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Abstract. This empirical research investigates the influence of service innovation on
the performance of service SMEs, especially within the context of a country with an
emerging economy as it is the case of Mexico. Data were collected through a survey
instrument designed and distributed among service SMEs in the Aguascalientes state of
Mexico to test a hypothesis formulated from the literature review conducted. The
instrument was validated using Confirmatory Factor Analysis, Cronbach’s alpha test
and the Composite Reliability Index to ensure its reliability. The hypothesis was tested
using structural equation modelling (SEM) using an as input 308 valid responses
obtained from the survey. In general, the results obtained show that service innovation
has a positive and significant effect on the performance of service SMEs. Specific
research related to service innovation in service SMEs is limited. This paper therefore
fills this research gap by expanding the limited body of knowledge in this field.
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1 Introduction

The concept of innovation has been recognized for decades in the literature of business and
management sciences as one of the essential resources to achieve higher competitive advantages,
not only in manufacturing enterprises but also in service companies [1]. Therefore, innovation in
service enterprises has had an important growth and dynamism in the scholarly literature since the
end of the previous and the beginning of this century. However, it is important to highlight that a
high percentage of the empirical and theoretical research which has been published in the scholarly
literature has been mostly focused on transnational and large enterprises; with only a limited
number of investigations focusing on small and medium-sized service enterprises (SMSES) [2].
Consequently, innovation in service enterprises has become, in the current literature, as one of
the most relevant topics to improve in order to achieve a high level of business growth since
innovation in services has focused on the creation of more and better competitive advantages [3].
Innovation in services has also been analyzed from a perspective of a predecessor of internal and
external business innovation and the existing relation with firm performance that enterprises have
achieved [2]. For that reason, de Brentani [4] concluded that companies that carry out



modifications or improvements in their services generally have more benefits as well as higher
performance which allow them to increase their innovation activities.

In this regard, innovation in processes is considered in the analysis and discussion of services
innovation not only as an essential element that shows a strong organizational structure but also as
a sequential process [4,5] or a circular unstructured process in order to obtain a higher level of
services innovation [6]. This sequential process can produce better results as well as a significant
increase in the performance of service enterprises [7].

Similarly, it is possible to observe the development and implementation of processes innovation
of new services in the literature, where the details are generally specified as well as the interactive
activities, the negotiation and decision making which are present not only in the services
innovation but also in firm performance [8]. Thus, there is theoretical and empirical evidence in
the literature of business and management sciences that innovation in service enterprises is much
more dynamic and has evolved at a faster pace that innovation in manufacturing enterprises [9].

However, relatively few publications have analyzed service innovation in SMEs, so it is
necessary to increase the theoretical and empirical evidence of innovation activities within the
context of service SMEs [10]. According to von Koskull and Strandvik [7], it is necessary to
analyze and discuss what is really happening in service innovation and processes innovation in
service SMEs. Therefore, the main contribution of this research is the analysis and discussion of
the existing relation between services innovation and performance of service SMEs in a country
with an emerging economy as it is the case of Mexico, and as it suggested by Perks et al. [10] and
Tuominen and Toivonen [11].

2 Literature Review

There is a variety of definitions regarding the concept of services, but if the reader considers the
definition coined by Sampson and Froehle [12] then it is possible to establish that services can be
defined as a clear combination of co-produced resources and processed based on the provision of
personal services. Similarly, this definition of services is based on the same processes that require
the services which define accurately the importance of final clients and consumers in the processes
of services creation [12].

Similarly, the services sector is usually one of the biggest economic sectors in both developed
and developing countries. That is why service innovation is one of the essential elements that
allow a higher level of growth and firm performance [13]. Moreover, in the literature it is possible
to observe an important increase in theoretical and empirical investigations regarding services
innovation in the last decade, which indicates that several research papers from the area of
innovation are focusing more in the services rather than in the manufacturing sector [14,15,16].
This shows the importance that services innovation has in the current literature.

In this regard, the context of the concept of services is changing with the creation of the
concept of new services or services innovation. These usually refer to the creation of completely
different services that entirely satisfy the needs of the clients segments that have a lot of interest in
getting intensive services in new knowledge [17]. As a result, service innovation researches are
usually associated to the creation of new knowledge into enterprises and with the increase of
competition of companies [18], as well as the growth of the development of new products [19] and
the ability to innovate in the service enterprises [20].

The existing relationship between services innovation and firm performance has been analyzed
and discussed marginally in the literature of innovation when compared to the innovation of
manufactured products. This is because services do not have a physical component, it is
complicated that consumers obtain immediate benefits after their purchase and it is difficult that
they distinguish the components of services innovation [2]. Therefore, Voss et al. [21] established
that service innovation probably takes more time to create positive effects in performance of the



services sector when compared to the innovation of manufactured products in enterprises from the
manufacturing industry.

Consequently, services are frequently perceived as basic by clients and consumers but the
improvement, change or innovation in services is not as tangible as the innovation of
manufactured products [2], even when innovation is usually much easier to implement in the
services sector than in manufacturing enterprises, but at the same time it is also easier to be copied
by the main competitors in service enterprises [21]. This situation can be the main reason as to
why service enterprises have a lower number of innovation projects, especially regarding radical
innovation, than manufacturing enterprises. As a result, it will be necessary to emphasize more
services innovation as it also produces different economic and financial benefits, just like their
counterpart from the manufacturing sector [21].

Thus, it is not surprising that in the literature of business and management sciences it is
suggested that innovation in manufacturing SMEs produces similar benefits to the ones of service
SMEs, except for the amount of innovations introduced to the market [22]. Therefore, the
literature considers innovation as one of the business strategies that allow the significant increase
of a number of competitive advantages as well as the level of performance in service SMEs [2]. As
a result, both researchers and scholars have an area of opportunity to carry out empirical and
theoretical investigations that focus on services innovation and the effects on firm performance,
and in this way take advantage of the modifications and opportunities provided by this important
sector [15].

Similarly, forthcoming theoretical and empirical investigations about services innovation will
have to consider the difference between the diverse types or categories of services, the analyses
made and their effects on the performance or organization [15,23]. Upon this idea, Menor et al.
[15] concluded that there is a gap in the literature about understanding the operationalization of the
background of service innovation and its effects on firm performance. Moreover, it is not only
necessary to differentiate the types of services in the literature but also consider the existing effects
of the relationship between service innovation and the level of performance that enterprises have
in the services sector [2].

Within this perspective, the categorization of services usually reflects the effects that
discontinuous (radical) innovation and continuous (incremental) innovation have on service
innovation [4], since the radical services innovation is completely different from the incremental
services innovation [2]. Thus, Oke [24] considered that most enterprises of the service sector focus
more on incremental innovation, which is commonly associated to firm performance. Similarly,
Lubatkin et al. [25] discussed that services innovation is more incremental in SMEs since this
provides them with a higher level of firm performance. Accordingly, Oke et al. [26] also
considered that service innovation is mostly incremental because it produces a higher level of firm
performance. Therefore, at this point it is possible to establish the following research hypothesis:

H1: The higher the level of service innovation, the higher level of firm performance

3 Methodology

The business directory of the ‘Sistema de Informacion Empresarial Mexicano’ 2016 (Mexican
Business Information System) for the Aguascalientes State was used to determine the size of the
service enterprises that were considered for this empirical research. This directory had a register of
1,334 service enterprises between 5 and 250 employees by January 2016. Therefore, the sample
contained 308 enterprises with a reliability level of 95% and a maximum level of error of £5%. A
questionnaire was designed, validated and distributed to the 308 selected enterprises by means of a
simple random sampling method from January to April, 2016. The questionnaire collected data



regarding the characteristics of service enterprises, the innovation activities in the previous two
years as well as the firms” performance.

In order to measure service innovation, managers were asked to indicate if the enterprise had
carried out innovation activities in the previous two years. In order to measure the importance of
innovations, managers were asked to evaluate the innovation in services, processes and
management systems with seven items by means of a five-point Likert scale (from 1 = Not
Important to 5 = Very Important as their limits). The scale was adapted from those developed by
Frishammar and Horte [27] and Madrid-Guijarro et al. [28]. Regarding the measurement of firm
performance, it was measured with eight traditional indicators constructed from the perception of
the managers of service SMEs about their competitive position regarding market share,
profitability and productivity [29]. These eight questions were also measured by means of a five-
point Likert scale (from 1 = Not Important to 5 = Very Important) as their limits.

Similarly, in order to evaluate the reliability and validity of the two scales of this empirical
investigation, a Confirmatory Factor Analysis (CFA) of second order was carried out by using the
method of maximum likelihood with the software EQS 6.2. Moreover, the reliability was
evaluated by means of Cronbach’s alpha and the Composite Reliability Index (CRI) proposed by
Bagozzi and Yi [30]. The results obtained are presented in Table 1 and they indicate that the model
had a good adjustment of data (S-BX? = 205.576; df = 80; p = 0.000; NFI = 0.924; NNFI = 0.941;
CFI = 0.953; y RMSEA = 0.061). The values of Cronbach’s alpha and the CRI were higher than
0.7, which provided evidence of reliability and it justified the internal reliability of the scales of
the theoretical model [31].

Additionally, the suggestions made by Chou et al. [32] were observed for the corrections of
statistics when it is assumed that the normalcy of the scales is present. Robust statistics were used
in order to provide better evidence of the statistical adjustments of the scales [31]. As evidence of
convergent validity, the CFA results of second order indicated that all the items of the related
factors were significant (p < 0.01). The size of all the standardized factorial loads were above 0.60
[30] and the Extracted Variance Index (EVI) of each pair of constructs from the theoretical model
had a value above 0.5 as suggested by Fornell and Larcker [33]. This indicated that the theoretical
model had a good adjustment of data.

Table 1. Internal consistency and convergent validity of the theoretical model

. N Factorial | Robust | Cronbach’s
Variable Indicator Loading | t-Value Alpha CRI EVI

1 1 F kK a
Services Innovation | INS1 0.919 1.000 0.835 0837 0.722

(F1) INS2  [0.774%**| 20.561

Processes Services INP1 0.842%** [ 1.0002
Inn;);'za;lon mpe2 o247 | 18560 0.760 0.762 0.617

Management ISG1  [0.711%**| 1.0002

Systems Services ISG2 | 0.804%** | 15.776 0.843 0.844 0.646
Innovation (F3) ISG3 0.886%** | 17.355
F1 0.865%**| 7131
F2 0.832%%*| 7388 0.876 0.877 0.705
F3 0.819%** | 6.680
RENI1 0.780%** | 1.0002
REN2 0.826%** | 20.753
REN3 0.801%**| 16.472
. REN4 0.753%** | 15340
Firm Performance RENS |0 714%%% | 13.200 0.913 0.914 0.671
RENG6 0.744%%* | 13.664
REN7 0.713%** | 14.847
RENS8 0.707%%%| 14.221
S-BX? (df=83) =205.576; p <0.000; NFI=0.924; NNFI=0.941; CFI=0.953;

RMSEA =0.061

2= Parameters limited to this value in the identification process.

Services Innovation
Activities

% =p < 0,01



Regarding evidence of the discriminant validity, the measurement was provided by two tests
that can be seen in Table 2. Firstly, with an interval of 95% of reliability, none of the individual
latent elements of the matrix of correlation had a value of 1.0 [34]. Secondly, the EVI between
each pair of constructs was higher than their corresponding variance [33]. Based on these criteria,
it was concluded that the different measurements used in this research provided enough evidence
of reliability and discriminant validity.

Table 2. Discriminant validity of the measurement of the theoretical model

Variables Services Innovation Firm Performance
Services Innovation 0.705 0.158
Firm Performance 0302 - 0494 0.671

The diagonal represents the Extracted Variance Index (EVI), while above of the diagonal the
variance is shown (square correlation). Below of the diagonal, the estimation of the correlation of
the factors with confidence interval of 95% is shown.

4 Results

A structural equation model (SEM) of second order was used in order to answer the hypothesis
stated in this research by using the software EQS 6.2 [35]. Similarly, the nomological validity of
the theoretical model was analyzed through the Chi-square test. It was mostly based on the
comparison of the results obtained from the theoretical model and the measurement model whose
results were statistically not significant between the Chi-square of both models. This provided an
explanation of the relationships observed between the constructs of the latent variables of the two
models [34]. The results obtained by using the SEM of second order are presented in Table 3.

Table 3. SEM results of the theoretical model

. . . Standardized Robust t-
Hypothesis Structural Relationship Coefficient Value
HI1: 'Tht’: h1gher. level 'of Service L N Fim
service innovation, higher 0.435%%* 4.430
level of firm performance. Performance

S-BX? (df = 80) =185.936; p < 0.000; NFI=0.932; NNFI=0.947; CFI=0.960;
RMSEA =0.058

% =P <0.01

Regarding the research hypothesis stated in this investigation Hi, shown in Table 3, it can be
seen that the results obtained (B = 0.435 p < 0.01) indicated service innovation has significant
positive results on the performance of service SMEs. In other words, service innovation activities
(innovation in services, processes and management systems of services sector) that are adopted
and implemented in service SMEs are good indicators to achieve a better level of firm
performance. This would support service SMEs in achieving the necessary economic and financial
resources to keep on with innovation activities.

5 Discussion and Conclusions

Considering the results obtained in this empirical research, it is possible to conclude on two main
aspects. Firstly, it is possible to measure services innovation activities through three activities:
services innovation, processes of services innovation and management systems of services



innovation. Therefore, it is important to consider that if executives of service SMEs want to adopt
and implement innovation as a business strategy, and as part of their everyday activities, then they
will have to develop activities related not only to service innovation but they will also have to pay
special attention to innovation in processes that are needed for the production of services, as well
as to implement systems that improve their management.

Secondly, since service innovation is regarded as a strategy that creates several benefits for
enterprises, especially SMEs, then it is possible to conclude that enterprises that adopt and
implement innovation activities as part of their routine will have more possibilities of significantly
improving their level of firm performance. This will provide them with the basic economic and
financial resources needed to keep on developing service innovation, and even SMEs will have the
necessary conditions to implement radical innovation in their services by creating new services
that do not currently exist in the market. Thus, they will be able to dethrone their main competitors
as well as to significantly increase their firm performance.

Similarly, these results have several implications for both managers and service enterprises
themselves. One of these implications is that, in general, the innovation activities carried out by
service SMEs, not only in Mexico but in other countries, are focused only on the modifications or
improvements of existing services in the organization (incremental innovation); that is why it is
not possible to establish that service SMEs are innovative. Conversely, it cannot be said that
service SMEs that develop new services (radical innovation) are the only innovative enterprises.
Innovation does not refer exclusively to create services but also to change or improve the existing
ones. Therefore, any SME that produces a modification, an improvement or creates a new service
can be considered as an innovative enterprise.

Likewise, it is also possible to state that, considering the results obtained in this research,
service SMEs that make modifications or improvements to their services, processes and
management services, have higher possibilities of adopting and implementing the necessary
activities to achieve a higher level of innovation and, consequently, significantly increase their
level of firm performance. However, it is important to consider that in Mexico, just like other
countries in Latin America, around 70% of service SMEs have an organizational structure based
on their families, they include their own members in executive positions and they are managed by
the families. As a result, decisions taken are controlled by the family that owns the enterprise and
workers and employees are considered as part of the family.

In this regard, managers of service SMEs have to change the organizational culture of their
companies in order to adapt it to the innovation activities as it is necessary for their employees and
workers to suggest solution alternatives, not only to address the main problems faced by the
organization but also to improve services. Therefore, the organization needs to create an
environment that promotes team working, the participation of all employees in the design of
innovation activities, and the freedom to express their ideas to produce changes or improvements
in the creation of services, processes and management services. As a result, enterprises will be in a
better position to increase incremental service innovation and the level of the firm’s performance
without further complications.

Additionally, managers of service SMEs will need to find a way to increase the innovation
activities of their enterprises because this will determine their success. In a similar trend, managers
will also have to find methods to have a better control on innovation activities. This will need the
use of different training programs to improve innovation activities from government offices,
business boards and associations. This will determine the level of a firm’s performance as well as
its growth, development and survival.

Finally, the results of this investigation provide enough theoretical and empirical evidence that
proves that service innovation, processes and management services have different benefits for
enterprises of the services sector. Therefore, managers will have to create in the organizations an
environment with a positive and pro-positive attitude in the innovation of services and avoid as
much as possible a “resistance to change” attitude from workers and employees and provide the



necessary modifications demanded by the market, clients and final consumers. This will align the
organizational culture of innovation with the general strategies of service SMEs.

By contrast, this empirical research has several limitations that are important to consider. The
first one is related to the sample as the enterprises that were selected had between 5 and 250
workers. Further investigations will need to take into account enterprises with less than five
workers as they represent more than half of SMEs in Mexico. A second limitation is that the
questionnaire was distributed, exclusively, to service SMEs from the Aguascalientes State region,
but a high concentration of this type of enterprises in located in the country’s capital city. Further
investigations can replicate this research in other states, or even countries, to expand and compare
the results obtained from this study.

A third limitation is linked to the scales used for the measurement of service innovation and
firm performance. In this case, only seven items were used to measure the information of services
and eight items to measure firm performance. Future investigations can develop and use other
scales to verify the results obtained. A fourth limitation is that only qualitative variables were
considered for the measurement of barriers for innovation and innovation itself. Further researches
will need to consider the use of quantitative variables such as investment in research &
development in order to verify if there are significant differences in the results obtained.

Finally, a fifth limitation is that the questionnaire was distributed only to managers of service
SMEs. This created the assumption that they had a lot of knowledge about innovation activities
and firm performance, so further investigations will need to apply the same questionnaire to
employees, clients and suppliers of enterprises to verify the results obtained.
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