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1. INTRODUCTION

mall and medium-sized enterprises must recognize that their advantage lies in continuous

innovation. By constantly looking for opportunities and recognizing the importance of inno-
vation, they ensure their competitiveness in the market. Competitiveness is achieved by offering
goods and services that are considered more valuable by customers than those of the competition.
Thinking about competitiveness plays an even more important role when it comes to small and
medium-sized enterprises (SMEs), which have a different starting position than large companies.
An additional focus on competitiveness arises when these SMEs decide to internationalize. The
competitive environment and customer preferences are constantly changing, forcing companies to
constantly think about new products and services. To achieve long-term sustainability, growth and
development, but also to keep up with international competition, companies need to improve and
innovate products and processes (Singh et al., 2007). Innovatively growing companies are more
successful in the internationalization process than companies that are not focused on innovation
(Sarlija & Bilandzi¢, 2018). Innovation should be at the core of any understanding of accelerated
internationalization, regardless of the industry in which the company operates (Weerawardena
et al., 2007). Freixanet (2014) states that innovation and internationalization are the foundations
for the growth and development of companies and emphasizes the complementarity of these two
processes. By gaining access to resources, knowledge and capital in foreign markets, companies
have the opportunity to increase their competitiveness and reduce their weaknesses, which they
might not have been able to do through internationalization. Companies may decide to interna-
tionalize certain business activities or parts of the value chain. This can enable them to carry out
these activities better, faster and with higher quality, thus creating the basis for their competi-
tiveness. Companies that expand their activities to the international market are companies that
grow, create jobs, strengthen competitiveness and ultimately influence the state of the country’s
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entire economy. For this reason, it is extremely important to understand the relationship between
innovation, competitiveness and internationalization. The main research question in this paper
is therefore: Are innovation and competitiveness crucial for the internationalization of SMEs?

The focus of this paper is on qualitative research. Data was collected through in-depth, semi-struc-
tured interviews with owners and/or managers of selected companies. A deliberate (purposive)
sample was used in the selection of cases. The sample consists of 8 small and medium-sized
enterprises from Croatia from the manufacturing sector. Based on the data analysis, conclusions
are drawn about the role of innovation in the process of internationalization of small and medi-
um-sized enterprises and about the interrelation between these two processes.

2. THEORETICAL FRAMEWORK
2.1. Competitiveness

Companies develop a competitive strategy that defines and determines the way they compete
in their industry in a profitable and sustainable way. This strategy should be consistent with the
needs of the industry, the company’s capabilities and assets (Porter, 1990). Competitive strategy
means being different and consciously choosing a set of activities to deliver a unique blend of value
(Porter, 1998). Feurer and Chaharbaghi (1994) propose the following definition in their attempt to
define competitiveness holistically: Competitiveness is relative and not absolute, it depends on the
values sought by shareholders and customers, on financial strength, which determines the ability
to act and react in a competitive environment, and on the potential of people and technology to
implement the necessary strategic changes. Competitiveness can only be maintained if there is a
balance between these factors, which can conflict with each other. Although this definition focuses
on large companies, it contains all the important elements that SMEs should also take into account,
with the term “shareholders” replaced by the term “owners”. Ajitabh and Momaya (2004) define
corporate competitiveness simply as the ability to provide goods and services more efficiently
than other market participants. Chikan (2008) defines business competitiveness as the ability of a
company to fulfill the dual purpose of satisfying customer needs and making profits sustainably.
This is achieved by offering goods and services that are considered more valuable by customers
than those of competitors. Mahdi and Nassar (2021) discuss how strategic leadership capabilities
and knowledge management processes contribute to sustainable competitive advantage, which is
essential for organizations to succeed in a competitive environment.

Considering the limited resources of small and medium enterprises and the dynamic environment
in which they operate, several significant constraints can be cited as challenges to achieving com-
petitiveness (Singh et al., 2007): insufficient technology and other resources, high cost of product
development, lack of effective sales and market research, lack of technological competences, gap
between production and market information, lack of resources to implement the required software
solutions. All these challenges are certainly a limitation for one of the most important processes
in a company, which is also considered the basis of competitiveness — the ability to innovate.

2.2. Inovativeness

Companies create competitive advantage through new approaches, new processes, new technologies,
or other inputs (Porter, 1990). The creation of something new and different or the enhancement and
improvement of existing products, services, or ways of working is the basis of what differentiates one
company from another, and thus the basis of business success. Any non-trivial change to a process
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or product with which there is no prior experience is an innovation, and it is characterised by a high
degree of uncertainty both before and after its introduction (Nelson & Winter, 1977). Companies must
innovate in response to the changing needs and lifestyles of their customers in order to take advan-
tage of the opportunities presented by new technologies and changes in the marketplace (Baregheh
etal., 2009). Schumpeter (1934) sees innovation as the centre of economic development. This view
stems from his definition of innovation, which he sees as any commercial or industrial application
of something new — a new product, a new process, a new method of production, a new market for
sales or supply, or a new form of commercial, business or financial organisation. He believes that
innovation revolutionizes the economic structure from within by constantly destroying the old and
creating a new structure, and he calls this whole process creative destruction. Drucker (2002) argues
that innovation is a function of entrepreneurship, regardless of whether it is an existing company, a
public organisation, or a new venture. For him, innovation is deeply rooted in entrepreneurship and
actually gives resources a new ability to create wealth. Drucker (2014) also believes that innovation
can be presented as a discipline, that it can be learnt and practiced — and that entrepreneurs should
specifically look for sources of innovation and for changes that indicate opportunities for successful
innovation, and ultimately apply the principles of successful innovation. Innovation is used as a means
to change the organisation, whether in response to changes in the environment or as a preventive
measure to influence the environment (Damanpour, 1988). The development of new products and
processes is the result of building on existing capabilities and achievements through a critical review
of new ways of thinking and methods in search of relevant novelties (Cantwell, 2000). On this basis,
innovation is considered to depend on the creation of viable new capabilities on the basis of which
new value is added to existing revenues. Innovation consists of several phases in which organiza-
tions transform ideas into new/improved products, services and processes to successfully improve,
compete or differentiate the business in the marketplace (Baregheh et al., 2009). Innovation should
be embedded in the strategic thinking of the organisation. The innovation strategy shows how the
organisation’s leadership uses innovation capacity to achieve a competitive position and improve
performance (Glimiis & Giimiis, 2015). Without a clear innovation strategy of the organisation,
innovation efforts may become mere attempts to adopt known practices without a clear context and
direction, which does not lead to the achievement of organizational competitiveness and may pursue
conflicting goals (Pisano, 2015). Companies that can leverage their knowledge and foster innovation
are better able to respond to market demands and outperform their competitors. In line with that,
Wang and Gao (2021) emphasize that dynamic capabilities, including knowledge management, are
essential for achieving competitive advantage.

2.3. Internationalization of SMEs

Internationalization refers to the growth of business activity beyond national borders (Ruzzier et
al., 2006). The term internationalization, as defined by Welch and Luostarinen (1988), refers to a
growing engagement in global activities. This broad definition takes into account the dual nature of
internationalization, which can encompass both inward and outward looking activities. Failure to
take into account the risks associated with global competition can lead to both growth and survival
problems for small and medium-sized enterprises (Ruzzier et al., 2006). The incentive to engage in
the internationalization process often stems from the pursuit of financial gain and expansion, compet-
itive forces, prospects in foreign markets, and saturation of the domestic market (Costa et al., 2015).

Competitive and innovative companies are important for the economy of the entire country. Inter-
nationalization can lead to competitiveness at company level, which can ultimately translate into
improved economic performance at national and European level (European Commission, 2014): (1)
the international activity of companies is associated with higher turnover, (2) internationally active
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companies tend to have a higher employment rate, (3) there is a close link between internationalization
and innovation. The study by Tuominen et al. (2022) suggests that companies that place a high value
on innovation are better able to identify and exploit opportunities abroad, thereby facilitating their
internationalization efforts. By aligning their innovation capabilities with customer needs, compa-
nies can effectively penetrate new markets and gain a competitive advantage. Casadesus-Masanell
and Ricart (2010) emphasize that there is no single path for all companies, i.e. companies should use
innovation and internationalization as drivers of their competitiveness through their business model.
Companies should develop a business model that incorporates all the opportunities that internation-
alization offers them (available resources, new knowledge, technologies, markets) in order to create
innovative products and services and thus ensure sustainable competitiveness.

3. METHODOLOGY

The aim of this study is to understand the role of innovation in the process of internationalization
of small and medium-sized enterprises and how these two processes are interrelated. The main
research question in this paper is therefore: Are innovation and competitiveness crucial for the
internationalization of SMEs? This paper is based on qualitative research. The data was collected
through in-depth, semi-structured interviews with owners and/or managers of selected companies.
The sample consists of 8 small and medium-sized enterprises from Croatia from the manufacturing
sector. A purposive sample was used to select the cases. In this type of sampling, the researcher
uses their own judgment to identify and search for cases that contribute to answering the research
question (Saunders et al., 2012). The purposive sampling technique is based on the deliberate
selection of research participants based on the characteristics they possess, does not require a
predetermined number of participants, and the researcher decides what information to collect and
looks for individuals who have that information and are willing to provide it (Etikan et al., 2016).
This sampling technique is not statistically representative, but is based on the strategic decision of
the researcher and the overall logic of the study. The data was analyzed using the thematic analysis
method. Thematic analysis is a method for systematically identifying, organizing and extracting
insights about significant patterns (themes) in a data set. It is an accessible, flexible and popular
method of qualitative data analysis (Braun & Clarke, 2012).

4. RESULTS AND DISCUSSION

After conducting and transcribing the interviews, a thematic analysis was carried out. It revealed
some interesting aspects about innovation and competitiveness of small and medium-sized enter-
prises in Croatia. As already mentioned, the companies studied come from the manufacturing
sector. There are four small and four medium-sized companies.

Cl is a traditional family business that is gradually internationalizing. Its focus on product and
process innovation, coupled with knowledge acquisition through partnerships, indicates a strategy
of differentiation and concentration on niche markets.

C2 demonstrates an aggressive export strategy even in its early stages. The emphasis on inno-
vation, combined with strong customer relationships and possible utilization of research results,
indicates a focus on quality and market response.

C3 is a young, technology-oriented company with a strong international focus. The use of foreign
capital and subsidiaries indicates rapid expansion and a global market vision. The focus on inno-
vative products and technologies is crucial for the company’s competitiveness.
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C4 is a family business with a diversified approach to internationalization. The focus on exports
and foreign investments in combination with product innovations and research collaborations
points to a long-term, sustainable growth strategy.

CS5’s internationalization is primarily driven by exports, but significant imports indicate a global
supply chain. Dependence on public tenders indicates a B2G (business-to-government) focus.
Process innovation and technology adoption likely target cost efficiency and competitiveness in
this segment.

C6 serves different market segments with product and process innovations. The focus on public
auctions indicates B2B sales. The dual focus on premium and low-cost products indicates a diver-
sified product portfolio to appeal to different customer segments.

C7 shows a balanced approach to internationalization, combining export growth with global
sourcing of materials and knowledge. The focus on product and process innovation and technology
adoption indicates a commitment to continuous improvement and market leadership.

C8 is a medium-sized company that has successfully internationalized its operations, primarily
through exports. Its strategic approach includes building partnerships, focusing on a key foreign
market and emphasizing innovation in both products and processes. This enables the company to

compete effectively in the demanding automotive industry.

Table 1 Cross company analysis

COMPANY

INTERNATIONALIZATION

INNOVATION AND
COMPETITIVENESS
ASPECTS

Case

Small family enterprise
Establishment 1982/2004
Second generation family

in management / ownership
structure

Production of orthopedic and
anatomical shoes

¢ Late internationalization

» Focus on the export of products

¢ Occasional internationalization
others activities

¢ Focus on small number of
foreign markets

 Partnership relations with

Innovation of products
Innovation of processes
Exchange of the knowledge,
technology and suppliers with a
partner from abroad

customers and distributors

Export 25% customers
Small business  Early export orientation * Innovation of products
Established in 2001 » Focus on export of products ¢ Innovation of processes
Case |+ Production of fresh pastaand |* Focus on larger number of » Cooperation with scientific and
2 inputs for bakery foreign markets research institutions
Export 35% * Long term relations with

Small business
Established in 2014
Production of smart benches

» Early export orientation
» Focus on the export of products
» Focus on large number of

Innovative product
Latest technology

Case

Established in 1990

Second generation family

in management / ownership
structure

Production of honey and other
beekeeping products

Export 21.5%

* Export and investments abroad

* Focus on key markets,
additional markets with small
share

Case | and smart city solutions foreign markets
3 Export 77.4% * Long term relations with
partners
* Foreign capital
» Foreign subsidiary
Small business  Early export orientation ¢ Innovative products

Cooperation with scientific and
research institutions
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COMPANY

INTERNATIONALIZATION

INNOVATION AND
COMPETITIVENESS
ASPECTS

Case

Medium sized enterprise
Established in 1992
Production working clothes
Export 11.1%

* Later internationalization

* Focus on export of products

* Focus on small number of
foreign markets

* Significant import

* Sales through public tenders

* Innovation of process
* Latest technology

Case

Medium sized enterprise
Established in 1990
Production of chips and snacks
Export 39.5%

* Focus on export of products

* Sales through public auctions

* Focus on small number of
foreign markets

¢ Innovation of products
(premium brands)

 Innovation of process (low-cost
segment)

* The latest technology

Case

Medium sized enterprise
Established in 1992

Second generation family

in management / ownership
structure

Production decorative panels
for entrance doors

Export 47.1%

 Gradual growth of export

* Focus on export of products

» Import of raw materials,
materials, machines,
knowledge

* Focus on key markets,
additional markets with small
share

* Innovation of products
* Innovation of process
* Latest technology

Case

Medium enterprise
Established in 1998
Production of machines
and tools for the automotive
industry

* Export of products and services

» Cooperation with companies
abroad

* Foreign subsidiary

» Focus on one key foreign

* Innovation of products
(prototypes)

 Innovation of process

 Latest technology

market

» Export 83.7%

Source: Own research

To summarize, early internationalization is common, as many companies, even small ones, seek
international markets early on. Exporting is the most important form of internationalization, although
some companies also use partnerships, foreign investment or subsidiaries. In all cases, the importance
of innovation is emphasized, whether in products, processes or both. Technology also plays a crucial
role, i.e. adopting the latest technology is a common theme, enabling both innovation and efficiency.

The pace of technological change, the speed at which technology is becoming accessible to everyone,
globalization, the information age and the intensity of knowledge are leading to a hypercompetition
in which the survival of companies is becoming increasingly difficult (Barbosa & Romero, 2016).
Internationally successful companies are not passive observers in the process of creating compet-
itive advantage, but are in a never-ending process of searching for new competitive advantages
and fighting with competitors to protect and improve these competitive advantages (Porter, 1990).
During the analaysis of the data, it has been shown that companies are indeed aware of the global
competition and their position in that competitive market. All of the interviewed companies took
steps to ensure they have capabilities to innovate in order to sustain their competitive advantage.
This is also in line with what was stated before by Singh et al. (2007) and Weerawardena et al.
(2007), meaning that innovation needs to be in the core of internationalization process to be able
to compete with international competitors. There was evidence that observed companies invested
in the latest technology, innovated their products, processes, or both.

Filippetti et al. (2011) emphasize the bidirectional causality of the link between internationaliza-
tion and innovation. More innovative companies are more likely to be successful in international
markets and/or attract foreign investment. However, it should be emphasized that there is a risk
of creating a vicious circle - innovative companies are more successful in international business,
which enables them to acquire additional knowledge, which in turn enables them to be more
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innovative and thus better equipped for the international market. On the other hand, less innovative
companies fall into the opposite vicious circle - a lower rate of innovation leads to a lower rate of
internationalization, which denies them access to certain knowledge and opportunities, leading to
an innovation gap. Osuna (2014) takes the same approach and confirms the bidirectional causality
of the relationship between internationalization and innovation. He also claims that they can be
considered as a single business strategy, since both processes influence business performance, and
he has also identified the same factors that influence both processes: technological capabilities,
technological investments, alliances and decision-making structures. Therefore, his conclusion is
that innovation activities lead to internationalization and internationalization leads to innovation.
This has also been show from own research. Observed companies have used the resources and
technology available on international markets to innovate their own products or processes. Some
of the observed cases have also utilized the knowledge of their international partnerships to help
them improve their offering and create sustainable competitive advantage.

Yinand Liang’s (2022) study on the impact of different types of innovation on export performance
highlights that companies need to strategically manage both internal capabilities and external
partnerships to maximize their internationalization outcomes. By integrating these strategies,
companies can improve their innovation capabilities and better manage the complexity of global
markets. For the observed companies, internationalization process has not been accidental, it was
a strategic focus of the owners. Internationalization requires a lot of preparation, knowledge and
awareness of the factors and challenges influencing this process, therefore it needs to be part of
the company strategy. All of the owners have shown that internationalization was a process that
they prepared for, but their main focus was specifically on innovation.

To become competitive, SMEs try to improve their innovation potential and bring new prod-
ucts/services to the market, and thanks to international business, companies have access to: (1)
international skills and resources (technology, know-how...), (2) international business relations
(education, research, knowledge exchange) and (3) capital from foreign markets (Daszkiewicz &
Wach, 2012). All of the analyzed companies have shown how they utilized these aspects to improve
their innovativeness and competitiveness.

5. CONCLUSION

Small and medium-sized enterprises must base their path into the international arena on innovation,
because innovation is one of the most important strengths of companies and a fundamental element
in ensuring competitiveness. Only competitive companies can be successful on the international
market. By gaining access to resources, knowledge and capital in foreign markets, companies have
the opportunity to increase their competitiveness and reduce their weaknesses, which they might
not have been able to do without internationalization. Companies may decide to internationalize
certain business activities or parts of the value chain. This can enable them to carry out these
activities better, faster and with higher quality, thus creating the basis for their competitiveness.

Innovation has indeed proven to be one of the most important drivers of competitiveness and
entry into foreign markets. Companies have managed to find a way to position themselves in
these markets through various aspects of innovation. It is clear from the above that there is a close
connection between competitiveness, innovation and the internationalization of small and medi-
um-sized enterprises, and that this connection goes in several directions. Certainly, companies
must be competitive and innovative in order to be able to hold their own on the international market,
but it is precisely this international market that offers them a multitude of new opportunities to
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strengthen or expand their competitiveness and to acquire new knowledge that can be translated
into innovations within the company. If you consider that internationalization does not only mean
exporting, but also placing every part of business activity in an international context, the reciprocal
link between competitiveness, innovation and internationalization becomes clear.

Of course, this study is only a first step in understanding the relationship between innovation,
competitiveness and internationalization of SMEs. A more comprehensive quantitative study
could provide generalizable conclusions. It would also be interesting to observe how open inno-
vation or artificial intelligence (AI) affect the internationalization of SMEs. Nonetheless, the UN
Sustainable Development Goals are becoming increasingly important in companies’ strategic
considerations, so it is important for future research to consider the aspect of sustainability in
relation to innovation and internationalization.
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