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Abstract

Networks among the business firms that own complementary resources have been identified as one of
strategic means for win the today’s market. This study examines the relationship between network ties,
absorptive capacity and innovativeness of SMEs in Sri Lanka. Data were collected through a structured and
self-administered questionnaire directed to 350 manufacturing firms located in the Western province in Sri
Lanka. Hierarchical linear regression analysis reveals that knowledge and resources embedded in network
ties help focal firms to promote their innovative activities. Absorptive capacity of the SMEs is found to be
as a key driver that assimilates, transforms, acquits and exploits knowledge passes through the network ties
into commercial ends. Therefore, managerial attention is necessary important in developing absorptive
capacity within the firms to capture the knowledge and resources embedded in the intuitional and personal
networks for better innovative movements. Public policy should also be focused to address the information
barriers and resource poverty of the SMEs. Such attempts would help SMEs in finding new paths for
innovative activities with external knowledge comes from wider links and enhanced in-house capacities.
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1. Introduction

Innovativeness of the business firms is essentially required to meet the challenges created by the
increasing competition in the today’s world and to find a competitive position in the marketplace. Network
ties with various institutions that possess complementary resources are often necessary for creating a
competitive position for SMEs which are generally bounded with resource poverty (Gruber, 2003; Howells,
James & Malik, 2003). Networks bring important resources to the business firms in order to explore and
exploit business opportunities (Dussauge, Garrette, & Mitchell, 2000; Stokes, 2003). Networks help SMEs
to develop their knowledge base and minimize their exposure to technological uncertainties by bringing
knowledge and resources developed by others (Lane & Lubatkin, 1998; Whittington, Johnson, & Scholes,
2005).

Although networks bring valuable knowledge and resources to the focal firms, research shows that
firms with similar ties end up with differential learning and knowledge capturing (Premaratne, 2002; Wu
& Cavusgil 2006). This is mainly due to the capacities that firms have in absorbing the knowledge and
resources passed through the networks. Hamel (1991) shows that networks would be much benefited when
focal firms have adequate capabilities to absorb the knowledge. Although prior studies (Premaratne, 2002;
Thrikawala, 2011) have examined the network dynamism on the SMEs growth and development, no
empirical studies have to date attempted to explore the role of abortive capacity in the Sri Lankan context.
Thus, this study attempts to explore the effect of absorptive capacity on the relationship between networks

and competitiveness of SMEs in Sri Lanka.

2. Literature Review and Theoretical Framework

Business firms may have various motives to form networks with other institutes. This is primarily
motivated by the potentiality in creating competitive advantage in the marketplace (Wu & Cavusgil 2006;
Premaratne, 2002; Chell & Baines, 2000). More specially, SMEs may find it beneficial to make closer ties
with other firms in order to get access to the resources and opportunities which make better landscape for
creating competitive advantage.

Networks play strategic role in acquisition of new knowledge and capabilities which facilitate for
increasing the market power (Mowery, Oxley, & Silverman, 1996; Powell & Brantley, 1992; Colombo,
Grilli & Piva, 2006; Sivadas & Dwyer 2000). More specifically, “networks would help business firms to
acquire new information about markets, competition, regulations, customer tastes, marketing
infrastructure, new core competencies, new technologies, new complementary technologies, as well as
franchising capabilities” (Koza & Lewin, 2000; Colombo, Grilli & Piva, 2006; Elfring & Hulsink, 2003).
These information and leaning help firms to acquire new idea for product, process, improve the operational
performance and access to new technologies and markets. Research argues that extensive network and
intensive network relationships should enhance entrepreneurial activities and their performance (Davidson
& Honig, 2003; Renzulli, Aldrich & Moody, 2000). Studies in various setting provide empirical evidence
to support the positive effect of network relationship on firms’ innovative capacity (Raz & Gloor, 2007;
Schweizer, 2013)

Absorptive capacity refers the firm’s capacity to learn and is defined as “the ability of a firm to

recognize new external information, assimilate it, and apply it to commercial ends” (Cohen & Levinthal,
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1990). Firms that are better able to capture and apply the new external knowledge appear to have higher
levels of innovation activities (Withers, Drnevich, & Marino, 2011; Flatten, Greve, & Brettel, 2011).
Absorptive capacity would help firm in the fast identification and evaluation of the information and
knowledge embedded in the networks. A firm without such an understanding, knowledge cannot be
transferred, integrated, and developed in a meaningful manner (Withers et al., 2011; Flatten et al., 2011,
Das & Kumar 2007; Inkpen, 2000; Inkpen & Currall, 2004; Kale & Singh, 2007; Liu, Ghauri, & Sinkovics,
2010).

When a firm uses networks to internalize new knowledge, it must have considerable in-house
technical expertise, which can assist the firm in understanding, interpreting and realizing the benefits of
knowledge gained (Larsson, Bengtsson, Henriksson, & Sparks, 1998; Das & Kumar 2007; Inkpen, 2000;
Inkpen & Currall, 2004). In other words, without having sufficient absorptive capacity, formation of
networks is no guarantee desired benefits (Mody, 1993; Schoenmakers & Duysters, 2006). Thus, it is
postulated that absorptive capacity would mediates the relationship between network ties and
innovativeness of SMEs.

With the support of the above literature following conceptual framework and hypotheses are

formulated for the present study.
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Figure 01. Conceptual Framework

Hypothesis | (H1): Network ties have a positive effect on innovativeness of the SMEs in Sri Lanka
Hypothesis 11 (H2): Absorptive capacity mediates the relationship between network ties and

innovativeness of the SMEs in Sri Lanka

3. Research Method

In 2017, SME sector in Sri Lanka accounts for 75 percent of total establishments while contributing
53 percent to the GDP and employing 45percent of total employments. In the last few decades, the sector
was identified, by the governments, as one of key economic drivers in developing the country. With that
understanding, successive governments as well as policy making bodies have implemented various
programmes in empowering the sector to ensure the suitable economic growth of the country.
Manufacturing SMEs in the country are the major players in the sector and they account for 96 percent of
the total establishments in year 2017 (Central Bank of Sri Lanka, 2017). Thus, manufacturing SMEs of the

country were identified as the study population in which 250 SMEs were drawn as the sample through a
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purposive sampling. The sample selection was limited only to the Western Province of the country. Key
motives behind this decision are that majority of the SMEs as well as larger establishments are located in
this province. In addition, key economic activities of the country are also cantered to the region and it is
evident that firms in this region face high competition and dynamism when compared with SMEs in other
regions of the country.

A survey method was administered with use of a structured questionnaire. The questionnaire
consists of four sections. The first section was devoted to gather the demographic information about the
responding firms including basic information of the owner/s and firms. The second section comprised 10
items inventory on Likert type five scale ranging from 1 (to no extent) to 5 (to greatest extent) to measure
the network capacity of firms. Networking strength with a list of potential actors in the field was measured
through this construct. The third section includes 8 statements on a similar scale ranging from 1 (completely
disagree) to 5 (completely agree). These items were developed to measure the key capabilities associated
with knowledge assimilation, acquisition, transformation and exploitation. Final section measures the
innovativeness of the firms by focusing product, process, market and organizational innovation that have
been done by the focal firms in recent past. A five point Likert scale was also used in this inventory
included 12 items. Validity and reliability of the each constructed were ensured by performing test for
construct validity and internal consistency. All the constructs met the criteria for convergent and
discriminant validity as well as internal consistency of the multi-item constructs.

Hierarchical linear regression was performed to examine the effect of network ties on the
innovativeness of the SMEs as well as mediating effect of the absorptive capacity in the relationship

between network ties and innovativeness of the SMEs.

4. Findings

The hypotheses of the study were examined using hierarchical regression analysis. The analysis was
performed in two stages. In the first stage, the direct effect of network ties on the competitiveness was
examined. Table 1 shows the result (Model I). The regression coefficient for network ties on innovativeness
was 0.357(p<0.05), indicating that that network ties have a positive effect on the innovativeness. It means
that resource embedded in networks appear to be a key driver in promoting innovativeness of the SMEs.
This result supports the first hypothesis (H1) of the study and completely consistent with work of Yoo et
al. (2016).

In the second stage, network ties were regressed against absorptive capacity. The result (Model 1)
shows that the predator has ability to explain a significant variance of absorptive capacity (R2=.301). Next,
the network ties and absorptive capacity were added to the regression model. The result reveals (Model I11)
that the model accounted significance variance of innovativeness (AR2 change= .190, p<.05). Moreover,
network ties is insignificant when absorptive capacity was entered into the model. This implies that
absorptive capacity fully mediates the relationship between network ties and innovativeness of the SMEs.
Sobel test also confirms this effect (2=9.32, p<.01). Thus, Hypothesis Il is supported, indicating role of

absorptive capacity in the relationship between network ties and innovativeness of the SMEs.
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Table 01. Result of the regression analysis

Variable Model | Model 11 Model 111

Constant 1.436** 1.064** 0.743**
Network ties 0.357** 0.602** 0.027

Absorptive capacity - - 0.331**
R?/Adjusted R? 0.172 0.301 0.362
R? Adjusted R? change - - 0.190*

F 52.617** 66.21** 94.362**

F change -- - 41.745**

* statistic is significant at the 0.01level
** statistic is significant at the 0.01level

5. Conclusion and Discussions

The present study finds that knowledge come from institutional networks and personal networks pay
a vital role in promoting innovative activities of the SMEs. Such networks also bring resources that are
necessarily important in developing knowledge acquisition, assimilation, transformation and exploitation
capacities of the SMEs. The result further indicates that firms managing wider network ties and higher
absorptive capacity perform well over others in innovative activities.

Thus, it is managerial responsibility of the SMEs to look for knowledge sources by participating in
institutional and personal networks. At the same time, their increasing attention should be drawn to develop
in-house capabilities that can absorb the knowledge embedded in the network ties. Public policy should
also focus the potential information barriers for SMEs while empowering them for innovation. Future

studies are necessary for validating the findings of the present studies.
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