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Innovation among small and medium enterprises (SMEs) has been the popular research 

topic of many researchers in the past decades due to its significant contribution to 

economic growth. However, according to the OECD Review of Innovation Policy in 

2011, Malaysia has yet to enter a stage of innovation-led growth in the last decade. 

This phenomenon suggests that some practical gaps should be filled, where sources 

that improve innovativeness of SMEs should be examined in order to successfully 

promote innovation-led growth amongst SMEs in Malaysia. Using Resource-Based 

View (RBV) as underpinning theory, this study examines the relationship between 
sources of innovation, innovation and firm performance in the context of 

manufacturing and service sector of Malaysia SMEs. A total of 125 samples were used 

in data analysis using partial least squares (PLS) techniques for hypothesis testing. The 

findings of the hypothesis testing showed that R&D strategy, strategic relationship and 

customer relationship have positive impact on innovation where strategic leadership 

was the most influencing source of innovation. Meanwhile, government support and 

supplier also have indirectly impact on innovation through the mediating effect of 

R&D strategy. The findings also showed that innovation significantly contributed to 

firm performance, at the same time it plays vital mediator role in the model. It is 

concluded that all the sources in the framework are important contributors to 

innovation and firm performance except learning orientation. 
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Inovasi di kalangan perusahaan kecil dan sederhana (PKS) telah menjadi topik 

penyelidikan popular sejak dekad yang lalu disebabkan oleh sumbangannya yang 

penting ke atas pertumbuhan ekonomi. Tetapi, menurut  Dasar Inovasi OECD pada 

tahun 2011, Malaysia masih belum mencapai tahap pertumbuhan yang diterajui 

inovasi. Fenomena ini menunjukkan bahawa beberapa kekurangan praktikal yang 

harus diperbaiki, di mana sumber yang meningkatkan inovasi antara PKS perlu 

diperiksa untuk menggalakkan pertumbuhan inovasi PKS di Malaysia. Berdasarkan 

kepada teori Sumber-Asas, kajian penyelidikan ini mengkaji hubungan antara sumber 
inovasi, inovasi dan prestasi firma dalam sektor pembuatan dan perkhidmatan antara 

PKS di Malaysia. Sejumlah 125 sampel telah digunakan dalam analisis data dengan 

menggunakan teknik partial least squares (PLS) untuk ujian hipotesis. Penemuan ujian 

hipotesis menunjukkan bahawa penyelidikan dan pembangunan (R&D), kepimpinan 

strategik dan hubungan pelanggan mempunyai kesan positif terhadap inovasi. 

Sementara itu, sokongan kerajaan dan hubungan dengan pembekal juga memberi kesan 

secara tidak langsung kepada inovasi menerusi kesan pengantara strategi R&D. 

Keputusan kajian juga menunjukkan bahawa inovasi sangat penting kepada prestasi 

firma, pada masa yang sama ia memainkan peranan penting sebagai pengantara dalam 

model. Disimpulkan bahawa kesemua sumber dalam rangka kerja kajian ini adalah 

penyumbang penting dalam inovasi dan prestasi firma kecuali orientasi pembelajaran. 
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CHAPTER 1 

 

 

1 INTRODUCTION 

 

 
This chapter is mainly to introduce the background of study regarding the importance 

of innovation and the need to be innovative in the competitive business environment 

based on the literature review. Some issues related to the growth of SMEs and the gaps 

in the existing body of knowledge will be address in order to specify some objectives 

to achieve at the end of this study. Lastly, the significance of the study in practice and 

theory will be explained, followed by scope and limitation of study.   

 

 

1.1 Background of Study 

 

 

The importance of innovation has become significant as more emphasis on innovation 
and technology to drive the country’s growth has taken place. Schumpeter (1983) 

reveals that innovation stimulates economic growth which includes increase in national 

income, saving and population. In Malaysia, growth is entrusted with the development 

of small and medium enterprises (SMEs) in the country. In 2016, the SMEs growth by 

5.2% has contributed to 36.6% of the country overall GDP growth (SME Annual 

Report, 2016/2017). The average annual growth rate of SMEs in the past six years was 

6.5% which was higher than the average growth 5.1% of the overall economy. The 

high growth was mainly contributed by service sector, especially tourism industry.  

 

 

According to the Global Innovation Index (GII) in 2015, Malaysia ranked 35th out of 
127 countries. Malaysia was among the top 10 economies in Asia after Singapore, 

South Korea, Japan, Hong Kong, New Zealand and Australia. According to the GII 

report in the past few years, Malaysia is one of the countries that demonstrate 

improvements made to institutional frameworks, a skilled labour force with expanded 

tertiary education, better innovation infrastructures, a deeper integration with global 

credit investment and trade markets, and a sophisticated business community. However 

in terms of research and development, involvement of Malaysia, the Philipines and 

Vietnam is still low.  

 

 

While based on Innovation Cities Index 2016, Kuala Lumpur was ranked 18th in terms 

of innovation among other Asian cities; country wise, Malaysia was ranked 92nd 
among 500 cities in the list. The country has been categorized as hub cities (dominance 

or influence on key economic and social innovation segments e.g. business, cultural 

exchange, education, information etc.) since 2011. The index score was determined 

based on three factors: cultural assets, human infrastructure and network markets. 

Cultural assets are referred to the measureable sources of ideas in few areas such as 

design, sports, dance, museums etc. Human infrastructure is referred to soft and hard 

infrastructure to implement innovation e.g. transport, universities, government and Ⓒ C
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technology. On the other hand, network markets are related to the basic conditions and 

connections that encourage innovation e.g. location, military and economy. 

 

 

Various initiatives were implemented in order to promote innovation among SMEs. 

The SME Innovation Showcase (SMIDEX) is one of the well-known initiatives that 
hold annually to showcase the capabilities and capacities of Malaysian SMEs in 

producing products, technologies and services. The 1-InnoCERT (1-Innovation 

Certification for Enterprise Rating & Transformation) is another initiative that 

encourages entrepreneurs to venture into high technology and innovation driven 

industries, which, eventually will lead the nation to achieve high income economy 

vision and remain competitive. The government has made investments to boost 

innovation among SMEs via the different communities and agencies. Agensi Inovasi 

Malaysia (AIM), Malaysia Global Innovation and Creativity Centre (MaGIC) and 

Cradle Fund Sdn. Bhd. (Cradle), are among the three famous agencies that provide 

support and fund to entrepreneurs. 

 

 
Agensi Inovasi Malaysia (AIM) functions as wealth creation body through knowledge, 

technology and innovation to stimulate and develop the innovation eco-system in 

Malaysia. The goal is achieved by facilitating collaboration between government, 

academia and industry in advancing the consolidation and execution of new ideas in 

innovation. While MaGIC is an agency that brings together the private sector, finance 

providers, universities and government agencies in order to provide support and 

business related solutions to entrepreneurs through various training programs. Besides, 

Cradle is another agency that provides fund, investment assistance, commercialisation 

support, coaching and other value added services to potential tech start-ups.  

 

 
Many studies reveal that innovation positively influences production at the same time 

it is able to improve firm performance. An empirical study on the SMEs’ product and 

process innovativeness in Malaysia has been conducted by Hilmi, Ramayah, Mustapha 

and Pawanchik (2010). Their findings prove that process innovation positively affects 

SMEs’ performance. By using firm-level data in Malaysia, Lee (2011) found 

innovation as important determinant for export. Since exports as Malaysia primary 

growth engine, the results also imply that innovation contributes to the growth of the 

country. Therefore, it is important to boost innovation in Malaysia due to its important 

to realize the country’s vision of achieving high-income nation in 2020 (Jala, 2013).  

 

 

Based on recent publications, it is very essential for every economy to enhance 
innovation capability in order to be competitive and achieve higher growth. Most of 

the existing studies relevant to innovation have discussed the dimensions or factors 

related to innovation (Ar & Baki, 2011; Guimaraes, 2011; Lin & Liu, 2012, Raposo, 

Ferreira & Fernandes, 2014), relationships between innovation and firm performance 

(Panayides, 2006; Ar & Baki, 2011) as well as country growth (Cameron, 1996; 

Rosenberg, 2004, Torun & Cicekci, 2007). However, there is lack of studies that 

include different dimensions of innovation (product, process and market innovation) in 

their research framework. This study is mainly to fill the gap by investigating the 
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interactions between factors, innovation (which is measured by product, process and 

market innovation) and firm performance. At the same time, the mediating role of 

innovations is also assessed.  

 

 

1.2 Problem Statement 

 

 

Malaysia government has been promoting innovation since mid-1990s. On the reason 

to promote product innovation, the Malaysia government supports the private sectors 

by imposing fiscal incentives, developing more infrastructures such as Technology 

Park and encouraging collaborative efforts between private sectors, universities and 

research institutions (Seventh Malaysia Plan, 1995). The innovating firms in the 

country reveal that government supports for innovation and technology are important 

for private sectors (Lee & Lee, 2007). The common support comprise of tax incentives, 

technical consultancy services, duty-free importation of machinery and 

commercialization of R&D fund. In the past few years, Malaysia government has 

allocated billions worth of resources for various programs in order to improve 
innovativeness among local SMEs. Total allocation in 2013 amounting RM9.9billion 

was the highest in the past few years, followed by RM7.95billion  in 2016, 

RM5.1billion in 2014 and RM4.84billion in 2015 (SME Annual Report, various year). 

 

 

However, according to the OECD Review of Innovation Policy in 2011, Malaysia has 

yet to enter a stage of innovation-led growth and the country research performance has 

not significantly improved in the last decade. Zeufack and Lim (2013) also reveal that 

Malaysia is still not ready to adopt innovation-driven growth as compared to its 

developed peers such as Hong Kong, Singapore and South Korea. The GII ranking of 

Malaysia in 2017 was 37th, two places lower than its 2016 ranking which was 35th (The 
Start Online, 2017 Jun 15). This phenomenon suggests that some practical gaps should 

be filled, where sources that improve innovativeness should be examined in order to 

successfully promote innovation-led growth amongst SMEs in Malaysia. This is to 

make sure firms remain competitive, sustainable and grow in rapid changing economy 

conditions.  

 

 

Though there were so many studies (e.g. Gunday, Ulusoy, Kilic & Alpkan, 2011; 

Filippetti, 2011; Inauen & Schenker-Wicki, 2011; Doh & Kim, 2014, Itturioz, Arogan 

& Narvaiza, 2015; Kahkonen, Lingtukangas, Ritala & Hallikas, 2016; Mahmoud, 

Blankson, Owusu-Frimpong, Nwankwo & Trang, 2016; Patrucco, Luzzini & Ronchi, 

2017) relevant to sources of innovations and firm performance were conducted in the 
past, however, there are still some research gaps in sources of innovation, innovation 

and firm performance that need further investigation. Problem statements below 

highlight some issues as basis of this study, at the same time highlight the main gaps in 

the existing body of knowledge. 

 

 

First, the total share of contribution of SMEs GDP to overall GDP was still low even 

though the share was accounted more than 30% in the past decade (see Figure 1). As 
Ⓒ C
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compared with some other Asia countries e.g. Singapore (45%), the Philippines (36%), 

Indonesia (58%) and Thailand (37%) in 2013, the contribution was considered low 

(ERIA SME Research Working Group, 2014). The five-year Malaysia SMEs average 

growth rate for year 2012 to 2016 was about 35%. Based on the slow growth rate, the 

41% of growth target in 2020 by Malaysia SME Masterplan is very difficult to be 

achieved (SME Corp. Malaysia, n.d.). It is believed that more effective development 
programs are needed in order to achieve the country’s 2020 vision to be a high income 

country.    

 

 

 
 

Figure 1 : SME contribution to GDP in Malaysia 
(Source: Annual Report, 2013-2017) 

 

 

In terms of GDP contribution by key economic activities in Figure 2, service sector 

contributed highest share, followed by manufacturing sector. The total change of 

service sector in 2016 as compared with 2012 was 7.9%, much higher than the change 

of manufacturing sector which was -2.4%. 
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Figure 2 : SME GDP Share by Key Economic Activity 

(Source: Annual Report, 2013-2017) 

 

 

Second, there is small number of SMEs experienced growth in sales, average selling 

price, production and exports. Though large amount of funds have been injected to 

local SMEs since the implementation of SME Master Plan in 2012, less than 40% of 

the SMEs were experiencing better performance in profit margin, average selling price, 
production and exports in 1st quarter of 2015 as compared to the percentage in first 

quarter of 2014, according to the findings of a survey conducted by Small and Medium 

Enterprise Corporation Malaysia (SME Corp. Malaysia). Most of the respondents in 

the survey revealed that their performance was about the same (see Figure 3). This 

implies that many of the SMEs in Malaysia are still not competitive in drastic change 

business environment. Efforts fostering innovation among SMEs are essential if they 

wish to achieve higher growth in the competitive world. It is believed that product 

innovation helps to boost sales of the firms, while process innovation is expected to 

increase production efficiency, and lastly market innovation may contribute to greater 

exports.     
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Figure 3 : Findings of 1Q 2014 and 1Q 2015 SME survey on SME growth 

 
 

Third, there is very few research that incorporate external sources affecting different 

types of innovation. Pertaining to the importance to promote innovation-led growth 

among SMEs, the important sources of innovation need to be further examined. 

However, many past studies relevant to innovation in SMEs stress mostly the 

importance of internal factors influencing innovation; only few studies emphasize 

support from the government/public sector (see Table 1). Inauen and Schenker-Wicki 

(2011) assert that the internal knowledge or sources in an organization are not 

sufficient in this rapid changing environment where firms should source knowledge 

and technology outside a firm’s boundaries. There was a study revealed that internal 

competencies of firms are found not associated with innovation, in contrast, external 

information found to be positively influence different types of innovation (Varis & 
Littunen, 2010).  

 

 

More studies that incorporate external influences on innovation especially in the case 

of SMEs need to be conducted. The main dimensions of external sources are always 

relevant to vertical or interval cooperation in supply chain, collaboration with research 

institutions, universities or even competitors. According to Schroll and Mild (2011), 

the adoption of open innovation which focuses on the internalization of external 

knowledge through interactions with customers, suppliers, universities, competitors etc. 

will gain more attention in the future. However, other than all these external parties, 

government influence are also important to be included in research to make sure 
innovation is successfully managed (Trott, 2005). 
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Table 1 : External Sources Affecting Innovation 

 
Recent Studies Gaps 

Different kinds of collaboration with external parties are proved to 

have significant impact on innovativeness amongst SMEs e.g. local 

and cross-border cooperation (Raposo, Ferreira & Fernandes, 2014; 

Inauen & Schenker-Wicki, 2011), collaboration among SMEs (Ceci & 

Lubatti, 2012), external stakeholders (Ar & Baki, 2011; Schroll & 

Mild, 2011). However, there is also little research that reveals the 

important of government support to SMEs innovativeness (Radas, 

Anic, Tafro & Wagner, 2015; Doh & Kim, 2014; Varis & Littunen, 

2010).      

The need to examine the impact 

of government support on 

innovation. 

 

 

Fourth, there are not many studies that look into the effect of market innovation on 

firm performance. As compared to other researches that mainly concentrate on product 

and process innovation, market innovation is also study in depth in this study. Firms 

producing new products and services and then entering new market are expected to 

achieve higher growth relative to others (Tucker, 2008). Geldes and Felzensztein (2012) 

stress that the market innovation which has not much studied in the past, also has 

important effect on firm performance. They found there are differences in determinants 

affecting different types of innovation. Therefore, there is a need to further study the 

different determinants for different types on innovation. On the other hand, Gunday et 
al. (2011) attest that different types of innovations contribute significantly to different 

aspect of firm performance. They suggest firms to improve their innovation 

capabilities in order to realize improvement in their production and market 

performance. Recent studies focus on different types of innovation was exhibited in 

Table 2.   

 

 

Table 2 : Types of Innovation Affecting Firm Performance 

 

Recent Studies Gaps 

Product and process innovation are among the famous types 
of innovation attract attention of many researchers (Lee, 2011; 
Ar & Baki, 2011; Hilmi, Ramayah, Mustapha and Pawanchik, 
2010; McAdam, Moffet, Hazlett & Shevlin, 2010). However, 
in some studies that include other types of innovation, some 

researchers also found market innovation helps to improve 
firm performance especially in manufacturing sector (Varis & 
Littunen, 2010; Gunday et al., 2011). 

There need to investigate the 
contribution of market 
innovation on firm 
performance, in different 
sector. 

 

 

Fifth, there is dearth of research that investigates the effect of innovation on non-

financial performance of SMEs. The studies measuring firm performance in the form 

of firms’ financial growth (Varis & Littunen, 2010; Ar & Baki, 2011; Chen & Huang, 

2012; Daiya, Kohei & Heroshi, 2012) are relatively gaining more attention as 
compared to the effect of innovation on non-financial performance e.g. market 

performance and production performance. In this research, non-financial performance 

is integrated with financial performance for firm performance measurement. The 

former is mainly about the increase in sales turnover and profit based on the managers’ 

perception while the main focus of the latter concerns about the improvement in 
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production efficiency, customer value, market performance, employee performance as 

well as innovation performance. Some studies focus on SME innovation and firm 

performance are showed in Table 3. 

 

 

Table 3 : Effects of Innovation on Financial and Non-financial Performance 
 

Recent Studies Gaps 

There are many different kinds of firm performance 
in practice. Sales turnover in the form of financial 
performance is common used (Raposo, Ferreira & 
Fernandes, 2014; Filippetti, 2011). Radas et al. 
(2015) used increase in number of innovation and 
growth in sales as non-financial performance. Very 
little research integrated both financial and non-

financial performance in a single framework 
(Gunday et al., 2011) 

Both the financial and non-financial 
performance are important to measure in 
order to meet expectations of different 
stakeholders for a firm. The relationship 
between different types of innovation on 
firm performance need in depth study.  

 

 

Sixth, there is still lack of study related to the mediating role of innovation between its 

sources and firm performance in the context of SMEs. Dorrach (2005) finds firm’s 

resources may not affect performance directly. Dorrach attests that some resources in 
terms of knowledge management have indirect impact on firm performance. Panayides 

also (2006) reveals that firm performance is indirectly influenced by some firm sources. 

His finding shows that relationship management and innovativeness contribute to 

better service quality before a firm can experience greater firm performance.  

 

 

Many researches in the past (e.g. Ar & Baki, 2011; Raposo, Ferreira & Fernandes, 

2014) explore separately the impact of firm sources on innovation and the impact of 

firm sources on firm performance; there was very limited research to date which 

integrate innovation in a framework and explore the mediating effect of innovation on 

the relationship between firm sources and its performance. If the mediating 
relationship occurs, it implies that innovation plays important role to bridge the 

relationship between firm sources and firm performance. In other words, some sources 

can bring significant effect to firm performance only in the presence of innovation.   

 

 

1.3 Research Questions 

 

 

Based on the problems discussed in the previous section, a total of five research 

questions are formed in order to identify the specific objectives that need to be 

achieved in this study at the same time to determine the kind of research to be 
conducted. 

i. What are the important sources affect innovation? 

ii. To what extend does the sources of innovation affect innovation? 

iii. Do sources of innovation contribute to better firm performance? 

iv. To what extend does innovation influence firm performance? Ⓒ C
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v. Does innovation mediate the relationship between sources of innovation and 

firm performance? 

 

 

1.4 Objectives 

 

 

In this research, the relationships between sources affecting innovation, innovation and 

firm performance are studied. Specifically, the objectives of this research are mainly to: 

 

 

i. determine the sources affecting innovation in the context of SMEs, 

ii. examine the relationships between sources of innovation and innovation,   

iii. examine the relationships between the sources of innovation and firm 

performance, 

iv.  examine the relationship between innovation and firm performance, and 

iv. assess the mediation effect of innovation between sources of innovation and 

firm performance. 
 

 

1.5 Significance of Research 

 

 

Since innovation becomes global game, it has been the popular research topic of many 

researchers in the past. There are so many studies prove that innovation contribute to 

better firms’ performance and higher economic growth but many scholars study 

innovation as a whole, there is still lack of study that include various types of 

innovation into consideration especially market innovation. This study is expected to 

fill the research gap by measuring innovation by using three types of innovation which 
are very essential to the growth of SMEs. The three types on innovation are product 

innovation, process innovation and market innovation. The constructive feedbacks 

from SMEs in Malaysia were collected and it is expected to help managers to design 

the sound strategies in order to cultivate innovative climate in the organization. This is 

believed to be very essential in improving the performance and competitiveness of 

firms.  

 

 

The Global Innovation Index report which established annually since 2007 stresses that 

innovation plays important role to drive economic growth and prosperity. According to 

the GII 2015 Report, Singapore, the only one economy from Southeast Asia was 

labelled as one of the GII leaders that invest in human capital and strong innovation 
infrastructures to achieve high level of creativity. The other economies in the region 

are having difficulty keeping up with the level of innovations of higher-ranking 

economies. Hence, it is very important for the lower-ranking innovative economies to 

learn from some of the “innovation learners” in order to keep pace with other countries 

which outperformed them in term of innovation capabilities.  
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Malaysia, Thailand and Vietnam are the learners from the same region demonstrate 

rising level of innovation. These economies perform at least 10 percent higher than 

their peers in gross domestic product. Since Malaysia is one of the second generation 

of Asian Tigers (Thailand, Malaysia and Indonesia), the findings of this study for the 

case of Malaysia are expected to provide some implications to some other developing 

economies in the ASEAN region. The findings and suggestions at the end of this study 
are expected to provide those economies the idea to achieve product, process and 

market innovation which contribute to greater competitiveness and higher growth 

among SMEs in their country. 

 

 

This study also aims at filling the gaps in the existing body of knowledge where it is 

important for SMEs to acquire some essential sources affecting different innovation 

especially the networking with people outside the organization, before they can 

experience better firm performance. Therefore, managers must identify the sources that 

need to be focused more, at the same time design appropriate policies to improve the 

performance of some of those sources in order to promote innovation which eventually 

lead to better firm performance. The empirical evidence that show significant 
relationships between innovation and firm performance may provide insight to 

managers that their efforts to encourage different types of innovation are equally 

important in promoting better firm performance.    

 

 

Last but not least, this study is expected to provide enhancement of theoretical 

framework by integrating the diffusion theory of innovation and resource-based 

approach that show how firm performance can be achieved by the effective use of 

firms’ resources and capabilities such as leadership, R&D, networking and innovation. 

The integration of both frameworks suggests the mediating role of innovation between 

it sources and firm performance. This implies that with the absence of innovation, 
better firm performance is very difficult to achieve. Therefore, it is important for SMEs 

that experience no growth or poor performance in the past to examine whether 

innovation is successfully nurtured in their organization.   

 

 

1.6 Limitations and Scope of Study 

 

 

This study is limited to the perceptions of managers from SMEs with (1) sales turnover 

not exceeding RM50 million or fulltime employees not exceeding 200 workers in 

manufacturing sector, and (2) sales turnover not exceeding RM20 million or fulltime 

employees not exceeding 75 workers in service sector. Therefore, the findings of this 
research cannot be generalized to big firms with annual sales turnover more than 

RM50 millions or full-time employees exceeding 200 workers 

(http://www.smecorp.gov.my/index.php/en/).  

 

 

The respondents selected were those owners, managers and senior executives from 

service and manufacturing sector. The reason to select only respondents from senior 

executive level and above is mainly due to their good understanding of their 
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organization’s products or services, operations and performance. A total of six 

different industries from manufacturing sector and six industries from service sector 

will be selected based on SME Corp directory 

(http://www.smecorp.gov.my/index.php/en/guides/2015-12-21-10-49-38/list-of-

companies). 

 
 

1.7 The Development and Challenges of Malaysia SMEs 

 

 

SMEs in Malaysia play critical roles in fostering growth and employment. The 

Malaysia SME GDP is considered as one of the important shares of overall GDP; it 

contributed more than 30% to overall GDP since year 2007.  As revealed in Figure 4, 

in the past few years, the service sector (about 20%) has been the most important 

sector contributes the highest share of SMEs GDP, followed by manufacturing (about 

7%) and agriculture (about 4%). The expansion in service sector was mainly due to the 

growth in domestic-oriented industries such as the telecommunications and real estate 

sub-sectors. While the improvement in global growth that drives the growth in export-
oriented industries was the main factor lead to increase in manufacturing sector.  

 

 

 
 

Figure 4 : SME GDP share by key economic activity 

(Source: SME Annual Report, 2016/17) 

 

 

The key economic activities of the two most important sectors related to the SME 

growth are in Table 4. Service sector is the main contributor to SMEs export as 

compared manufacturing and agriculture; it is mainly supported by tourism activity.   

Based SME annual report 2015/216, the service sector was mainly supported by 

wholesale and retail trade, food and beverages and accommodation, which account for 
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60.0% of SME value-added in the services sector, followed by finance, insurance, real 

estate and business services (20.4%). While value-added in manufacturing sector was 

highly supported by other manufacturing (35.9%), followed by petroleum, chemical, 

rubber and plastic products (24.4%) and food, beverages and tobacco (21.3%).   

 

 

Table 4 : Key Economic Activities for Service and Manufacturing Industries 

 

Service Sectors Manufacturing 

 Wholesale and retail trade, 
accommodation and restaurants 

 Petroleum, chemical, rubber and plastic 
products 

 Finance, insurance, real estate and 
business services 

 Food, beverages and tobacco 
 

 Transport, storage and communication 

 Other services (private health services, 

private education services and other 
private services) 

 Non-metallic mineral products, basic metal 

& fabricated metal products 

 Others (textiles and wearing apparel, 

leather and footwear, wood products, paper 
and paper products, publishing, printing 
and reproduction of recorded media, 

furniture, machinery and equipment) 

 

 

The total employment of SME in the past few years accounted for more than 50% of 

total employment in Malaysia. Figure 5 shows SMEs as important source of 
employment. However, the drastic increase in total employment in 2014 was due to the 

new definition of SME implemented in Jan 2014; where about 8000 of previous large 

firms have been reclassified as medium size SMEs. The new definition of SME makes 

the 62% target of SME share of employment by 2020 (stated in SME Masterplan) 

achieved earlier before the deadline. In terms of SME employment by economic sector, 

services sector contribution to SME employment was highest with a percentage share 

of 63.0% followed by manufacturing (16.5%), construction (10.4%), agriculture (9.8%) 

and mining & quarrying (0.3%). 
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Figure 5 : Employment share of SMEs to total employment 

(Source: SME Annual Report, 2015/16) 
 

The Malaysia SMEs also is important to the country export. Despite economic 

condition was challenging in 2016, SMEs export still recorded 6.6% of growth; it is 

accounted for 18.6% of total exports of the country. The share consists of 9.4 

percentage points from services sector while the 9.2 percentage was from 

manufacturing and agriculture sectors. The exports of SMEs in services sector were 

mainly supported by strong growth in tourism. The tourist arrivals growth rebounded 

to 4.0% in 2016 as the country received 26.8 million tourists compared to 25.7 million 

tourists in 2015.  

 

 

To enhance the local SMEs competitiveness in the dynamic business environment, the 
Malaysia government has launched a program, Go Global Malaysia that aims to equip 

local SMEs with the necessary knowledge and tools to build their business capabilities, 

expand their network in the digital business environment and promote exports and 

growth. It is achieved by the public-private partnership, the collaboration between 

some industry partners e.g. Google, Alliance Bank, Mastercard and Maxis with public 

institutions such as MITI, MATRADE and SME Corp.  

 

 

To stimulate the growth of SMEs, the Malaysia government has designed a lot of 

policies and initiatives to boost the capacity and competitiveness of SMEs. The SME 

Masterplan (2012-2020) was created in order to implement some development 
programs in five main focus areas which include human capital development, access to 

financing, the adoption of technology and innovation, market access and infrastructure. 

The SME Corp. Malaysia is assigned by the government to ensure the implementation 

of the plan and to make sure the objectives of the plan are achieved. It runs various 

programs to assist local SMEs and provides them support in financial and non-

financial incentives. Many of the innovation relevant programs are believed helpful to 
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increase the number of new products/services (product innovation), exploitation of new 

markets (market innovation) as well as the adoption of new methods/process (process 

innovation).  The programs are grouped into three as exhibited in Table 5. 

 

 

Table 5 : SME Development Programs 
 
Product Innovation  The implementation of commercialization of R&D and technology 

acquisition funding programs to encourage commercialization of 
products and processes.  

 The Incubator Program encompasses various activities such as 
coaching, training, mentoring and consulting, is developed to 
nurture technopreneurs to realize their innovative products/services 

ideas.  
Process Innovation 
 

 The pre-commercialization funding program that assists 

entrepreneurs in process improvement, technology development and 
technologies commercialization. 

 The Incubator Program is also supporting the development of 

products and processes by providing quality testing and 
development facilities for industries in the form of product analysis, 
enhancement and quality assurance. 

 Technology Commercialisation Platform that aims to link all 

existing innovation initiatives under one platform to ensure that 
SMEs move seamlessly from one stage to another in the entire 
innovation process. 

Market Innovation  The Bumiputera Exporters Development Program aimed at helping 

local SMEs to acquire necessary skills and knowledge to penetrate 
new markets and expand export market place. 

 The Malaysia Business Online Program that provides local SMEs 

incentive in internet usage which facilitates the marketing of their 
products to global market. 

 The Market Development Grant encourages SMEs to participate in 

the export promotional activities to export their products and 
services to new markets. 

 The eTrade program is planned to facilitate the participation of 

SMEs in leading international e-marketplaces. 

 

 

In Malaysia, 76.5% of the businesses are categorized as microenterprises (SME Annual 

Report 2016/2017). Microenterprises which operate with very small amount of capital 

always need government support in their access to finance, resources and expertise. 

Therefore, it is important to train more high-impact entrepreneurs which can help to 

fulfil local needs at the same time serve as role models for small and new entrepreneurs. 

High impact entrepreneurs is referred to the firms that build transformative businesses 

in both rapid-growth and mature markets at the same time they also help to  create new 

industries or industry segments.  
 

 

The Malaysia central bank (BNM) continuously conducts various activities that 

enhance awareness and of SMEs, especially microenterprises and new businesses, on 

the various financial schemes available. In 2016, BNM has participated in 414 events 
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and distributed about 1.8 million flyers, brochures and booklets to more than 270,000 

SMEs nationwide. Since its launch in 2011, BNM’s MobileLINK services has reached 

70,000 individuals in rural areas and provided them advisory services on banking, 

insurance and takaful and matters related to SME financing.  

 

 
The rising operation cost is the main challenge facing the Malaysia SMEs. Based on 

the findings of recent SME Corp. Malaysia surveys, most of the respondents pointed 

out that they were facing rising cost of doing business due to the implementation of 

GST and minimum wages, high fuel cost, increase in raw material costs and electricity 

tariff (SME Annual Report 2013/2014; SME Annual Report 2014/2015). To overcome 

the rising cost challenge, respondents indicated that some measures will be taken: (1) 

reduce operating cost, (2) maintain prices but transfer the GST charge to their 

consumers, (3) raise prices inclusive of GST charges, (4) increase profit margin, (5) 

increase productivity through technology adoption and (6) introduce new products and 

services.  

 

 
Ironically, many of the measures are actually not feasible for some SMEs in current 

economic conditions. First, the operating costs reduction itself will be another 

challenge for SMEs. About 60% of the operating costs are attributed by the purchase of 

raw materials and labor costs (SME Annual Report 2014/15). When the SMEs are 

expected to increase production, those rising cost of doing business will be inevitable. 

Second, increase in price on the reasons to absorb GST and raised profit margin is hard 

to be implemented. This is because unlike large firms, the bargaining power of local 

SMEs is still low (SME Annual Report 2014/15). Therefore, innovation in 

products/services, process and market are important for SMEs.  

 

 
It is expected that the negative impact of rising operating cost can be mitigated by 

increase in the sales of new products/services through product innovation, while 

efficiency in production can be achieved via process innovation and bigger customer 

base can be created through of market innovation.  

 

 

1.8 Definitions of Terms 

 

 

The common use definitions of innovation and the operational definition of few 

important terms in this study are as follow: 

 
 

(i) Innovation 

Innovation is defined as the introduction of new or improved features of 

products, services, process, organization and methods of marketing of a 

business firm or workplace organization. 

 (ii) Product Innovation 

Product innovation is referred to the newness or changes and improvements in 

products/services which an organization offers. Products and services apply 
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similar concepts of product planning, product strategy and product positioning; 

all those concepts are critical to both manufacturing and service sectors (Barrell, 

Herriot & Mitchell, 1992). Therefore, in this study, the concept of product 

innovation in manufacturing sector equates the concept of service innovation in 

service sector. 

(iii) Process Innovation 
Process innovation is referred to the introduction of new methods in production, 

management approaches and the adoption of technology which can improve 

production and management processes. 

(iv) Market Innovation 

Market innovation is defined as the introduction of new approaches, strategies 

or methods adopted by a firm to enter a new market.  

(v) R&D Strategy 

 R&D strategy is referred to a firm’ goals, planning and budget allocation for 

R&D related activities. 

(vi) Strategic leadership 

 Strategic leadership is referred to the ability of the leaders in a firm to 

effectively manage and use its resources at the same time actively look for 
knowledge in order to achieve better firm performance. 

(vii) Learning Orientation 

 Learning orientation is referred to the creation and the use of knowledge which 

enables firms to understand the environment well and subsequently contribute ti 

the implementation of new ideas, products and processes. 

 

 

1.9 Organization of Thesis 

 

 

This thesis is organized as follows: Chapter 1 presents the background of this research, 
problem statement, objectives, scope of study, significance of study and some 

important terms of definition. Chapter 2 discusses review of literature and theoretical 

perspective related to the important variables in the conceptual framework. Chapter 3 

explains the hypothesis development, methods used for data collection and data 

analysis. Chapter 4 discusses the results. Chapter 5 presents discussion and findings. 

Finally, chapter 6 provides conclusions, recommendations and limitations of study.    

 

 

1.10 Summary 

 

 

As discussed in the previous sections, there are some issues facing local SMEs that 
need to be solved. A total of four specific objectives that derived from the six problem 

statements are highlighted in order to help firms to realize better firm performance in 

the future. The importance to study innovation-led growth in the context of Malaysia 

SMEs is explained in significance of study. Some challenges in the dynamic business 

environment and development programs by the government that support local SMEs 

growth are also provided. Lastly, some important terms of definition and organization 

of thesis are included. 
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