensions and can be reliably

measured.
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Furthermore, reliability tests using Cronbach's alpha generally yielded good
results. Most constructs had values above 0.70, indicating that the indicators within
the construct are consistent and reliable. However, one construct, product innovation,
had a Cronbach's Alpha value below 0.70. This indicates that the construct is not fully
reliable, and therefore, the measurement results should be interpreted with caution.
The low reliability of this construct can affect data consistency and be a consideration

for future research.

Structural equation model analysis using SmartPLS can be conducted through
model fit testing to assess the model's suitability. This testing involves several
indicators, such as the Standardized Root Mean Square Residual (SRMR), Normed Fit
Index (NFI), Chi-Square, and Root Mean Square Residual Covariance (RMStheta). The

results of this model fit test are presented in Table 1.2.

Table 1.2. Model Fit - Goodness of fit

Saturated Model Estimated Model
SRMR 0,099 Dapat diterima
Chi-Square 224.280 224.280
NFI 0,606 Model Fit Kurang Baik

rmsTheta

Source: Output Smart PLS (2025)

Based on the test results in Table 1.2, the structural equation model does not
fully meet the goodness-of-fit criteria. This is indicated by fit index values (such as

SRMR, NF], or Chi-Square) that are below the recommended standard.

Thus, the model cannot be said to have a good overall fit, although it can still
partially indicate relationships between constructs. Therefore, this model requires
further modification or development to produce more representative and predictive
results. Nevertheless, these results provide an initial overview of the direction of
relationships among the model's constructs, thus providing a basis for further research

or for developing a better model.

The PLS algorithm can estimate the average variation in the dependent variable
attributable to changes in the independent variables. The coefficient of determination

(R?) is used as an indicator of the extent to which the predictor latent variables
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influence the model structure, categorized as low, medium, or high. Information on

the R-Square test results is presented in Table 1.3.

Table 1.3. R-Square Test Results

R Square R Adjusted
Inovasi produk 0,126 0,105
Keunggulan Bersaing 0414 0,392

Source: Output Smart PLS (2025)

Based on the R-Square output, the Product Innovation variable has an R? value
of 0.126, indicating that Government Policy and Service Quality only explain
approximately 12.6% of the variation in Product Innovation. Meanwhile, Competitive
Advantage has an R? value of 0.414, meaning that the three variables (including
Product Innovation as a mediator) explain approximately 41.4% of the variation in

Competitive Advantage.

This indicates that although Product Innovation acts as a mediator, the
independent variables still have a significant direct effect on Competitive Advantage.

Therefore, product innovation partially mediates this model.

Testing of the path coefficients (direct effects) was conducted using
bootstrapping. This nonparametric procedure estimates the error rate of the resulting
estimates to determine the significance of the coefficients. The results of this test are

shown in Table 1.4.

Table 1.4. Direct Path Coefficient Test Results

Original Star}da.rd
Sample (O) Deviation P Values
(STDEV)
Inovasi Produk-Keunggulan Bersaing 0,168 0,095 0,078
Kebijakan Pemerintah-Inovasi Produk 0,16 0,101 0,116
Kebijakan Pemerintah-Keunggulan Bersaing 0,34 0,101 0,001
Kualitas Pelayanan - Inovasi Produk 0,265 0,132 0,045
Kualitas Pelayanan - Keunggulan Bersaing 0,345 0,094 0

Source: Output Smart PLS (2025)

The results of the path analysis using the bootstrap approach indicate that not
all relationships in this research model are statistically significant. The path between

Product Innovation and Competitive Advantage has a coefficient of 0.168 with a p-
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value of 0.078. Because the p-value exceeds 0.05, the effect of Product Innovation on
Competitive Advantage is not significant. This finding contradicts previous research
(Noviani, 2020). Similarly, the relationship between Government Policy and Product
Innovation shows a coefficient of 0.160 and a p-value of 0.116, both of which are

insignificant. These results do not support the findings reported in the research.

Conversely, several paths in the model show a significant effect. The direct
relationship between Government Policy and Competitive Advantage shows a
coefficient of 0.340 and a p-value of 0.001, indicating a significant relationship at the
99% confidence level. This indicates that government policy interventions play a
significant, direct role in increasing MSME competitiveness (Khouroh et al., 2019).
Furthermore, Service Quality significantly impacts two other variables in the model:
Product Innovation (coefficient 0.265; p = 0.045) and Competitive Advantage
(coefficient 0.345; p = 0.000). This finding indicates that good service quality can
directly drive product innovation and make a strong contribution to achieving

competitive advantage.

Overall, these results indicate that Service Quality is the variable that most
consistently exerts a positive, significant influence on the model, both directly and
indirectly. Meanwhile, the mediating role of Product Innovation has not shown
significant results, which could be considered for further model development or
intervention strategies to improve MSME competitiveness. Further research is
recommended to consider other factors that may contribute to innovation and to

review the strength of mediation in more complex or sector-based models.

Testing of the indirect path coefficient (indirect effect) was conducted to
determine whether the product innovation variable acts as an intervening or
mediating variable in influencing the relationship with Competitive Advantage. The

results of the indirect path analysis are presented in Table 1.5.
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Table 1.5. Indirect Path Coefficient Test Results

Original  Standard
Sample Deviation P Values

(O) (STDEV)
Kebijakan Pemerlr}tah—Inova51 Produk- 0,027 0,024 0,273
Keunggulan Bersaing
Kualitas Pelayanar.l - Inovasi Produk- 0,045 0,033 0,171
Keunggulan Bersaing

Source: Output Smart PLS (2025)

In the analysis, two variables were tested for their influence on competitive
advantage: government policy and service quality, both of which are related to
product innovation. The test results showed that the p-value for the Government
Policy-Product Innovation-Competitive Advantage variable was 0.273. This p-value
exceeds the commonly used significance level (e.g., 0.05), indicating no significant
relationship between government policy, product innovation, and competitive
advantage in the sample. This means that government policy does not have a strong
enough influence on increasing competitive advantage through product innovation.
Therefore, the product innovation variable is not an effective mediator. The results of
this study are inconsistent with studies that discuss the effectiveness of product

innovation as a mediating variable (Effendi et al., 2023).

On the other hand, regarding the relationship between Service Quality, Product
Innovation, and Competitive Advantage, the p-value obtained was 0.171, which is also
greater than the 0.05 significance level. This result indicates that service quality,
although playing a role in product innovation, does not have a significant influence
on competitive advantage. In this case, although service quality can be considered a
factor influencing product innovation, its effect on competitive advantage was not

statistically significant.

Overall, these findings suggest that government policy and service quality,
although related to product innovation, do not directly contribute significantly to

achieving competitive advantage in the market.

Based on the analysis results, which show a p-value of 0.273 for the relationship

between Government Policy, Product Innovation, and Competitive Advantage, and a
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p-value of 0.171 for Service Quality, Product Innovation, and Competitive Advantage,
it can be interpreted that, in the context of the IPHI (Indonesian Delivery Service
Manufacturers Association) MSME Branch in Kediri City, these two factors have not
significantly influenced the achievement of competitive advantage through product

innovation.

This means that although the government has issued policies and support
programs for MSME development, IPHI businesses in Kediri City have not yet felt a
tangible impact on their ability to develop superior product innovations and compete
in the market. This could be due to limited access to information, complex
bureaucracy, or a lack of policy adjustment to the specific needs of delivery service

providers in the area.

Meanwhile, the quality of service provided by IPHI MSMEs has also not been
able to encourage product innovation that directly impacts competitive advantage.
While good service remains important for maintaining customer loyalty, improving
service alone is not enough to make the products offered superior to competitors'. The
required innovations may be more complex — for example, in terms of design, product

personalization, or the use of more modern materials and technologies.

Therefore, the IPHI DPC Kediri City needs to conduct a more targeted
evaluation of its business development strategy, including strengthening
collaboration with the government and increasing its capacity for market-relevant
innovation. Furthermore, training focused on design creativity and current trends in
the delivery industry can also be an important step in fostering a more sustainable

competitive advantage.

Testing the predictive performance of constructs, such as product innovation
and competitive advantage, was conducted to assess their predictive relevance. This

is shown in Table 1.6.
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Table 1.6. Predictive Relevance Construct Test Results

MAE Q2 _predict
Inovasi produk 0,766 0,066
Keunggulan bersaing 0,658 0,34

Source: Output Smart PLS (2025)

Based on the results of the predictive relevance test presented in Table 1.5, the
Q?_predict and MAE values were obtained for each construct, namely product
innovation and competitive advantage. The Q?_predict value for product innovation
is 0.066, indicating that this construct has very weak predictive ability. This is
supported by the MAE (Mean Absolute Error) value of 0.766, indicating a relatively
high level of model prediction error for the product innovation variable. In contrast,
the competitive advantage construct shows a Q2 _predict value of 0.340, which is
classified as moderate and indicates the model has quite good predictive relevance for
this variable. Furthermore, the MAE of 0.658 for the competitive advantage construct
is lower than that for product innovation, indicating greater predictive accuracy. These
findings indicate that the model used in this study is better at predicting competitive
advantage than product innovation. Therefore, it is recommended to adjust the
indicators in the product innovation construct to improve the model's overall

predictive relevance and consistency.

CONCLUSION AND SUGGESTION

Based on the research findings, it can be concluded that product innovation
plays a significant role in building MSMEs' competitive advantage in Kediri City.
However, the direct influence of government policy and service quality on competitive
advantage has not yet been demonstrated to have strong significance. The findings
indicate that government policy and service quality influence product innovation but
do not directly increase competitive advantage. Product innovation has been shown
to mediate the relationship between service quality and competitive advantage.
However, its role as a mediator between government policy and competitive
advantage remains limited. Therefore, increasing product innovation is a strategic key

to strengthening MSME competitiveness, particularly through optimizing policy
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support and improving service quality to be more targeted and responsive to business

needs.

Several suggestions for further research can be made. First, given the relatively
weak predictive relevance of the product innovation construct, it is recommended that
future research develop more representative and contextual indicators tailored to the
characteristics of the MSME sector, particularly in the delivery sector, as implemented
by members of the IPHI DPC Kediri City. The addition of intervening or moderating
variables, such as technological capability, business actor creativity, or adaptation to
market trends, can also improve the model's ability to predict product innovation

accurately.

Second, expanding the research population and sample can be done by
involving more MSMEs from various regions or other creative industry subsectors to
increase the generalizability of the findings. Further research is also recommended to
use mixed methods, combining quantitative and qualitative approaches, to gain a
deeper understanding of the internal and external dynamics that influence product

innovation and MSME competitive advantage.

Finally, further research can further explore the role of government policies, not
only as external factors but also as catalysts in building an innovative ecosystem for
MSMEs through mentoring programs, technology access, and sustainable financing

support.
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