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INTRODUCTION

The growing pressure on firms to reconcile economic performance with environmental
responsibility, social inclusion, and accountable governance has elevated ESG from a
peripheral concern to a strategic priority. This transition is particularly relevant to SMEs,
which play a substantial role in employment, innovation, and local economic
development but often face financial, managerial, technological, and institutional
constraints in integrating sustainability into business strategy. These challenges are
especially salient for creative SMEs, whose competitiveness frequently depends on local
resources, cultural assets, traditional knowledge, craftsmanship, and community
relationships. For these firms, sustainability is therefore not merely a compliance issue
but a strategic concern closely linked to resource continuity, stakeholder legitimacy, and
long-term competitiveness.

Indonesia provides a relevant context for examining these relationships. The creative
economy employed approximately 27.4 million people, representing 18.70% of national
employment, in 2025 (BPS-Statistics Indonesia, 2025). Creative SMEs operating in
culinary products, crafts, fashion, traditional textiles, and other locally rooted activities
contribute not only to economic development but also to cultural preservation, local
resource utilization, and community participation. Their dependence on locally
embedded resources and stakeholder networks makes them particularly appropriate for
investigating how sustainability practices can be transformed into business value.

ESG provides a useful framework for understanding this transformation. Recent
evidence suggests that sustainability and ESG-related practices can enhance SME
financial performance (Momtaz & Parra, 2025). However, establishing a positive ESG -
performance relationship explains whether ESG matters, but provides limited insight into
how ESG becomes economically valuable. ESG adoption alone may not automatically
improve business performance. Rather, its strategic value may depend on firms' ability
to translate environmental responsibility, social commitment, and sound governance into
stronger stakeholder relationships and collaborative value-creation activities.

Recent studies increasingly support this mechanism-based perspective. Appiah et al.
(2025) show that green value co-creation can shape the financial returns generated by
green process innovation among SMEs, suggesting that sustainability initiatives require
complementary value-creation mechanisms to produce economic benefits. Similarly,
Jiang and Lin (2026) demonstrate that ESG performance can facilitate value co-creation
by strengthening trust-based relationships with external stakeholders. Together, these
findings suggest that the ESG—performance relationship may be better understood as a
stakeholder-enabled value-creation process rather than a purely direct relationship.

Value co-creation represents one important mechanism in this process. Service-
Dominant Logic conceptualizes value as emerging through interaction and resource
integration among multiple actors rather than being produced solely within firm
boundaries (Vargo & Lusch, 2004, 2008, 2016). Customers and other stakeholders can
therefore contribute knowledge, feedback, resources, and ideas that support innovation
and market value. This mechanism is particularly relevant to creative SMEs, where
product authenticity, cultural meaning, design innovation, and customer experience often
emerge through close interaction with stakeholders. ESG practices that strengthen trust,
transparency, and shared values may consequently provide the relational foundation for
collaborative value creation.
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Community engagement provides a complementary stakeholder mechanism. Local
communities may serve simultaneously as sources of knowledge, labor, resources,
cultural identity, legitimacy, and market opportunities. Meaningful engagement with
these communities can enable creative SMEs to access locally embedded knowledge,
reinforce social legitimacy, preserve cultural authenticity, and develop products and
solutions that reflect stakeholder needs. Consistent with Stakeholder Theory (Freeman,
1984; Donaldson & Preston, 1995), ESG may therefore generate greater value when
responsible business practices encourage stakeholders to participate actively in firm
activities and value creation. While value co-creation captures the collaborative
integration of resources to generate value, community engagement reflects firms'
relational embeddedness and active interaction with their local communities. Examining
both mechanisms may thus provide a more comprehensive explanation of how ESG is
translated into business performance.

Despite growing research on ESG and SME sustainability, several gaps remain. First,
much ESG research has focused on large and publicly listed firms, whereas SMEs
operate with different resource constraints, governance structures, and stakeholder
relationships. Second, although prior studies have linked sustainability practices to
performance and increasingly recognized value co-creation as an important mechanism
(Appiah et al., 2025; Jiang & Lin, 2026), limited research has examined value co-creation
and community engagement simultaneously as mediating mechanisms linking ESG
practices to SME business performance. Third, these relationships remain
underexplored among locally embedded creative SMEs in emerging economies, where
business value is closely intertwined with cultural resources, community capabilities, and
stakeholder participation.

Addressing these gaps, this study examines how ESG practices influence business
performance through the mediating roles of value co-creation and community
engagement among creative SMEs in Indonesia. Drawing primarily on Stakeholder
Theory (Freeman, 1984; Donaldson & Preston, 1995) and Service-Dominant Logic
(Vargo & Lusch, 2004, 2008, 2016), the study advances a central argument: ESG does
not create business value merely through adoption; rather, it creates value when
sustainability practices activate stakeholder engagement and collaborative value-
creation processes. Accordingly, ESG is conceptualized as a strategic platform through
which creative SMEs mobilize stakeholder relationships and transform sustainability
commitments into economic and strategic value.

This study makes three contributions. First, it extends the ESG—performance literature
by shifting the focus from whether ESG improves performance to how ESG creates
business value, thereby opening the “black box” of the ESG—performance relationship.
Second, it integrates value co-creation and community engagement as complementary
stakeholder-based mechanisms, extending Stakeholder Theory and Service-Dominant
Logic into the ESG-SME context. Third, it extends ESG research to locally embedded
creative SMEs in an emerging economy, where cultural assets, local resources, and
community relationships constitute important sources of value. Managerially, the study
reframes ESG from a predominantly compliance-oriented practice into a stakeholder-
driven value-creation strategy capable of strengthening competitiveness, resilience, and
sustainable growth.
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LITERATURE REVIEW

Theoretical Foundations

This study primarily draws on Stakeholder Theory, complemented by Service-Dominant
Logic (S-D Logic), the Resource-Based View (RBV), and Legitimacy Theory, to explain
how ESG practices are translated into business performance through value co-creation
and community engagement. Stakeholder Theory provides the central foundation by
emphasizing that sustainable value creation depends on firms’ relationships with multiple
stakeholders (Freeman, 1984; Donaldson & Preston, 1995). In creative SMEs, ESG
practices can strengthen trust and encourage customers, communities, suppliers, and
business partners to participate in value-creation activities, consistent with recent
evidence that ESG performance can foster value co-creation through trust-based
stakeholder relationships (Jiang & Lin, 2026). S-D Logic further explains that value
emerges through interaction and resource integration among multiple actors rather than
being produced solely within firm boundaries (Vargo & Lusch, 2004, 2008, 2016).

The RBV complements this perspective by viewing local resources, cultural knowledge,
creative capabilities, reputation, and stakeholder networks as potential sources of
sustained competitive advantage (Wernerfelt, 1984; Barney, 1991), while Legitimacy
Theory explains how responsible environmental, social, and governance practices align
firms with societal expectations and strengthen organizational legitimacy. Together,
these perspectives suggest that ESG creates strategic value when firms effectively
mobilize locally embedded resources, strengthen stakeholder trust, and enable
collaborative participation. Accordingly, value co-creation and community engagement
are positioned as key mechanisms through which creative SMEs transform ESG
practices into sustainable business performance.

Hypothesis Development

ESG Dimensions and Value Co-Creation

ESG practices can strengthen stakeholder trust, reciprocity, and willingness to
participate in collaborative value creation. From Stakeholder Theory and Service-
Dominant Logic, environmental responsibility can create shared sustainability values that
encourage stakeholders to exchange knowledge and resources; socially responsible
practices strengthen relational trust and stakeholder participation; and sound
governance provides transparency, accountability, and institutional conditions that
facilitate collaboration (Freeman, 1984; Vargo & Lusch, 2004, 2016). Recent evidence
supports this reasoning. Jiang and Lin (2026) find that stronger ESG performance
facilitates value co-creation through improved external financing and trust-based
stakeholder relationships, with the social dimension showing the strongest effect.
Research on SMEs further shows that stakeholder collaboration and value co-creation
are central to translating sustainability capabilities into sustainable outcomes.
Accordingly:

H1: Environmental practices positively influence value co-creation in creative SMEs.
H2: Social practices positively influence value co-creation in creative SMEs.
H3: Governance practices positively influence value co-creation in creative SMEs.

ESG Dimensions and Community Engagement

ESG practices can strengthen firms’ relationships with local communities by fostering
shared environmental responsibility, social inclusion, and accountable governance.
Environmental practices encourage stakeholder participation in resource conservation
and sustainability initiatives, while social practices promote inclusion, empowerment, and
reciprocal relationships. Governance further supports community engagement through
transparency, accountability, and participatory decision-making. Consistent with
Stakeholder Theory (Freeman, 1984; Donaldson & Preston, 1995), these practices
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strengthen trust and encourage stakeholders to participate in organizational activities.
Recent evidence from SMEs shows that sustainability-oriented stakeholder engagement
involves open dialogue with local communities and customers, employee and community
involvement, and collaboration with suppliers, governments, and other institutional actors
(Matarazzo et al., 2025). Evidence from Indonesia further demonstrates that local
community engagement and good corporate governance significantly contribute
to sustainable growth, highlighting the importance of social and governance
mechanisms in strengthening sustainability outcomes (Wulandari et al., 2025). Thus:
H4: Environmental practices positively influence community engagement in creative
SMEs.

H5: Social practices positively influence community engagement in creative SMEs.
H6: Governance practices positively influence community engagement in creative
SMEs.

Mediating Roles of Value Co-Creation and Community Engagement

The central proposition of this study is that ESG does not generate business value
merely through adoption; rather, its value emerges when responsible practices activate
stakeholder participation and collaborative value creation. ESG practices can strengthen
trust and stakeholder relationships, thereby facilitating value co-creation (Jiang & Lin,
2026). In SMEs, value co-creation enables firms to mobilize sustainability-related
resources and capabilities into stronger financial outcomes (Appiah et al., 2025), while
stakeholder and community engagement promotes dialogue, resource integration, and
sustainable value creation (Matarazzo et al., 2025). Evidence from Indonesia further
demonstrates that local community engagement significantly contributes to sustainable
growth, reinforcing its role in converting stakeholder relationships into organizational
outcomes (Wulandari et al., 2025). Accordingly, value co-creation and community
engagement are expected to transmit the effects of ESG practices to creative SME
performance. Thus:

H7: Value co-creation mediates the relationship between environmental practices and
creative SME performance.
H8: Value co-creation mediates the relationship between social practices and creative
SME performance.
H9: Value co-creation mediates the relationship between governance practices and
creative SME performance.
H10: Community engagement mediates the relationship between environmental
practices and creative SME performance.

H11: Community engagement mediates the relationship between social practices and
creative SME performance.
H12: Community engagement mediates the relationship between governance practices
and creative SME performance.-

The conceptual framework developed in this study is presented in Figure 1.

ENVIRONMENT

., VALVE CO-CREATION

SOCIAL SMG’S PERFORMANCE

COMMONITY ENGAGEMANT

GOVERNANCE

Figure 1. The Conceptual Framework
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RESEARCH METHOD

This study employed a quantitative research design to empirically examine the proposed
relationships among the study constructs. The target population comprised creative
SMEs operating across Java, Indonesia, particularly those engaged in locally based
creative industries such as culinary products, crafts, fashion, traditional textiles, and
other creative activities utilizing local resources and cultural assets. Respondents were
SME owners, managers employees with sufficient knowledge of their firms’ business
practices and stakeholder relationships. A purposive non-probability sampling technique
was employed based on predefined eligibility criteria. Data were collected through a
structured online questionnaire administered via Google Forms between April and July
2026. After data screening and the exclusion of incomplete or invalid responses, 215
valid responses were retained for the final analysis.

The sample size was assessed based on the requirements of structural equation
modeling (SEM) and the complexity of the proposed model. Rather than relying solely
on a general minimum sample-size threshold, sample adequacy was determined by
considering model complexity, the number of structural relationships, expected effect
sizes, and statistical power. This approach is consistent with Hair et al. (2019), who
emphasize that sample-size requirements for SEM should reflect the characteristics and
complexity of the research model. Accordingly, the final sample of 215 respondents was
considered adequate for estimating and testing the proposed structural relationships.

The measurement scales were adapted from established studies and contextualized for
locally embedded creative SMEs. Environmental, Social, and Governance (ESG)
practices were operationalized as three distinct dimensions based on established
sustainability and SME-specific ESG measures (Torugsa et al.,, 2013; Gennari &
Salvioni, 2019; Csapi et al., 2026). Environmental practices capture resource efficiency,
waste and energy management, and environmental responsibility; social practices reflect
employee welfare, social responsibility, equality, and stakeholder relationships; while
governance practices assess ethical conduct, transparency, accountability, and
responsible business management.

Value co-creation was adapted from

Yi and Gong (2013), capturing stakeholder participation through information sharing,
interaction, feedback, and collaborative behaviors. Community engagement was
adapted from Goodman et al. (2017, 2021), emphasizing stakeholder participation,
collaborative partnerships, shared decision-making, trust, and mutual benefits. SME
performance was measured using subjective financial and non-financial performance
indicators adapted from Venkatraman and Ramanujam (1986), covering financial,
market/customer, operational, and organizational performance.

All constructs were measured using multi-item five-point Likert scales, ranging from 1
(“strongly disagree”) to 5 (“strongly agree”), with item wording adapted to the context of
creative SMEs. Descriptive statistics, including means and standard deviations, were
used to summarize respondent characteristics and responses. Hypotheses were tested
using Partial Least Squares Structural Equation Modeling (PLS-SEM), which is
appropriate for estimating complex relationships among latent constructs and prediction-
oriented models (Chin, 1998). The analysis was conducted using SmartPLS 4 to assess
the measurement and structural models and test the proposed hypotheses.
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RESULTS

Respondent Demographic Characteristics

This study analyzed 215 valid respondents. (SMEs) Respondents represented diverse
demographic characteristics (see Table 1), providing sufficient sample variation and
broad representation despite the use of purposive sampling.

Table 1. Respondents’ Profiles

Frequency (215) (%)

Occupation
Owner/Manager 157 73.02
Employee 58 26.98
Business Type
Cullinary 75 34,88
Fashion 61 28.37
Crafts/Handycrafts 40 18.60
Others (Design &Digital Content, Applications, Music) 39 18.14
Years in Business
<1 Years 28 13.02
1-3 Years 72 33.48
4-6 Years 92 42.79
>6 Years 23 10,69
Number of Employees
1-4 People 50 23,25
5-10 People 95 4418
>10 People 70 32,57
Monthly Revenue
<5 Milliom 53 24.65
5-15 Million 38 17,67
15-50 Million 83 38.60
>50 Million 41 19,07

Total 215 100.00

Table 1 presents the demographic and business characteristics of the 215 respondents.
In terms of occupation, the majority of respondents were owners/managers (73.02%),
while 26.98% were employees. Regarding business type, culinary businesses
represented the largest group (34.88%), followed by fashion (28.37%), crafts/handicrafts
(18.60%), and other creative industries, including design and digital content,
applications, and music (18.14%). Most businesses had been operating for 4-6 years
(42.79%), followed by 1-3 years (33.49%), less than one year (13.02%), and more than
six years (10.70%). In terms of business size, 44.19% employed 5—10 people, 32.56%
employed more than 10 people, and 23.26% employed 1—4 people. Regarding monthly
revenue, the largest proportion of businesses generated IDR 15-50 million per month
(38.60%), followed by those earning less than IDR 5 million (24.65%), more than IDR 50
million (19.07%), and IDR 5-15 million (17.67%).

The findings indicate that the respondents were predominantly owners or managers of
relatively established creative SMEs, particularly in the culinary and fashion sectors.
Most businesses had operated for more than three years and employed at least five
employees, suggesting that the sample largely represents businesses with sufficient
operational experience and organizational capacity. Furthermore, the concentration of
respondents in the IDR 15-50 million monthly revenue category indicates a moderate
level of business activity. Overall, these characteristics provide an appropriate empirical
context for examining how sustainability-oriented business practices, including ESG
principles, are integrated into business operations and contribute to long-term business
performance.
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Measurement Model

The measurement model was assessed for construct validity and reliability using outer
loadings and Average Variance Extracted (AVE). Following Hair et al. (2022), outer
loadings above 0.70 and AVE values above 0.50 indicate adequate convergent validity,
confirming that the constructs reliably represent their indicators and are suitable for
structural model analysis.

Table 2. Validity Test Result

Loading Factor T statistics P values

CE1 <- Community Engagement 0.857 34.496 0.000
CE2 <- Community Engagement 0.821 27.039 0.000
CES3 <- Community Engagement 0.725 19.122 0.000
CE4 <- Community Engagement 0.892 58.057 0.000
CES <- Community Engagement 0.823 26.155 0.000
ENV1 <- Environtment 0.841 42.807 0.000
ENV2 <- Environtment 0.840 28.024 0.000
ENV3 <- Environtment 0.794 20.484 0.000
ENV4 <- Environtment 0.828 24.947 0.000
ENV5 <- Environtment 0.886 46.730 0.000
GOV1 <- Government 0.834 25.480 0.000
GOV2 <- Government 0.818 27.415 0.000
GOV3 <- Government 0.718 17.309 0.000
GOV4 <- Government 0.832 28.610 0.000
GOV5 <- Government 0.748 16.455 0.000
SC1 <- Social 0.842 36.729 0.000
SC2 <- Social 0.813 21.784 0.000
SC3 <- Social 0.905 52.577 0.000
SC4 <- Social 0.872 34.551 0.000
SC5 <- Social 0.831 21.108 0.000
SP1 <- SME's Performance 0.902 45.871 0.000
SP2 <- SME's Performance 0.817 24.028 0.000
SP3 <- SME's Performance 0.839 25.770 0.000
SP4 <- SME's Performance 0.843 26.706 0.000
SP5 <- SME's Performance 0.874 35.222 0.000
VCC1 <- Value Co-Creation 0.888 44.035 0.000
VCC2 <- Value Co-Creation 0.867 26.902 0.000
VCC3 <- Value Co-Creation 0.757 24113 0.000
VCC4 <- Value Co-Creation 0.744 18.298 0.000
VCCS5 <- Value Co-Creation 0.852 26.266 0.000

Table 2 presents the measurement-model validity results. Most indicators exhibited
factor loadings above the recommended threshold of 0.70, indicating satisfactory
convergent validity. The highest loadings were observed for SC3 (Social; 0.905) and SP1
(SME Performance; 0.902), demonstrating their strong representation of the respective
latent constructs. Furthermore, all indicators were statistically significant, with t-statistics
exceeding 1.96 and p-values < 0.001. Overall, these results confirm that the indicators
reliably and validly measure their respective constructs, providing an adequate
measurement foundation for subsequent structural model analysis.
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Table 3. Reliability Test Result

Cronbach's Composite Average variance extracted

alpha reliability (AVE)

Community 0.882 0.914 0.682
Engagement

Environtment 0.894 0.922 0.703

Government 0.850 0.893 0.627

SME's Performance 0.908 0.932 0.732

Social 0.906 0.930 0.728

Value Co-Creation 0.880 0.913 0.678

Table 3 presents the reliability and convergent validity results based on Cronbach’s
alpha, composite reliability (CR), and average variance extracted (AVE). All constructs
demonstrated strong internal consistency, with composite reliability values exceeding
0.89 and SME Performance recording the highest value (0.932). In addition, all AVE
values exceeded the recommended threshold of 0.50, with SME Performance (0.732)
and Social (0.728) showing the highest values. Overall, these results confirm satisfactory
internal consistency reliability and convergent validity, supporting the adequacy of the
measurement model for subsequent structural analysis. These results indicate that the
measurement model is reliable and suitable for structural model analysis (Hair et al.,
2022).

Table 4. Discriminant Validity Fornell Larcker Criterion
CE ENV GOV SP SC VCC

Community Engagement 0.826

Environtment 0.592 0.838

Government 0.571 0174  0.792

SME's Performance 0.809 0.615 0592 0.855

Social 0.707 0.312 0409 0.722 0.853
Value Co-Creation 0.823 0.607 0592 0.815 0.660 0.824

Table 4 presents the Fornell-Larcker criterion used to assess discriminant validity. The
square root of the AVE for each construct, represented by the diagonal values (e.g.,
Community Engagement = 0.826, Environment = 0.838, and SME Performance = 0.855),
exceeded its correlations with the other constructs. These results indicate satisfactory
discriminant validity, confirming that Environment, Social, Governance, Value Co-
Creation, Community Engagement, and SME Performance represent empirically distinct
constructs. Thus, the measurement model demonstrates adequate construct
distinctiveness for subsequent structural model analysis. These findings demonstrate
satisfactory discriminant validity and support the robustness of the measurement model,
consistent with Hair et al. (2022), providing a reliable foundation for subsequent structural
analysis (see Figure 2).
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Figure 2. Structural Model
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Table 5. R-Square and Q-Square Test

R2 Q?
Community Engagement 0.735 0.495
SME's Performance 0.874 0.629
Value Co-Creation 0.723 0.483

Table 5 presents the R and Q? values, indicating the model’s explanatory and predictive
power. The R? value for SME Performance (0.874) shows that 87.4% of its variance is
explained by the model, indicating substantial explanatory power. Similarly, Community
Engagement (R? = 0.735) and Value Co-Creation (R? = 0.723) demonstrate substantial
explained variance. Moreover, all Q? values were above zero—0.495 for Community
Engagement, 0.629 for SME Performance, and 0.483 for Value Co-Creation—confirming
the model’s predictive relevance. Overall, these results demonstrate strong explanatory
and predictive performance in explaining how ESG practices, value co-creation, and
community engagement contribute to creative SME performance.

Table 6. Effect Size (F-Square Test)

f-square
Community Engagement -> SME's Performance 0.286
Environtment -> Community Engagement 0.532
Environtment -> SME's Performance 0.060
Environtment -> Value Co-Creation 0.590
Government -> Community Engagement 0.314
Government -> SME's Performance 0.038
Government -> Value Co-Creation 0.395
Social -> Community Engagement 0.602
Social -> SME's Performance 0.088
Social -> Value Co-Creation 0.398
Value Co-Creation -> SME's Performance 0.188
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Table 6 presents the effect sizes (f?) of the structural relationships. The largest effects
were observed for Social - Community Engagement (f* = 0.602) and Environment —
Value Co-Creation (f = 0.590), indicating substantial contributions to their respective
endogenous constructs. In contrast, Governance — SME Performance (f2 = 0.038) and
Environment — SME Performance (f? = 0.060) showed relatively small direct effects,
suggesting that their influence on performance may operate more strongly through Value

Co-Creation and Community Engagement. Overall, the results hi

ghlight the particularly

important roles of social and environmental practices in fostering stakeholder
engagement and collaborative value creation within creative SMEs.

Table 7. Fit Model Summary

Saturated model

Estimated model

SRMR 0.063 0.064
d_ULS 1.822 1.931
d_G 1.282 1.312
Chi-square 1425.794 1430.352
NFI 0.753 0.752

Hypothesis Testing

Hypothesis testing was conducted using PLS-SEM in SmartPLS. Hypotheses were
supported when the bootstrapping results showed t-values > 1.96 and p-values < 0.05,
indicating significant relationships between constructs. This procedure provides robust

empirical evidence for evaluating the proposed model.

Table 8. Hypothesis Testing: Direct and Indirect Effects

Hyphotesi Variabel Relationship Path Coeff T statistics P values
S
Direct Effect
H1 Environtment -> Value Co- 0.426 11.024 0.000
Creation
H2 Social -> Value Co-Creation 0.378 8.070 0.000
H3 Government -> Value Co- 0.363 9.985 0.000
Creation
H4 Environtment -> Community 0.395 9.507 0.000
Engagement
H5 Social -> Community 0.454 10.691 0.000
Engagement
H6 Government -> Community 0.316 7.916 0.000
Engagement
Indirect Effect
H7 Environtment -> Value Co- 0.134 3.610 0.000
Creation -> SME's
Performance
H8 Social -> Value Co-Creation - 0.118 3.219 0.001
> SME's Performance
H9 Government -> Value Co- 0.114 3.797 0.000
Creation -> SME's
Performance
H10 Environtment -> Community 0.156 4.903 0.000

Engagement -> SME's
Performance
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H11 Social -> Community 0.180 4,731 0.000
Engagement -> SME's
Performance

H12 Government -> Community 0.125 4,524 0.000
Engagement -> SME's
Performance

Hypothesis Testing Results

Direct Effect

H1: Environmental Practices — Value Co-Creation. Environmental practices had a
positive and significant effect on value co-creation ( = 0.426, p < 0.001), supporting H1.
This finding indicates that environmentally responsible practices enhance creative
SMESs’ ability to engage customers and business partners in collaborative value creation
and innovation.

H2: Social Practices — Value Co-Creation. Social practices positively influenced value
co-creation (B = 0.378, p < 0.001), supporting H2. Socially responsible practices,
including local workforce empowerment and responsible employment practices, can
strengthen stakeholder trust and facilitate greater participation in knowledge sharing,
feedback, and collaborative innovation.

H3: Governance Practices — Value Co-Creation. Governance practices had a positive
and significant effect on value co-creation (B = 0.363, p < 0.001), supporting H3.
Transparency, accountability, and ethical business practices provide a trust-based
environment that encourages customers and business partners to participate in
collaborative value-creation activities.

H4: Environmental Practices — Community Engagement. Environmental practices
positively influenced community engagement (B = 0.395, p < 0.001), supporting H4.
Environmentally responsible initiatives appear to extend beyond internal operations by
strengthening SMEs’ relationships and engagement with local communities.

H5: Social Practices — Community Engagement. Social practices showed the strongest
effect on community engagement (B = 0.454, p < 0.001), supporting H5. This finding
highlights the importance of local employment, social responsibility, and community-
oriented practices in fostering stronger community participation and support.

H6: Governance Practices — Community Engagement. Governance practices positively
affected community engagement (8 = 0.316, p < 0.001), supporting H6. Transparent and
accountable governance can strengthen community trust and facilitate more open,
collaborative relationships between creative SMEs and their local stakeholders.

Indirect Effect

H7: Environmental Practices — Value Co-Creation — SME Performance. Value co-
creation significantly mediated the relationship between environmental practices and
SME performance (B = 0.134, p < 0.001), supporting H7. This suggests that
environmental practices enhance performance when translated into collaborative
innovation and value creation with stakeholders.

H8: Social Practices — Value Co-Creation — SME Performance. Value co-creation
significantly mediated the effect of social practices on SME performance (B = 0.118, p =
0.001), supporting H8. Socially responsible practices foster stakeholder collaboration,
which can strengthen innovation, competitiveness, and business performance.

H9: Governance Practices — Value Co-Creation — SME Performance. The indirect
effect of governance practices on SME performance through value co-creation was
significant (B = 0.114, p < 0.001), supporting H9. Transparent and accountable
governance facilitates collaborative value creation, thereby contributing to stronger
business performance.

H10: Environmental Practices — Community Engagement — SME Performance.
Community engagement significantly mediated the relationship between environmental
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practices and SME performance (8 = 0.156, p < 0.001), supporting H10. Environmental
initiatives can generate stronger performance outcomes when they foster active
community participation and support.

H11: Social Practices — Community Engagement — SME Performance. Community
engagement significantly mediated the relationship between social practices and SME
performance (f = 0.180, p < 0.001), supporting H11. Notably, this was the strongest
indirect effect, indicating that socially responsible practices create greater business
value when they strengthen community involvement and support.

H12: Governance Practices — Community Engagement — SME Performance.
Community engagement significantly mediated the relationship between governance
practices and SME performance (B = 0.125, p < 0.001), supporting H12. Transparent
and responsible governance strengthens community trust and engagement, which
subsequently contributes to SME performance and long-term competitiveness.

DISCUSSION

ESG Practices and Value Co-Creation

The findings demonstrate that all three ESG dimensions environmental, social, and
governance practices positively contribute to value co-creation, reinforcing the view that
sustainability practices can function as relational mechanisms rather than merely as
compliance requirements. This finding is consistent with Stakeholder Theory, which
suggests that responsible business practices strengthen stakeholder relationships and
facilitate participation in organizational value creation (Freeman, 1984; Donaldson &
Preston, 1995). It also supports Service-Dominant Logic, whereby value emerges
through interaction, resource integration, and collaboration among multiple actors (Vargo
& Lusch, 2004, 2016). More recent evidence similarly demonstrates that stronger ESG
performance facilitates value co-creation by strengthening trust-based relationships with
external stakeholders (Jiang & Lin, 2026). Importantly, Jiang and Lin (2026) identify the
social dimension as particularly influential, highlighting the importance of relationships
with employees, customers, and communities in collaborative value creation. Recent
SME research further shows that stakeholder engagement through dialogue,
participation, and inter-organizational cooperation facilitates sustainable value co-
creation (Matarazzo et al., 2025).

The positive role of environmental practices suggests that environmentally responsible
activities can become a platform for collaborative value creation. For creative SMEs,
practices such as sustainable sourcing, waste reduction, resource efficiency, recycling,
and environmentally responsible production can provide opportunities for customers and
business partners to contribute ideas and participate in developing more sustainable
products. This finding extends recent evidence showing that green value co-creation
enables SMEs to better convert environmental and green innovation capabilities into
business outcomes (Appiah et al., 2025). A recent systematic review likewise identifies
stakeholder collaboration and value co-creation as important mechanisms through which
SMEs translate green capabilities into environmental, economic, and social
performance. Thus, environmental responsibility should not be viewed solely as an
operational practice; it can become a collaborative resource through which SMEs
differentiate products and generate market value.

The significant effect of social practices further indicates that responsible relationships
with employees, customers, communities, and other stakeholders provide an important
relational foundation for value co-creation. Practices involving local employment,
employee welfare, fair treatment, community empowerment, and stakeholder
responsiveness can build trust and reciprocity, increasing stakeholders' willingness to
share knowledge, provide feedback, and participate in innovation. This interpretation is
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consistent with Matarazzo et al. (2025), who show that sustainable value co-creation in
SMEs is supported by open dialogue with customers and local communities, stakeholder
involvement, and cooperation with suppliers and institutional actors. It is also consistent
with Jiang and Lin (2026), who find that the social pillar plays a particularly prominent
role in explaining ESG-driven value co-creation.

Similarly, the positive influence of governance practices demonstrates that collaborative
value creation requires an institutional foundation of transparency, accountability, and
ethical conduct. For SMEs, where business relationships are often informal and highly
dependent on owner—manager relationships, governance practices can reduce
uncertainty and strengthen stakeholder confidence. Transparent decision-making,
ethical conduct, and openness to stakeholder input can therefore create a safer relational
environment for customers and partners to contribute knowledge and resources. This
finding complements Jiang and Lin's (2026) argument that ESG facilitates value co-
creation partly by reducing information asymmetry and strengthening trust-based
stakeholder relationships.

These findings are particularly relevant to Indonesian creative SMEs, whose competitive
value frequently originates from locally embedded resources such as traditional
craftsmanship, cultural knowledge, local commodities, community networks, and
customer relationships. Unlike larger firms, however, creative SMEs often face
constraints in finance, technology, managerial capabilities, and access to formal
innovation systems. Under such conditions, sustainability investments may not
automatically generate commercial returns. The challenge is therefore to convert
responsible environmental, social, and governance practices into stakeholder
participation and collaborative innovation. Evidence from developing-country SMEs
similarly shows that environmental investments generate stronger financial benefits
when firms possess complementary value co-creation capabilities (Appiah et al., 2025).
The findings therefore carry an important strategic implication. ESG creates value not
simply because creative SMEs adopt sustainable practices, but because those practices
can activate stakeholders as participants in the value-creation process. Environmental
responsibility provides shared sustainability goals, social responsibility strengthens
relational trust, and governance provides transparency and accountability; together,
these conditions enable customers, communities, and business partners to contribute
knowledge and resources to innovation. This is particularly urgent for Indonesian creative
SMEs facing increasingly sustainability-conscious markets while simultaneously
operating under resource constraints. ESG should therefore move beyond a compliance-
oriented approach toward a stakeholder-driven value-creation capability, through which
locally embedded resources and stakeholder relationships are transformed into
innovation, differentiation, and sustainable competitive value.

ESG Practices and Community Engagement

The findings demonstrate that environmental, social, and governance practices all
strengthen community engagement, indicating that ESG extends beyond internal
sustainability management to shape how creative SMEs interact with their surrounding
communities. This result is consistent with Stakeholder Theory, which emphasizes that
firms create sustainable value by developing mutually beneficial relationships with
multiple stakeholder groups (Freeman, 1984; Donaldson & Preston, 1995). It also
supports Legitimacy Theory, as responsible business practices can strengthen
organizational acceptance and stakeholder trust by aligning business conduct with
societal expectations. Recent evidence similarly highlights stakeholder engagement as
an important mechanism through which SMEs embed sustainability into collaborative
relationships and sustainable value creation (Matarazzo et al., 2025).
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Environmental practices appear to strengthen community engagement by creating
shared sustainability interests between SMEs and local stakeholders. For creative SMEs
that depend on local commodities and natural resources, responsible sourcing, waste
reduction, resource efficiency, and environmentally conscious production are often
directly visible to surrounding communities. Such practices can encourage community
participation while strengthening the perception that business growth is aligned with local
environmental interests. This is particularly relevant in Indonesia, where traditional
creative industries frequently operate within communities that simultaneously provide
labor, cultural knowledge, raw materials, and social legitimacy. Evidence from
Indonesian batik SMEs, for example, shows that ESG implementation includes material-
waste management alongside occupational health, safety, and community engagement,
illustrating the close connection between environmental responsibility and community-
based business practices (Amsal & Hastuti, 2025).

The particularly prominent role of social practices reinforces the relational nature of
creative SMEs. Local employment, employee welfare, fair treatment, community
empowerment, and socially responsible business practices create tangible benefits for
communities and can strengthen reciprocity, identification, and trust. This finding is
consistent with recent Indonesian evidence showing that the social pillar of ESG is
closely associated with community empowerment and engagement (Wati & Hermawan,
2025). More broadly, Matarazzo et al. (2025) demonstrate that sustainable value creation
in SMEs is supported by dialogue with local communities, community involvement, and
collaboration with customers and other stakeholders. Social responsibility therefore
appears to function not simply as an ethical obligation but as a relational capability that
connects creative SMEs with their local ecosystems.

Governance practices also contribute to community engagement by establishing
transparency, accountability, and trust. This finding is particularly important for SMEs,
where governance is often informal and strongly centered on owner-managers. Recent
evidence from Indonesian MSMEs indicates that ESG implementation remains
fragmented and context-dependent, with governance frequently relying on owner values
and relational trust rather than formalized structures (Pramono et al., 2026). In this
context, transparent communication, ethical decision-making, openness to stakeholder
input, and accountable business practices can reduce uncertainty and strengthen
community confidence. Consistent with this interpretation, recent Indonesian evidence
shows that both local community engagement and good corporate governance
contribute significantly to sustainable growth (Wulandari et al., 2025).

These findings are particularly significant for Indonesian creative SMEs, where business
competitiveness is often inseparable from local communities. Products such as batik,
handicrafts, traditional fashion, culinary products, and other locally rooted creative goods
derive value not only from physical inputs but also from cultural knowledge,
craftsmanship, authenticity, and community identity. Community engagement therefore
represents more than a social responsibility activity; it provides access to knowledge,
legitimacy, local networks, and collaborative resources that may be difficult for resource-
constrained SMEs to develop internally. The urgency is heightened by evidence that
Indonesian MSMEs continue to face limitations in ESG literacy, governance
formalization, resources, and institutional support, making locally grounded stakeholder
relationships particularly important for sustainability implementation.

Overall, the findings suggest that the three ESG dimensions perform complementary
roles in building community engagement: environmental practices create shared
sustainability interests, social practices strengthen reciprocity and community
identification, and governance practices provide the trust and accountability required for
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sustained collaboration. This extends the interpretation of ESG beyond compliance by
demonstrating its potential to function as a mechanism of social embeddedness. For
Indonesian creative SMEs, the strategic challenge is therefore not simply to adopt ESG
practices, but to ftranslate them into meaningful community relationships. Such
engagement is increasingly important for preserving local resources and cultural
authenticity while strengthening the legitimacy, resilience, and long-term
competitiveness of creative SMEs.

The Mediating Role of Value Co-Creation

The mediation results provide important evidence that value co-creation serves as a
mechanism through which environmental, social, and governance practices are
translated into creative SME performance. Rather than generating business value
automatically, ESG practices appear to become economically productive when they
stimulate interaction, resource integration, and collaborative value creation with
stakeholders. This finding supports Service-Dominant Logic, which conceptualizes value
as emerging through resource integration among multiple actors (Vargo & Lusch, 2004,
2008, 2016), and Stakeholder Theory, which emphasizes stakeholder relationships as a
foundation for sustainable value creation (Freeman, 1984; Donaldson & Preston, 1995).
It is also consistent with recent evidence showing that ESG performance can strengthen
value co-creation through trust-based stakeholder relationships (Jiang & Lin, 2026).

For environmental practices, the mediation effect suggests that initiatives such as
responsible sourcing, resource efficiency, waste reduction, and sustainable production
generate stronger business outcomes when stakeholders are involved in transforming
these initiatives into new products, processes, and market value. This finding is
consistent with Appiah et al. (2025), who demonstrate among SMEs in a developing
economy that green value co-creation enables firms to better orchestrate green process
innovation and enhance its financial benefits. Recent evidence also indicates that value
co-creation, facilitated by stakeholder collaboration, can help SMEs convert green
capabilities into broader sustainability outcomes (Appiah et al., 2025). Thus,
environmental responsibility becomes strategically valuable not simply through efficiency
gains, but through the firm's ability to collaboratively transform sustainability initiatives
into differentiated market offerings.

The mediation of social practices through value co-creation further highlights the
relational foundation of sustainable SME performance. Practices related to employee
welfare, local employment, fair treatment, social responsibility, and stakeholder
responsiveness can strengthen trust and reciprocity, but their business value becomes
greater when these relationships generate knowledge sharing, customer feedback,
collaborative problem solving, and innovation. This interpretation is consistent with Jiang
and Lin (2026), who find that the social pillar has the strongest association with value co-
creation among the ESG dimensions, emphasizing the importance of relationships with
employees, customers, and communities. Matarazzo et al. (2025) similarly demonstrate
that sustainable value co-creation among SMEs emerges through dialogue with local
communities and customers, stakeholder involvement, and collaboration with suppliers
and institutional actors.

Similarly, the mediation of governance practices indicates that transparency,
accountability, ethical conduct, and openness to stakeholder input create conditions that
facilitate collaborative value creation. Governance itself may not generate innovation or
market value directly; rather, it reduces relational uncertainty and provides the trust
required for customers, suppliers, and business partners to share knowledge and
resources. This interpretation complements Jiang and Lin (2026), who show that ESG
facilitates value co-creation partly through stronger trust-based stakeholder relationships
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and reduced information constraints. Governance can therefore be understood as an
enabling infrastructure for co-creation rather than merely an administrative or compliance
mechanism.

These mediation effects are particularly important in the context of Indonesian creative
SMEs. Creative businesses frequently depend on combinations of local commodities,
craftsmanship, cultural knowledge, customer insights, and stakeholder networks.
However, resource constraints can limit their ability to independently convert ESG
investments into commercially valuable innovations. This challenge is consistent with
recent SME literature showing that sustainability outcomes depend not only on
possessing green resources or capabilities, but also on firms' ability to mobilize them
through stakeholder collaboration and value co-creation (Appiah et al., 2025). A recent
systematic review of 108 studies similarly concludes that value co-creation and
stakeholder collaboration play important roles in enabling SMEs to integrate
sustainability into their business models and improve environmental, economic, and
social performance.

The urgency of this finding lies in the risk that ESG adoption among resource-constrained
creative SMEs becomes symbolic or operationally isolated from market value creation.
Investments in sustainable materials, employee welfare, community responsibility, or
transparent governance may impose additional costs without generating proportional
business returns if customers and other stakeholders remain passive. Value co-creation
addresses this challenge by transforming stakeholders from recipients of ESG initiatives
into active contributors to product development, innovation, knowledge sharing, and
market differentiation. Evidence from developing-country SMEs supports this
mechanism, showing that value co-creation can strengthen the performance benefits
derived from sustainability-related capabilities and innovation (Appiah et al., 2025).

Overall, the mediation findings refine the conventional ESG—performance argument. The
strategic value of ESG lies not merely in adopting responsible practices, but in what
creative SMEs are able to do with those practices through stakeholder collaboration.
Environmental practices provide sustainability-related resources and opportunities,
social practices create relational trust and reciprocity, and governance practices provide
transparency and accountability; value co-creation subsequently converts these
foundations into innovation and market value. The findings therefore position value co-
creation as a stakeholder-based conversion mechanism through which ESG practices
become economically productive, providing a more nuanced explanation of how
sustainability contributes to the performance and long-term competitiveness of creative
SMEs.

The Mediating Role of Community Engagement

The mediation results demonstrate that community engagement is an important
mechanism through which environmental, social, and governance practices are
translated into creative SME performance. These findings extend the conventional ESG—
performance perspective by showing that responsible practices generate stronger
business value when they strengthen firms’ relationships with local communities. From
a Stakeholder Theory perspective, communities are not merely recipients of corporate
responsibility initiatives but strategic stakeholders that provide knowledge, resources,
legitimacy, networks, and social support (Freeman, 1984; Donaldson & Preston, 1995).
This interpretation is consistent with recent SME research showing that stakeholder
engagement through open dialogue, community involvement, and multi-actor
collaboration supports sustainable value creation and competitive advantage (Matarazzo
et al., 2025).
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The mediating role of community engagement in the environmental practices—
performance relationship suggests that environmental responsibility becomes more
economically valuable when it generates community participation and support. Practices
such as responsible sourcing, waste reduction, resource efficiency, and environmentally
responsible production can create shared interests between SMEs and communities,
particularly when local livelihoods and natural resources are closely interconnected.
Community involvement can subsequently provide local knowledge, legitimacy, and
collaborative resources that help SMEs transform environmental initiatives into stronger
market positioning and sustainable business outcomes. Importantly, recent Indonesian
evidence indicates that sustainability outcomes are not necessarily driven by
environmental technology alone; social and institutional mechanisms, particularly local
community engagement, can play a critical role in generating sustainable growth
(Wulandari et al., 2025).

The mediation of social practices through community engagement is particularly
important because it represents the most prominent indirect pathway among the
community-engagement mechanisms examined. This suggests that social responsibility
creates business value not only through internal employee-related benefits but also by
strengthening the SME’s embeddedness within its surrounding community. Local
employment, fair treatment, community empowerment, and socially responsible activities
can generate reciprocity and trust, which encourage communities to provide knowledge,
advocacy, collaboration, and continued support. Matarazzo et al. (2025) similarly show
that SME sustainability-oriented engagement is characterized by dialogue with local
communities and customers, direct involvement of communities and employees, and
cooperation with broader ecosystem actors. This finding therefore positions community
engagement as a relational bridge between social responsibility and business
performance, rather than treating social ESG merely as an ethical obligation.

Community engagement also mediates the relationship between governance practices
and SME performance, indicating that transparency and accountability generate greater
business value when they are recognized and reciprocated by local stakeholders. For
small firms, where formal governance mechanisms may be less developed than in large
corporations, transparent communication, ethical decision-making, and openness to
stakeholder input can strengthen community trust and legitimacy. Such trust can facilitate
cooperation, reduce relational uncertainty, and strengthen access to community-based
resources and networks. This interpretation is supported by recent evidence from
Indonesia showing that both local community engagement and good corporate
governance contribute significantly to sustainable growth (Wulandari et al., 2025).

These mediation effects are particularly relevant to Indonesian creative SMEs because
their competitiveness is often socially and culturally embedded. Batik, handicrafts,
traditional fashion, culinary products, and other locally rooted creative industries
frequently depend on community-based craftsmanship, cultural knowledge, local
commodities, informal networks, and place-based identity. Consequently, communities
may simultaneously function as suppliers of knowledge and labor, custodians of cultural
authenticity, customers, collaborators, and sources of legitimacy. This differs from a
conventional firm-centric model in which communities are treated primarily as external
beneficiaries of corporate social responsibility. For locally embedded creative SMEs,
community relationships can constitute part of the firm's strategic resource base.

However, this dependence also creates an important challenge. Creative SMEs often
operate under resource, managerial, technological, and market constraints, while
community relationships may remain informal and dependent on personal networks.
Indonesian evidence shows that MSMEs continue to face constraints in managerial
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capabilities, innovation, and community participation, particularly when attempting to
develop culturally rooted businesses. Under these conditions, ESG initiatives may
remain fragmented or symbolic unless SMEs develop mechanisms that enable
communities to participate meaningfully in sustainability activities, product development,
local sourcing, cultural preservation, and business decision-making. Community
engagement therefore needs to move beyond occasional CSR activities toward
sustained dialogue, participation, and mutually beneficial collaboration.

Overall, the findings reveal that community engagement functions as a stakeholder-
based conversion mechanism through which ESG practices become business value.
Environmental responsibility creates shared ecological interests, social responsibility
builds reciprocity and community identification, and responsible governance strengthens
trust and legitimacy. Community engagement subsequently converts these ESG
foundations into access to local knowledge and resources, stakeholder support,
legitimacy, resilience, and ultimately stronger SME performance. The findings therefore
suggest that for locally embedded creative SMEs, sustainability is not solely a firm-level
capability; it is also a community-embedded capability created through relationships
between businesses and the local ecosystems in which they operate.

CONCLUSION

This study demonstrates that ESG practices constitute an important strategic foundation
for strengthening the performance and long-term competitiveness of creative SMEs.
Environmental, social, and governance practices contribute not only to responsible
business conduct but also to stronger stakeholder relationships and collaborative value
creation. More importantly, the findings reveal that the business value of ESG does not
arise merely from its adoption. Rather, ESG becomes economically productive when
sustainability practices activate stakeholders through value co-creation and community
engagement. These two mechanisms enable creative SMEs to transform environmental
responsibility, social commitment, and responsible governance into innovation,
stakeholder support, resource access, legitimacy, and ultimately stronger business
performance. The strong explanatory and predictive power of the structural model further
supports the relevance of this stakeholder-based perspective in explaining sustainable
performance among creative SMEs.

The findings therefore extend the conventional ESG - performance perspective by
identifying two complementary pathways through which ESG creates business value.
Value co-creation represents a collaborative value-creation pathway, through which
customers and business partners contribute knowledge, feedback, resources, and ideas
to innovation. Community engagement represents a community-embedded relational
pathway, through which sustainability practices strengthen trust, legitimacy, local
participation, and ecosystem support. This distinction is particularly relevant to
Indonesian creative SMEs, whose competitiveness is often rooted in local commodities,
craftsmanship, cultural knowledge, community relationships, and place-based identity.
Thus, sustainability in creative SMEs should not be viewed solely as an internal
organizational capability, but also as a stakeholder- and community-embedded
capability.

From a managerial perspective, creative SMEs should move beyond viewing ESG as a
compliance requirement or moral obligation and integrate it into their core value-creation
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strategy. Firms should actively involve customers, communities, suppliers, and business
partners in product development and sustainability-oriented innovation; prioritize
resource efficiency, responsible waste management, local employment, and community
empowerment; and strengthen transparency, accountability, and ethical decision-
making. Community engagement should also move beyond occasional social initiatives
toward continuous dialogue, participation, and mutually beneficial collaboration. Such
practices can help resource-constrained SMEs mobilize external knowledge and
capabilities while strengthening stakeholder trust and market legitimacy.

Overall, the study suggests that the strategic challenge for creative SMEs is not simply
to adopt ESG, but to convert ESG into value. This requires firms to connect responsible
environmental, social, and governance practices with collaborative innovation and
meaningful community participation. For Indonesian creative SMEs facing increasing
sustainability expectations, market competition, and resource constraints, embedding
ESG within stakeholder relationships offers a viable pathway toward greater resilience,
differentiation, and sustainable competitive performance. In this sense, ESG provides
the sustainability foundation, while value co-creation and community engagement
provide the mechanisms through which that foundation is transformed into enduring
business value.

LIMITATION

Despite its contributions, this study has several limitations that provide opportunities for
future research. First, the cross-sectional design limits the ability to capture how ESG
practices, value co-creation, community engagement, and SME performance evolve
over time; longitudinal studies are therefore needed to examine their dynamic and
potentially causal relationships. Second, the study relies on self-reported data from SME
owners or managers, which may introduce common method and social desirability
biases. Future research could incorporate objective performance indicators and data
from multiple stakeholders, including employees, customers, and local communities.
Third, the study focuses on creative SMEs in Java, Indonesia, which may limit the
generalizability of the findings to other regions, industries, and institutional contexts.
Comparative studies across regions, countries, and creative subsectors would
strengthen external validity. Finally, future research could examine additional boundary
conditions, such as digital capabilities, innovation capability, stakeholder pressure,
organizational resilience, and institutional support, to determine when and under what
conditions ESG is most effectively transformed into business value.
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