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Abstract: This study investigates the potential impact of innovation capacities on the relationship between
entrepreneurial networking and the performance of small and medium-sized manufacturing enterprises
(SMEs) in Mbarara City. The target population of the study was 248 SMEs, according to MoFPED (2022). 205
SMEs were obtained when the sample size was calculated using Krejcie and Morgan's (1970) tables. With 186
respondents and SMEs, the response rate was 91%. Data was collected using a cross-sectional research design.
To determine the mediating link, the four stages of Baron and Kenney (1986) was completed and every direct
influence of the research variables had to meet a substantial requirement. The prerequisites were met and
there was a significant direct association (Beta=0.673; p<.01) between entrepreneurial networking and SMEs'
performance. Furthermore, there was a direct substantial association (Beta=0.437; p<.01) between innovation
capabilities and the performance of SMEs, and a significant correlation (Beta=0.166; p<.01) was found between
entrepreneurial networking and innovation capabilities. The association between entrepreneurial networking
and the performance of SMEs decreased from Beta=0.673 to Beta=0.617 when innovation capabilities were
taken into account, although the relationship remained statistically significant. This suggests that the
relationship between entrepreneurial networking and performance of SMEs is mediated by innovative
capabilities. The model's indirect outcome is given by the percentage of 8.32%, indicating that 91.68% explains
the direct effect. The study advises policymakers to encourage SMEs to innovate and promote entrepreneurial
networking by organizing workshops/seminars where entrepreneurs can interact with each other and thus
boost their innovativeness which will enhance SME performance.
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1. Introduction

Significant economic growth and development are attributed to Small and Medium-sized Enterprises (SMEs),
which are integral to the global economy (Eikelenboom & De Jong, 2019; Turyahebwa et al,, 2013). A company
with fewer than 50 employees and a turnover of between 10 million and 50 million Ugandan Shillings is
classified as an SME. This definition aligns with that of Kasekende and Opondo (2003), forming the basis of our
study on a manufacturing SME.

SME operations have significantly impacted the economies of both industrialized and developing nations in
recent years. Estimates from the Uganda Bureau of Statistics (2019) show that SMEs employ over 45% of the
country's labor force and account for more than 20% of the GDP. SMEs are acknowledged as major forces
behind regional growth (Donkor et al,, 2018; Pucci et al,, 2017), income distribution, resource utilization, and
innovation on a worldwide scale (Maldonado - Guzman et al, 2019). They also play a significant role in
promoting socio-economic development and reducing poverty through GDP growth and employment creation.
SMEs which make up 90% of the private sector, are the main drivers of Uganda's economy (Al Mamun et al,,
2016). These enterprises, particularly manufacturing, trade, service, and agriculture, contribute to economic
growth, transformation, and employment generation (Orobia et al., 2020). Despite their significant role, many
SMEs in Uganda have struggled with poor performance and even closure. This study examines how
entrepreneurial networking and innovation could enhance the performance of SMEs to address this problem.

In this instance, performance will be characterized as an SME's capacity to create plans via its networks of
entrepreneurs that facilitate the accomplishment of operational objectives. Financial metrics like profitability
and cash flow, as well as non-financial metrics like reputation and customer loyalty, can be used to evaluate
performance (Cho et al., 2019). Since many small firms in Uganda have short lifespans (MTIC, 2015) and there
is a dearth of trustworthy financial records, we will use non-financial metrics including client retention,
internal procedures, and learning and growth (Sebikari, 2014) to gauge performance.
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Globally, small and medium-sized firms (SMEs) performance is evaluated mostly based on entrepreneurial
networking (Anwar & Ali-Shah, 2020). Small enterprises can produce resources essential to their performance
through these formal and/or informal networks (Mayanja et al., 2019). According to Abu-Rumman et al. (2021),
the establishment of social links between business managers and external stakeholders fosters trust within the
organization. This, in turn, promotes information exchange and raises the prospect of improved firm
performance. This collaboration has fostered the growth of many SMEs, making entrepreneurial networking a
crucial variable in this study.

According to O'Regan and Ghobadian (2016), new products or processes that meet consumer needs more
profitably and competitively than those that already exist are indicative of business innovation capabilities
from the perspective of small and medium-sized enterprises. In this study, we use the word innovation
capabilities to refer to the effective implementation of innovative solutions to difficulties faced by
manufacturing SMEs, including applying new ideas concerning the SMEs' goods, structures, and processes.

Innovation, according to Rexhduser and Rammer (2014), is the introduction of new or significantly enhanced
organizational strategies, marketing tactics, products, and procedures that bring value to the business.
Schumpeter (1942) asserted that small enterprises must be creative to adapt to the changing demands of their
clientele and perform at their best. Innovation and small business performance are positively correlated
(Ramadani et al., 2019). To obtain a competitive edge, a business needs to innovate. As the business climate
becomes increasingly uncertain (Hanelt et al, 2021), entrepreneurs must adapt by becoming inventive
(Guerrero-Villegas et al., 2018) or risk becoming outdated (Zhang et al., 2019). As a result, for businesses to
remain competitive, they need to be able to identify, anticipate, and creatively satisfy customer needs.

One could argue that innovation and entrepreneurial networking improve SME performance. Regarding
innovation's mediating function in the connection between entrepreneurial networking and SME performance,
there isn't enough research, though. The majority of research on innovative networking and entrepreneurship
has been conducted in developed economies. To investigate this mediating role, this study emphasizes the
contextual and holistic elements from the standpoint of the developing economy. This will assist business
owners in realizing the value of strengthening their networks of connections and unleashing their creative
potential to create new and improved products and services that will be essential to raising their level of
performance.

2. Literature Review

This study examines performance-enhancing tactics used by Mbarara City's manufacturing SMEs through the
lens of networking theory. According to networking theory, entrepreneurial networking can help SMEs
perform better (Johanson & Mattsson, 1988). The individuals and recommendations in their business networks
make up these entrepreneurial networks. According to Centeno and Carmichael (2014), entrepreneurial
networks are the formal or informal cooperative relationships that business owners and managers develop
with their institutional, social, and business contacts to obtain resources that are essential for improving the
performance of their organizations. Furthermore, they have individuals with whom they have an indirect
relationship or who they know through others (Aladejebi, 2020). By using these networks, business owners
can draw in and keep clients to expand their clientele (Engel et al., 2017).

According to Schumpeter (1942), to boost performance and expand their customer base, SMEs need to create
new or significantly enhanced goods and services. This is accomplished through "creative destruction,” where
new products, markets, processes, and organizations replace their predecessors (Kraehe, 2019; Langroodi,
2021). As such, Schumpeter's ideas align with the study, which suggests that entrepreneurs must continually
innovate to achieve better business performance.

According to Schumpeter's arguments in 1972, innovation in SMEs directly results from entrepreneurial
networks that contribute to improved performance. Schumpeterian theory suggests that SME owners can
acquire vital business opportunities, skills, and knowledge needed to unlock their innovative potential through
these networks. The collaboration and social ties among business owners allow them to share ideas and
thoughts and visit innovative firms to gain exposure and knowledge. They can create new plans, goods, services,
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procedures, and marketing methods that support small firms in achieving high performance by using this
vicarious learning. This theory is supported by Hilmersson (2021), who highlights the significance of these
tactics in SMEs. According to Bakas etal. (2019), these networks aid in the expansion and growth of small firms.

When entrepreneurial networks are devoted to developing a progressive culture or offering capital for the
commercialization of an idea, service, or strategy that has the potential to transform the world, they are more
beneficial to firms (Zhang et al,, 2019; Ha et al., 2022). According to Abu-Rumman et al. (2021), entrepreneurial
networks must build ties with a variety of stakeholders over the short- and long-term. These connections help
small firms understand the demands of their clients (Zheng et al., 2020) and create new or significantly
enhanced goods and services that boost small business performance (Cardenas, 2021). Thus, entrepreneurial
networks improve small enterprises' performance through innovation.

While Aboelmaged (2014) asserts that innovation mediates the relationship between knowledge, management
capacity, and operational success, Mayanja et al. (2019) contend that innovation is a tool its predecessors used
to influence results rather than an end in and of itself. Anning-Dorson (2018) also asserts that innovation
mediates the relationship between engagement capability and service company performance. Moreover,
including organizational, product, and process innovation is a mediator between adaptability and success in
the organization, claim Camison and Lopez (2010).

Likewise, this research suggests that innovation's ability to comprehend the business environment in which it
operates may act as a mediator in the relationship between entrepreneurial networking and SME performance.
SME owners need to be more flexible in their innovation and build the right networks to attain the desired
improved performance. Therefore, the study generated the hypothesis, (H1): Innovation capabilities mediate
the relationship between entrepreneurial networking and SME performance in Uganda. This is due to a lack of
data supporting the idea that innovation capabilities play a mediating role in the association between
entrepreneurial networking and SME performance in Mbarara City's manufacturing sector.

3. Methodology

The study used a cross-sectional research design with a correlational approach and a quantitative analysis.
Cross-sectional research design was chosen because it allowed us to understand the variables being studied
simultaneously. The correlational research design assessed the relationships among the study variables while
focusing on phenomena at a specific time. This facilitated evaluating the hypothesized relationship between
entrepreneurship networking, innovation capabilities, and SMEs’ performance in Mbarara City.

A total of 248 manufacturing SMEs in Mbarara City that were registered were the target population (MoFPED,
2022). Given their superior capacity for innovation in comparison to other Mbarara City businesses,
manufacturing SMEs were given preference during the selection process. The study used purposive sampling
to choose its sample and used Krejcie and Morgan's (1970) tables to determine sample size. Out of 248 SMEs,
205 SMEs in the sample size had responses, yielding a 91% response rate of 186 responses. Owners and
managers were the unit of inquiry, and SMEs were the unit of analysis.

4, Results

Demographic characteristics of the owner/manager of SMEs
Table 1 shows the distribution of demographics among Mbarara City's SME owners and managers.

Table 1: Demographic characteristics of the owner/manager of SMEs in Mbarara City

Category Item Frequency Percentage
Gender

Male 85 45.6

Female 101 54.4
Age

20-29 87 46.8
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30-39 55 29.6
40-49 30 16.1
50 and above 14 7.5
Religion
Anglican 54 29
Moslem 67 36
Catholic 24 12.9
Pentecostal 37 19.9
Seventh-day Adventist 4 2.2
Marital Status
Married 52 28
Single 34 18.2
Cohabiting 64 34.4
Divorce 28 15.1
Widowed 8 4.3
Highest level of education
Certificate 125 67.2
Diploma 28 15.1
Degree 16 8.6
Professional Qualifications 4 2.2
Post Graduate 9 4.8
Masters 3 1.6
PhD 1 0.5
Total 186 100

Source: Primary data, 2024

The gender distribution in Uganda's SME sector or the sampling procedure employed in the study may be to
blame for the relatively larger percentage of women (54.4%) than males (45.6%) in the sample, according to
the study's findings. Furthermore, over 75% of the respondents were in the 20-39 age group, indicating that
young people made up the majority of the sample. This suggests that young entrepreneurs are the main players
in the SME sector, looking for challenges and possibilities in the market.

The study also reveals that a sizable portion of the sample was made up of individuals from various religious
origins, including Muslims (36%) and Anglicans (29%). This suggests that the SME sector is open to and
accommodating of a wide range of faiths and beliefs. The findings show that cohabiting (34.4%) and married
(28%), the two most common marital statuses among the respondents, indicate that the SME sector contains
some stable and non-traditional family structures, which may affect the social and economic well-being of SME
managers and their dependents.

The study also reveals that certificates (67.2%) were the most prevalent level of education among the
respondents, followed by diplomas (15.1%) and degrees (8.6%). These findings suggest that a moderate level
of formal education is necessary for the SME sector, although a high academic qualification is not always
required. Lastly, the data show that the sample's proportion of postgraduate, professional, master's, and PhD
holders was low, indicating that highly educated people might not find the SME sector to be particularly
appealing in terms of chances or incentives.

Demographic characteristics of SMEs
The distribution of SME owners' demographics in Mbarara City is shown in Table 2.
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Table 2: Demographic characteristics of SMEs in Mbarara City.

Category Item Frequency Percentage
Ownership structure
Sole Trader 9 48
Partnership 42 22.6
Limited Company 135 72.6
Trading period of business
Less than 1 year 96 51.6
1-2 years 37 19.9
3-5years 12 6.5
6-10 years 27 14.5
More than 10years 14 7.5
Number of Employees
Less than 10 129 69.4
10-19 45 24.2
20-29 12 6.4
Total 186 100

Source: Primary data, 2024

This table presents insightful information on the demographic characteristics of SMEs in Mbarara City. The
data indicates that Limited Companies comprise the majority of SMEs in the city, accounting for 72.6% of the
total sample. However, there are also Sole Traders (4.8%) and Partnership structures (22.6%), implying that
potential business owners should consider various ownership options.

Notably, over half of the SMEs in Mbarara City have been in operation for less than a year (51.6%), indicating a
need for support programs, mentorship, and resources to help new businesses succeed. Additionally, only a
small percentage of businesses have managed to operate for over a decade (7.5%), highlighting the challenges
of sustaining a business in the current economic climate. Furthermore, most SMEs in Mbarara City have fewer
than ten employees (69.4%). This underscores the importance of policies and programs to create jobs and
promote entrepreneurship to impact the local economy significantly.

Table 3: Tests of mediation to determine how innovation capabilities influence the relationship
between entrepreneurial networking and SMEs' performance

Steps Regressions B SE Beta
IV&DV EN—PCS 0.589 0.048 0.673
V&MV EN—IC 0.178 0.078 0.166
MV&DV IC---PCS 0.358 0.054 0.437
IV, MV&DV EN & IC—PCS EN=0.540 EN=0.043 EN=0.617

1C=0.274 1C=0.041 1C=0.334

Part correlations EN=0.609

1C=0.330
R Square 0.562
N 186

EN= Entrepreneurial Networking, IC= Innovation Capabilities, PCS= Performance of SMEs
Both entrepreneurial networking and the performance of SMEs were significantly impacted directly

(beta=.673; p<.01). This shows that for every unit increase in entrepreneurial networking, the performance of
SMEs increased by 0.673 units while keeping other variables constant. This effect is statistically significant at
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the 1% level. The influence on entrepreneurial networking and innovation capabilities was significant
(Beta=.166; p<.01). Furthermore, a noteworthy and direct impact was noted on SMEs' performance concerning
their innovation capabilities (Beta=.437; p<.01).

The direct correlation between entrepreneurial networking and SME performance dropped from Beta=.673 to
Beta=.617 when innovation capabilities were taken into account, but it was still statistically significant. This
shows that the association between entrepreneurial networking and the performance of SMEs decreased but
remained statistically significant even after accounting for innovation capabilities. This shows a partial
mediation in the relationship between SMEs' performance and entrepreneurial networking through innovation
capabilities. This indirect effect (partial mediation) makes up 8.32% (0.056/0.673 x 100) of the model; meaning
91.68% of the model that explains the direct effect is attributed to other factors. This could imply that SMEs
with strong innovation capabilities are more likely to benefit from their entrepreneurial networking activities
and perform better than those with weak innovation capabilities. As a result, we agree with the study's
hypothesis, which holds that innovation capacities play a mediating role in the relationship between
entrepreneurial networking and SMEs' performance in Uganda.

In addition, the results were shown on the path diagram, as may be seen below.

Figure 1: Using a med-graph to examine how Innovation Capabilities mediate the relationship between
SMEs' performance and entrepreneurial networking

Type of mediation Perfect
Sobel z-value 2.159611 p= 0.0308023
95% Symmetrical Confidence interval
Lower 0.00451
Higher 0.09304
Unstandardized indirect effect
a‘b 0.04877
se 0.02258

Effective Size measures

Standardised Coefficients R* Measures (Variance)
Total: 0.673 0.452
Direct: 0.617 0.370
Indirect: 0.055 8.129
Indirect to Total ratio 8.238 0.179
Independent Variable 0.673**" [c] & Dependent Variable
Entrepreneurial networking 7 Performance of SMEs

(0.617""%) [¢']

0.437"
0.186" [a]
(0.334***) [b]

Mediating Variable
‘ Innovation capabilities

Figure 1 suggests that the relationship between the performance of SMEs and entrepreneurial networking is
mediated by innovation capabilities. The med-graph indicates a positive correlation between entrepreneurial
networking and the performance of SMEs, implying that improved networking can enhance a firm's success.
The existence of innovation capabilities strengthens this relationship even further.

The presence of innovation capabilities helps SMEs to develop and apply new ideas, products, and services that
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can differentiate them from competitors. This augments performance and creates a competitive advantage.
Innovation capabilities also help SMEs to effectively utilize the resources acquired through entrepreneurial
networking, further strengthening the positive relationship between networking and performance. Therefore,
it can be concluded that innovation capabilities are an essential factor mediating the relationship between
SMEs' performance and entrepreneurial networking. SMEs with strong innovation capabilities are likely to
benefit more from entrepreneurial networking and stand better chances of bettering their overall performance.

Discussion

The study identifies the significant predictors of SME performance, which are entrepreneurial networking (EN)
and innovative capabilities (IC). The findings reveal that positive changes in EN and IC lead to a positive
outcome in SME performance. As a result, small business owners and managers should concentrate on building
trust through entrepreneurial relationships, as this will enhance staff development, internal processes, and
client retention, all of which will contribute to increased business performance. The findings also show a
favorable correlation between IC and SME performance in terms of new processes, products, and organizations.
Therefore, SME owners need to create entrepreneurial networks that foster innovation, leading to high SME
performance.

The study's theoretical framework is based on Schumpeterian Theory and Network Theory, which support the
study's EN and IC variables. Both theories consistently identify EN and IC as antecedents of SME performance.
As reflected in the study's findings, innovative and networking SMEs perform better than their counterparts.
Thus, SMES must establish entrepreneurial networks as a basis for the development of new products/services
and the improvement of processes which will ultimately lead to performance enhancement.

Furthermore, our results support earlier research on the mediating role of innovative capabilities. Camison and
Lopez (2010) claim that the integration of organizational, product, and process innovations has a favorable
impact on an organization's performance and adaptability. Similarly, Mpando (2015) found that innovation
influences the networking-performance relationship in a discernible way. This implies that if entrepreneurial
networks are to improve business success, innovation should come first. Additionally, Aboelmaged (2014)
suggested that the relationship between operations performance and knowledge management competency is
mediated by innovation capabilities. Anning-Dorson (2018) also demonstrated that innovation plays a
mediating role in the relationship between participation capability and service businesses' performance. Thus,
to promote high performance and obtain a competitive edge in the market, small and medium-sized business
owners should concentrate on innovation and entrepreneurial networking.

5. Contributions, Conclusion and Recommendations

Contributions of the Study

The topic of entrepreneurial networking, innovation capabilities, and SME performance has been subject to
several debates. This study aims to contribute to this ongoing conversation and add to the existing body of
knowledge. Practitioners globally recognize the value of SMEs as promoters of economic development. The
study aligns with the United Nations Sustainable Development Goal (SDG 8) of 2030, which promotes sustained
inclusive and sustainable economic growth and full employment for all.

The findings of this study are expected to inform SME owners/managers about the importance of enhancing
their entrepreneurial networking and innovation capabilities to improve their businesses' performance.
Policymakers such as the government and the Ministry of ICT can also benefit from the numerous innovations
that SMEs create.

From a methodological standpoint, the main target audience was SMEs. Their experiences with entrepreneurial
networking and innovation capacities were the subject of unbiased and critical feedback, which produced
creative insights to guide policy regarding what needed to be done to enhance SME performance. Lastly, the
study presents a topic that has gotten little attention: the role of innovation capacities in mediating the
relationship between entrepreneurial networking and SMEs' performance in Uganda.
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Conclusion and Implications

The purpose of this study was to determine how innovation capabilities and entrepreneurial networking skills
affected the performance of SMEs in Mbarara City, Uganda. It employed a questionnaire with 186 owners and
managers of SMEs as respondents. The findings imply that innovation capabilities and entrepreneurial
networking are important indicators of SMEs' performance. The study also demonstrates how innovation acts
as a mediating factor in the relationship between entrepreneurial networking and SME performance.

This study benefits the business community, policy, and scholarly research. It adds to the body of knowledge
regarding how innovative and entrepreneurial networking skills affect the performance of small and medium-
sized enterprises in Mbarara City, Uganda. The study also emphasizes how crucial innovation is in mediating
the link between SME performance and entrepreneurial networking. Therefore, to improve the performance
of their businesses, SME owners must create both official and informal networks. This will address changing
client needs, and develop new products, services, and procedures for their businesses. Further, the study
advises policymakers to encourage entrepreneurial networking by organizing workshops and seminars where
entrepreneurs can interact with each other and thus boost their innovativeness which will enhance SME
performance.

This study has its limitations, just like any other. For example, in the link between entrepreneurial networking
and SME performance, the partial mediation caused by innovation capabilities is 8.32%, implying that 91.68%
of the direct effect is due to other factors. Future studies should examine other variables that affect SMEs'
performance in Uganda. Nonetheless, this study presents empirical evidence on the influence of
entrepreneurial networking and innovation capabilities on the performance of SMEs using data from Mbarara
City, Uganda.

Future research should examine larger and more representative samples, experimental or longitudinal designs,
secondary or objective data sources, and more reliable regression models. The study acknowledges the
challenges and limitations related to the design, including the cross-sectional design, limited sample size, self-
reported measures, and bias resulting from the omitted variable. The study suggests that future research looks
at other factors that can have an impact on the performance of SMEs. Lastly, the paper proposes that a
longitudinal design analyzing the factors in this study will assist in demonstrating how having more networks
and, consequently, more innovations, will affect performance over time.
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