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Abstract

Organisations can overcome low levels of innovation through developing 
dynamic innovation capabilities, which can be improved through 
organisational knowledge. The purpose of this study is to examine the 
impact of organisational knowledge as an antecedent of dynamic service 
innovation capabilities (DSIC) on developing service innovations (SI) 
among service-dominant business organisations in Sri Lanka. Based 
on three theoretical frameworks, this study examines the impact of 
knowledge management capabilities (KMC) and knowledge absorption 
capabilities (KAC) on DSIC in developing SI dimensions. A quantitative 
survey through a self-administered questionnaire collected data from 
160 service organisations that disproportionately represented certain 
Sri Lankan service sectors; insurance/banking/other financial services, 
health care, entertainment/hotel, telecommunications, professional 
services and IT/ICT. Data were analysed with the SPSS and SmartPLS 
software using structural equation analysis to test the five hypotheses 
established. The findings of this study show a significant, positive impact 
from KMC on DSIC. KMC also positively impacts KAC, and KAC positively 
and significantly impacts DSIC. Therefore, it is noteworthy that KAC has an 
indirect impact on the relationship between KMC and DSIC. Furthermore, 
DSIC has a significant effect on SI. The results revealed that organisational 
knowledge is a significant antecedent of DSIC. The findings also suggest 
that managers/policymakers should focus on internal knowledge 
processes in order to absorb the external knowledge necessary to support 
DSIC.
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Introduction

The service sector plays a dominant role in the economies of most countries because 
the modern world has come to rely increasingly on service economies, where many 
advanced countries generate more than 70% of their gross domestic production (GDP) 
from services (Hsieh et al., 2013). In the Sri Lankan context, the contribution of the 
service sector towards the GDP of the country has increased rapidly over time. In 2019, 
in value-added terms, the service sector contribution to the GDP was 58.24 %, whereas 
contributions from the agricultural and industrial sectors were only 7.42% and 27.4%, 
respectively (Central Bank of Sri Lanka, 2019). Most service industries exist in highly 
competitive markets (Kariyapperuma, 2016). Therefore, firms that operate in the 
service industry have to continuously explore new ways to gain, and retain sustainable 
competitive advantages (Hsieh et al., 2013). 

In this regard, innovations play a critical role in gaining sustainable competitive 
advantages for firms (Witell et al., 2015). Furthermore, innovations differentiate firms 
from competitors in the industry and maximise an organisation’s value and well-being 
(Hertog et al., 2010, p. 490). Service firms today are expected to delight customers with 
their creativity and innovation, and Kandampully (2002, p. 19) explained innovation 
as a firm’s foresight in “think(ing) for the customer” by creating services that “drive” 
the marketplace to offer superior value to the customer. Therefore, service sector 
organisations also need to consider building competitive advantages more than ever due 
to intense competition in the sector (Hsieh et al., 2013). However, although innovation 
is now even more critical for service organisations to gain competitive advantages, in 
the present context, in most service sector business organisations in Sri Lanka, the level 
of innovation is not significant (Abeyagoonasekera, 2014). This is quite evident as the 
Global Innovation Index has ranked Sri Lanka 90th in 2017, 88th in 2018, and 89th in 
2019 among 143 countries (Cornell University, INSEAD, WIPO, 2019). Kelegama (2013) 
stated that Sri Lanka’s industrial and service sector exports have not been satisfactory 
since 2000. He also identifies lack of innovation and limited markets as the root causes 
for low export performances. All these evidences related to innovation reveal that the 
level of innovation in Sri Lanka is abysmal. Hsieh et al. (2013) emphasise the importance 
of innovation from a business perspective, as innovation is the key to economic growth, 
competitive advantage, and sometimes, even for survival. Hertog et al. (2010) have 
argued that creating organisational innovations require different dynamic innovation 
capabilities, and for service organisations, service innovations (SIs) can be determined 
by dynamic service innovation capabilities (DSIC). 
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DSIC is still an emerging research area that needs in-depth studies examining the 
determinants that contribute to and develop DSIC (Zheng et al., 2011; Wijekoon 
& Galahitiyawe, 2015; Kariyapperuma, 2016). Hence, it is vital to investigate the 
determinants of DSIC in developing SIs in Sri Lankan service-dominant business 
organisations. Researchers have generally analysed firm-level and individual-level 
factors when studying the determinants of dynamic capabilities (DCs) (Barney, 
1991; Henderson & Cockburn, 1994; Nelson & Winter, 1982; Peteraf, 1993).  The 
Knowledge-based Theory highlights the importance of superior access to and 
integration of specialised knowledge for resource and capability-based advantages 
(Grant, 1996a, cited in Denford, 2013). However, knowledge-based capabilities have 
not been sufficiently studied in the existing literature as one of the essential firm-level 
factors influencing DSIC. Hence, a lack of theoretical clarity is evident in the impact of 
knowledge management capabilities (KMC) and knowledge absorption capabilities 
(KAC) on DSIC. Hertog et al. (2010) explained in the PdH framework that organisations 
require dynamic innovation capabilities to create innovations.  Thus, these researchers 
have also argued that DSIC should have an impact on SI.  Based on the arguments of 
Hertog et al. (2010), Kariyapperuma (2016) empirically examined the effect of DSIC on 
SI, and discussed the involvement of human capital and social capital of organisational 
top management teams on organisational top management’s DSIC in the context of Sri 
Lankan services. Despite this, Kariyapperuma (2016) claims that the impact of DSIC 
on SI remains inconclusive. In the context of Sri Lankan services DSIC have not been 
studied through the lens of knowledge-based capabilities. Thus, the purpose of the 
current study was to investigate the impacts of KMC and KAC on DSIC in developing SI, 
underpinned by the Dynamic Capability Theory (DCT), the PdH framework (Hertog et 
al., 2010) and the Knowledge-based Theory (Grant, 1996).  

The Knowledge-based Theory assumes that resource and capability-based advantages 
are derived from superior access to and integration of specialised knowledge (Grant, 
1996a, cited in Denford, 2013). Chien and Tsai (2012) explored the relationship 
between knowledge resources and organisational performance from different 
perspectives. Moreover, Liu and Tsai (2009) studied the relationship between KMC, KAC 
and innovation management capability. Though the theory highlights the necessity of 
DSIC for SI, and the possible influence of knowledge-based capabilities in determining 
DSIC, the literature has not reached a consensus on how knowledge-based capabilities 
impact DSIC. Therefore, to address this gap, service firms need to determine how vital 
organisational knowledge is in developing SI through DSIC to achieve success in the face 
of market competition. Therefore, to provide valuable insights for service-dominant 
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firms to increase their level of innovations through organisational knowledge, the 
current study attempts to answer the following questions: What is the impact of KMC 
on DSIC? How does KAC affect the relationship between KMC and DSIC? What is the 
impact of DSIC on SI?  

The present study was directed towards achieving three objectives. Based on the 
theoretical gap in the area of DSIC related to what determines DSIC, and whether and how 
KMC influence DSIC (Lin et al., 2012; Wijekoon & Galahitiyawe, 2015; Lee & Tsai, 2005), 
the present study proposed that DCT considers organisational knowledge as another 
antecedent of DSIC. Accordingly, the first objective of this research was to empirically 
test the impact of KMC on DSIC in developing SI. Furthermore, Liao and Wu (2009) have 
revealed that an organisation’s absorptive capacity is a significant intermediary factor 
between knowledge management (KM) and developing innovation capabilities. Based 
on the insights received from that study, the second objective of the current study was 
to examine whether KAC mediates the relationship between KMC and DSIC. Since the 
relationship between DSIC and SI (Pai et al., 2013; Janssen et al., 2012; Kariyapperuma, 
2016) has scarcely been tested in any context, and particularly not in the Sri Lankan 
context, based on the empirical gap identified, the third objective of this study was to 
investigate the impact of DSIC on SI.  Accordingly, this study theorises the relationships 
among KMC, KAC, DSIC and SI.

The present study will expand the extant theoretical knowledge by identifying 
organisational knowledge as a firm-level antecedent of DSIC through integrating DCT 
and the Knowledge-based Theory. The existing literature has suggested several different 
firm-level factors such as physical and monetary resources, competencies, processes, 
routines, and organisational cultures (Barney, 1991; Henderson & Cockburn, 1994; 
Nelson & Winter, 1982; Peteraf, 1993), and individual-level factors such as creativity, 
as determinants of DSIC. However, the lack of research examining knowledge-based 
capabilities in determining DSIC is addressed by the current study, which investigates 
organisational knowledge as an antecedent of DSIC by examining the impact of KMC 
and KAC on DSIC in developing SI. Furthermore, the role of KAC as a mediator of 
the relationship between KMC and DSIC has not been sufficiently addressed in the 
literature as well (Grandinetti, 2016; Castro, 2015; Escribano et al., 2009; Gray, 2006). 
Therefore, the present study investigated the mediating impact of KAC on the above 
relationship in the Sri Lankan context. Most empirical studies have investigated DC in 
the manufacturing sector, and there is a lacuna in studies in the service sector. Hence, 
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the present study will address this gap in the service innovation literature as well, by 
integrating DCT and the Knowledge-based Theory. 

The proceeding sections of this paper are structured as follows: in the next section, the 
literature on the current research domain is rigorously reviewed by explaining SI, DSIC, 
KMC and KAC to determine the antecedents of DSIC from an organisational knowledge 
perspective. This is followed by a discussion of DCT in relation to developing SI, based 
on the insights obtained from the Knowledge-based Theory, as explained in the extant 
literature. Subsequently, the hypotheses are advanced, and the conceptual framework 
is presented. Then, the methodology and the data analysis are outlined, followed by the 
research findings, and a discussion of the theoretical and managerial implications of 
the findings. Finally, the limitations of the study and future research areas are set down, 
along with some concluding remarks. 

Literature review

Service innovation

The inherent characteristics of services make it more challenging to define service 
innovations in organisations than product innovations (Berry et al., 2006). Services 
are an intangible combination of processes, people, skills, and materials. Goldstein et 
al. (2002) have defined the outcome of complex patterns of careful integration, and 
combination of knowledge by different parties that result in a planned or designed 
service as a service innovation. Ostrom et al. (2010) have come up with a similar 
definition of SI that contends that SIs consist of new and/or improved service 
offerings, service processes, and service business models, which together create value 
for different stakeholders such as customers, employees, business owners, alliance 
partners, and communities. Furthermore, Hertog et al. (2010) state that a SI is a new 
service experience or service solution that may consist of a new service concept, new 
customer interactions, new value system/business partners, a new revenue model, or a 
new organisational and technological service delivery system. 

Service innovations can sometimes significantly improve renewals or reproductions of 
the existing services or can sometimes be entirely original services (Sundbo & Gallouj, 
2000; Finland’s Research Agency, 2010; Van Ark et al., 2003). For renewal to become 
an innovation, the renewal must be new not only to its developer but in a broader 
perspective as well (Finland’s Research Agency, 2010), including to its customers, 
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employees, business owners, alliance partners, and communities (Ostrom et al., 
2010). Service Innovation (SI) is a multidisciplinary process of designing, realising, 
and marketing combinations of existing and/or new services and products (Flikkema 
et al., 2007). Structurally new technological, human or organisational capabilities are 
required for SI (Van Ark et al., 2003). According to the DCT, Hertog et al. (2010) have 
explained that DSIC impacts SI in service contexts similar to the impact of dynamic 
innovation capabilities on innovations in the manufacturing sector.

The Resource-based view (RBV) and the Dynamic capability view (DCV)

In the resource-based view, the emphasis is on resources and their implications for firm 
performance. This view describes the firm’s ability to deliver sustainable competitive 
advantages when its resources are managed, so that the output cannot be easily imitated 
by rivals (Kariyapperuma, 2016). Recognising the resources described by the RBV is the 
most important procedure for a firm. Helfat and Peteraf (2003) proposed a  definition 
for resources under the RBV as an asset or input that can produce tangible or intangible 
outcomes that an organisation owns, controls or has access to on a semi-permanent 
basis. Accordingly, resources should be valuable, rare, inimitable and non-substitutable. 
However, rapid market changes and customer preferences or available technology often 
put the firm’s competitive position in danger. Under these circumstances,  the static RBV 
is not sufficient to explain the resulting dynamism (Wijekoon & Galahitiyawe, 2015).  
The Dynamic Capability View (DCV) adds to the RBV, and compliments the latter by 
resolving some of the questionable issues in it. 

The DCV attempted to overcome the shortcomings of the RBV by stating that resources 
might be necessary in a stable market. Still, competencies are crucial for long-term 
performance in dynamic situations (Wijekoon & Galahitiyawe, 2015; Kariyapperuma, 
2016). Scholars have referred to the role of DC as the capacity of an organisation to 
create, extend, or modify the resource base that consists of all tangibles, intangibles, 
humans and, last but not least, the capabilities, intentionally and with determination 
(Helfat & Peteraf., 2003).  

Innovation in dynamic capability is described in the study of Wang and Ahmed (2007), 
where they classify the elements of DC as adaptive capability, absorptive capability, 
and innovative capability. Innovative capability describes the ability to develop new 
products and/or markets through aligning strategic innovation orientation with 
creative behaviours and processes (Wang & Ahmed, 2007). Because of the distinctive 
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attributes of services, and their impact on the dynamics of service innovation processes, 
discussions on innovation capabilities are lacking in the service field (Djellal & Gallouj, 
2010).  Hertog et al. (2010) proposed six dynamic service innovation capabilities: sensing 
user needs and technological options, conceptualisation, bundling, co-producing and 
orchestrating, scaling and stretching, and learning and adapting. These capabilities are 
essential to stimulate innovation in services, offer the  customer a new service, and 
market it successfilly (Kariyapperuma, 2016). 

Determinants of dynamic service innovation capabilities

Hertog et al. (2010) have identified certain critical problems with the dynamic innovation 
capability approach relating to service-oriented firms. Thus, where these capabilities 
come from, which influential factors exist, and whether these factors are internal or 
external to the firm, have not been discussed sufficiently in the scholarly literature 
(Kariyapperuma, 2016). Eisenhardt and Martin (2000) describe the antecedents of 
dynamic capabilities as  “processes to integrate, reconfigure, gain, and release resources 
to match and even create market change”. The determination of DSIC has been analysed 
from different perspectives, such as those of the individual, top management team, 
firm, network-level or contextual level (Zollo & Winter, 2002). Firm-level determinants 
of dynamic capabilities include physical and monetary resources, competencies, 
processes, routines, and organisational culture (Barney, 1991; Henderson & Cockburn, 
1994; Nelson & Winter, 1982; Peteraf, 1993). However, when studying determinants 
of DC, researchers have focused more on firm-level factors rather than on knowledge-
based capabilities, which can also be considered antecedents of DSIC. 

Knowledge-based theory and innovation capabilities

Kanter (1988) points out that innovations are knowledge-intensive (as cited in 
Quintane et al., 2011). Moreover, Dougherty (1992b) has recognised knowledge as an 
essential organisational feature that plays a dominant role in promoting organisational 
innovations. Schumpeter (1934) views creation from the knowledge perspective, and 
suggests that innovation can be operationalised as an outcome from the knowledge-
based perspective. Quintane et al. (2011) explain innovation as an artefact that contains 
the knowledge required to understand the process from which it has been generated, 
and the manner in which it can be generated.
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The Knowledge-based Theory is still evolving, and there is insufficient consensus 
among scholars for it to be recognised as an established theory per se   (Grant, 1996). 
The approach is built based on the resource-based view (Grant, 1996).  It proposes that 
the unique abilities that help create and exploit valuable knowledge enhance outcomes 
(Grant, 1996). It is interesting to study how this knowledge improves the results of a 
firm. According to Hooff and De Ridder (2004), organisationally available knowledge 
is an essential resource. Liao and Wu (2009) see knowledge resources as sources of 
competitive advantage in an economy that values the importance of information. 
Even though businesses have abundant information, they are often unsuccessful in 
managing that information  (Liao & Wu, 2009). Here, the roles of KM and knowledge 
absorption come into play. The importance of KMC and KAC has been discussed in the 
manufacturing context with respect to accelerating the release of a new product by 
shortening the product development phase, and time-to-market for new products (Liu 
& Tsai, 2009). Yet, these innovation antecedents have not been sufficiently discussed for 
service innovations, though the service context faces similar pressures due to the highly 
competitive business environment.

Knowledge management capability 

As Nonaka (1994) and Sveiby (2001) explain, value creation occurs due to the implicit 
or explicit transfer of knowledge between individuals in an intangible value chain, and 
lies in the conversion of different types of knowledge, though the creation of knowledge 
is not limited to individuals. Moreover, Kogut and Zander (1992), Spender (1996) and 
Chiva and Alegre (2005) explain that firms play an active role in creating knowledge as 
they serve simultaneously as sources of new knowledge or learning and as mechanisms 
for transferring social knowledge. The KMC of a firm refers to the firm’s ability to 
prepare and deploy knowledge-based resources with other complementary resources 
in the firm (Tseng, 2015). According to Gold et al. (2001), the main facets of KMC are 
knowledge acquisition, knowledge conversion, knowledge application, and knowledge 
protection. Each aspect of KMC significantly affects innovation management capability 
(Liu & Tsai, 2009). Hence, the more active the KMC of a firm, the more successful will be 
its innovation management capability (Liu & Tsai, 2009).  



- 45 -

Knowledge absorption capability 

The dynamic nature of the business environment has stressed the importance of 
knowledge as a dominant source of competitive advantage (Jansen et al., 2005). 
According to Cohen and Levinthal (1990), a firm’s ability to recognise new external 
knowledge, assimilate that knowledge, and apply it to commercial products to 
survive selection pressures is termed its absorptive capacity. Jansen et al. (2005) 
defined absorption capability as recognising, assimilating and applying new external 
knowledge. Zahra and George (2002) identified four dimensions of absorptive capacity 
that constitute potential and realised absorptive capacity.  These researchers explained 
the importance of managing these dimensions of absorptive capacity successfully to 
obtain superior performance. Firms are enabled to continually renew their knowledge 
stock if they focus on the acquisition and assimilation of new external knowledge (i.e., 
potential absorptive capacity). However, firms may sometimes suffer from the costs of 
purchase without gaining the benefits from exploitation. Conversely, firms may fall into 
a competence trap even though they may earn short-term profits through exploitation, if 
they focus on transformation and exploitation, i.e., realised absorptive capacity.  (Ahuja 
& Lampert, 2001). 

According to Jansen et al. (2005), even though there is a developing interest in 
absorptive capacity, an insufficient number of studies has focused on the intensity and 
multidimensionality of the concept.  These researchers suggest that organisational 
antecedents may affect absorptive capacity and lead to different performance outcomes. 

Theoretical background 

SI is identified as a multidisciplinary process comprising designing, realising, and 
marketing combinations of existing and/or new services and products (Flikkema et al., 
2007). These products require structurally new technological, human or organisational 
capabilities in the service organisation (Van Ark et al., 2003). Creating organisational 
innovations requires different DCs (Hertog et al., 2010). DC can be defined as the ability 
to integrate, build and reconfigure internal and external competencies to address rapidly 
changing environments (Teece et al., 1997).  In the DCT, Hertog et al. (2010) explained 
that DSIC impacts SI in the service context. As elaborated in the PdH framework, service 
organisations need dynamic service innovation capabilities to create innovations in 
a similar manner to which dynamic innovation capabilities impact innovations in the 
manufacturing sector (Hertog et al., 2010).
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However, there is a lack of studies on DC for two reasons (Zheng et al., 2011, p. 1035). First, 
the conceptualisation of DC is still vague and inconsistent as it is an emerging research 
area. Secondly, the construct requires operationalisation. However, Kariyapperuma 
(2016) studied SI in Sri Lanka, and has operationalised DSIC. He explained that in an 
organisation, the social capital and human capital of top organisational management 
impact the creation of DSIC. The study has examined the impact of DSIC on SI 
dimensions. A vast array of researchers has studied different firm-level factors and 
individual-level factors (Barney, 1991; Henderson & Cockburn, 1994; Nelson & Winter, 
1982; Peteraf, 1993) that impact the operationalisation of DC. The Knowledge-based 
Theory highlights the importance of superior access to and integration of specialised 
knowledge for resource and capability-based advantages (Grant, 1996a, cited in 
Denford, 2013).  However, knowledge-based capabilities have not been sufficiently 
studied in the existing literature as one of the critical firm-level factors influencing DSIC.

Knowledge gained from information processing plays a critical role in developing DC in 
organisations (Zheng et al., 2011). The Knowledge-based Theory assumes that resource 
and capability-based advantages are derived from superior access to and integration 
of specialised knowledge (Grant, 1996a, cited in Denford, 2013). Liao and Wu (2009) 
presented KM as an essential asset in this knowledge economy. KM deals with one 
of the important tangible resources of an organisation, on which its performance 
rests (Wong & Wong, 2011). According to Liao and Wu (2009), KM positively affects 
an organisation’s performance and, thereby, the organisation’s success.  Hence, it 
is fundamental to business success (Liao & Wu, 2009). KM is a set of clearly defined 
processes or approaches used to discover the critical knowledge necessary for KM 
operations (Liu & Tsai, 2009). It is also essential for determining new products and 
strategies that strengthen human resource management in achieving enterprise goals 
(Liao & Wu, 2009). Harrison and Samaon (2002) point out that many companies have 
begun to consider innovation as a critical factor in gaining competitive advantages. 
Thus, knowledge becomes an essential element in maintaining sustainable innovation. 
Therefore, Chien and Tsai (2012) explored the relationship between knowledge 
resources and organisational performance from different perspectives. In addition, 
Liu and Tsai (2009) examined and explained the relationship between KMC, KAC and 
innovation management capability.   Based on the above research, and drawing from the 
Knowledge-based Theory, this study contributes to the DCT by describing the impact 
of KMC and KAC on developing DSIC in the process of creating SI dimensions. In other 
words, this study offers ‘knowledge’ as another determinant of DSIC.
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Hypotheses and conceptual model

Knowledge management capabilities and dynamic service innovation 
capabilities

Creating organisational innovations requires different dynamic capabilities (Hertog 
et al., 2010). In this regard knowledge gained from information processing plays a 
critical role in developing the dynamic capabilities of organisations (Zheng et al., 
2011; Wijekoon & Galahitiyawe, 2015). The knowledge available to organisations is a 
crucial resource (Hooff & De Ridder, 2004), and is also a core competence essential 
to face business challenges (Tseng, 2015).  It is a source of competitive advantage in 
an economy that values information (Liao & Wu, 2009). KM is a set of clearly defined 
processes or approaches used to discover the critical knowledge necessary for different 
KM operations (Liu & Tsai, 2009). Effectively enhancing the value of the knowledge 
resource through the following activities, viz., knowledge acquisition, knowledge 
conversion, knowledge application, knowledge sharing and knowledge protection, is 
called “Knowledge Management” (Gold et al., 2001; Liu & Tsai, 2009). Each facet of KMC 
significantly affects innovation management capability (Liu & Tsai, 2009). A firm with 
dynamic capabilities can integrate, and redeploy knowledge resources, and as a result, 
achieve more excellent performance (Chien & Tsai, 2012). 

As explained by Lin et al. (2012) and Lee and Tsai (2005), if firms are capable of more 
effective acquisition, sharing, and utilisation of knowledge about the market, these 
organisations can comprehend market dynamism better than their competitors, and 
thus, create innovative products to satisfy customers and market demands. Chien and 
Tsai (2012) further state that the more knowledge resources a firm has accumulated, 
the greater the DC it can develop. Based on the above mentioned literature, the present 
research study proposes that,  

H1:		 Knowledge	 management	 capabilities	 of	 firms	 influence	 their	 dynamic	
service innovation capabilities in developing service innovation dimensions.

Knowledge management capabilities and knowledge absorption 
capabilities

Knowledge resources may be embedded in organisational processes and routine 
activities (Teece, 2000 cited in Chien & Tsai, 2012). Prior related knowledge resources 
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are necessary (Cohen and Levinthal, 1990) for determining new products and strategies 
that strengthen human resource management in achieving enterprise goals (Liu & 
Tsai, 2009).  Researchers suggest the positive influence of specific human resource 
management activities on the development of employee learning capability and learning 
motivation (Minbeava et al., 2003 as cited in Liu & Tsai, 2009). Moreover, knowledge 
sharing capacity in KMC is responsible for transferring or spreading knowledge to others 
from individuals, groups, and organisations (Lee, 2001 as cited in Liu & Tsai, 2009). 
When employees actively share self-knowledge with their colleagues, it may upgrade 
related technology and operations for the acceptor (Liu & Tsai, 2009). In addition, if 
knowledge granting behaviour among colleagues becomes part of the organisational 
culture, employees may further upgrade their learning motivation (Liu & Tsai, 2009).  In 
addition, accumulating existing knowledge resources in knowledge resources storage 
may also facilitate learning (Cohen and Levinthal, 1990). When an organisation has 
many knowledge resources, it should also have efficient learning mechanisms (Chien & 
Tsai, 2012). Chien & Tsai (2012) also suggest employee learning capability and learning 
motivation as key facets in knowledge absorption capability. Therefore, based on the 
above literature, the current study proposes that, 

H2:		 Knowledge	 management	 capabilities	 influence	 knowledge	 absorption	
capabilities. 

Knowledge absorption capabilities and dynamic service innovation 
capabilities

The Knowledge-based Theory explains the requirements for superior access to and 
integration of specialised knowledge for resource and capability-based advantages 
(Grant, 1996a, cited in Denford, 2013). Zahra and George (2002) identified two 
dimensions of absorptive capacity that constitute potential, and realised absorptive 
capacity. Firms are enabled to continually renew their knowledge stock if they focus on 
the acquisition and assimilation of new external knowledge (i.e., potential absorptive 
capacity). However, they may suffer from the costs of acquisition without gaining benefits 
from exploitation. Conversely, firms may fall into a competence trap even though they 
may earn short-term profits through exploitation, if they only focus on transformation 
and exploitation (realised absorptive capacity) (Ahuja & Lampert, 2001).

Further, they may not be able to respond effectively to environmental changes (Wijekoon 
& Galahitiyawe, 2015). This indicates that knowledge resources might not be effectively 
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translated into DC without effective and balanced absorption capacity dimensions. 
The recognition and assimilation (potential absorptive capacity) of knowledge allows 
the firm to renew its knowledge stock. Knowledge transformation and exploitation 
(realised absorptive capacity) enable the firm to leverage the absorbed knowledge into 
innovation action. Hence, based on the above literature, the present research study 
postulates the following hypothesis.

H3:		 Knowledge	 absorption	 capabilities	 influence	 dynamic	 service	 innovation	
capabilities in developing service innovation dimensions.

The mediating effect of knowledge absorption capability

In the Knowledge-based Theory, Grant (1996a as cited in Denford, 2013) emphasised 
the significance of superior access to and integration of specialised knowledge for 
resource and capability-based advantages.  Hawass (2010) states that the firm’s 
ability to access variant knowledge domains is a mandatory step towards effective 
KM, even though it is insufficient to complete the process. Hawass further explained 
that individuals empowered by their firm’s structural flexibility should absorb this 
knowledge to create organisational capabilities. Liao & Wu (2009) revealed that the 
organisation’s absorptive capacity was a significant intermediary factor between KM 
and developing innovation capabilities. However, Liu & Tsai (2009) pointed out that 
knowledge resources might not be effectively translated into DC without learning. 
Thus, the influence of learning mechanisms provides insights into how DC works from 
a process perspective (Liao & Wu, 2009). Van Den Bosch et al. (1999) (as cited in Liao 
et al., 2009) concluded that absorptive capacity plays a mediating role in creating new 
knowledge. Darroch & McNaughton (2003), as cited in Liao et al. (2009) also found 
that knowledge acquisition had a more indirect than a direct influence on innovation. 
Accordingly, weighing all of the above arguments, the present study proposes that,  

H4:  Knowledge absorption capability mediates the relationship between 
knowledge management capability and dynamic service innovation 
capabilities in developing service innovations.
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Dynamic service innovation capabilities and service innovations

Hertog et al. (2010) and Teece et al. (1997) explained that DSIC impact SI. DC can 
be defined as “the ability to integrate, build, and reconfigure internal and external 
competencies to address rapidly changing environments’’ (Teece et al., 1997). The unique 
traits of services suggest that using DC to determine SI might be a favourable alternative 
to selecting a firm’s capacity to develop and implement new service concepts (Teirlinck 
& Spithoven, 2013). In this regard, scholars have taken very different approaches to DC 
and SI. 

The assimilation approach assumes that the concepts and tools developed for innovation 
in manufacturing sectors can be imported to the service sector (Janssen et al., 2012; 
Gallouj, 1994 as cited in Tether, 2005; Wijekoon & Galahitiyawe, 2015). In simple terms, 
this approach postulates that the micro-foundations for dynamic innovation capabilities 
that are relevant for manufacturing firms can be translated into service sectors (Fischer 
et al., 2010; Kindstrom et al., 2012).  The demarcation approach includes the theories 
addressing the unique traits of services and SI processes. This approach emphasises the 
fundamental differences in SI compared to innovations in goods. The synthesis approach 
comprises theories in which insights from the previous two approaches (i.e. Goods 
versus Service) are taken and configured into a more integrated conceptualisation. 
This approach proposes a wide range of innovation routines, including sensing user 
needs and technological options, conceptualising, (un)bundling, coproducing and 
orchestrating, scaling and stretching, and learning and adapting (Hertog et al., 2010). 
Accordingly, Janssen et al. (2012) established a positive relationship between dynamic 
service innovation capabilities and service innovation performance. Therefore, to verify 
this relationship, the current research study proposes that, 

H5:		 Dynamic	service	innovation	capabilities	influence	service	innovations

Figure 1: Conceptual framework
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Methodology 

The current study adopted a positivist paradigm combined with a deductive approach 
using a survey research strategy.  It includes five hypotheses based on the DCT, the PdH 
framework, and the Knowledge-based Theory. The study is a conclusive, descriptive, 
cross-sectional research study (Sekaran and Bougie, 2016), and it attempts to explain 
the individual direct relationships between KMC and DSIC, DSIC and SI, and the indirect 
impact of KAC on the relationship between KMC and DSIC. A cross-sectional survey was 
conducted to gather perceptions on KMC, KAC, DSIC and SI from respondents serving 
in organisations’ top management, all of whom comprised the study sample (Saunders 
et al., 2016).

This causal research study has adopted a quantitative choice using service sector 
organisations as the unit of analysis. Senior managers working in six types of service-
oriented firms from six industries, namely, insurance, banking, other financial services, 
health care, entertainment, hotel, telecommunications, professional services and IT/
ICT, were recruited to collect data in the 4th quarter of 2018, and the 1st quarter of 2019. 
The survey instrument was developed as a structured, self-administered questionnaire, 
based on previously empirically validated measurement scales. It consisted of 81 
questions under five sections, which measured service firms’ demographic variables and 
the four study variables: SI, DSIC, KMC and KAC. A sample consisting of 32 respondents 
was selected, and a pilot study was done to assess face validity and internal consistency 
before the final data collection process. The researcher employed the disproportional 
stratified sampling technique to ensure large enough sub-samples for each strata 
analysis across the selected six Sri Lankan service industries in the present study. The 
researcher increased the sampling fraction (often called oversampling) for minority 
groups (service industries that had small numbers of organisations), so that reliable 
parameter estimates could be generated for such industries (Stoker, 1989 as cited in 
Kariyapperuma, 2016). 

Measures

Apart from the four items in section one of the questionnaire used to measure the 
demographic variables of service firms, section two of the questionnaire included 
twenty-eight items to measure the study’s independent variable, which is KMC. KMC 
was measured in terms of four dimensions/lower order constructs, namely, knowledge 
acquisition (10 items), knowledge conversion (05 items), knowledge application (07 
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items) and knowledge protection (06 items). All items were chosen based on the scale 
developed by Gold et al. (2001) for knowledge management.  The third section of the 
questionnaire included eighteen items to measure the mediating variable of the study, 
which is KAC. KAC was measured through two dimensions: potential absorptive capacity 
(06 items) and realised absorptive capacity (12 items) using the scale developed by 
Jansen et al. (2005).   The fourth section of the questionnaire included twenty-one items 
to measure the fourth variable, DSIC (Hertog et al., 2010). DSIC was measured using 
(altogether) 21 items under five dimensions: sensing user needs and technological 
options, conceptualising, co-producing and orchestrating, scaling and stretching, and 
learning and adapting. All items in sections two, three and four were measured using a 
seven-point Likert-type scale ranging from 1 (Strongly disagree) to 7 (Strongly agree).  

The scale measuring the fourth variable, SI, included ten questions that measure SI (the 
dependent variable). The ten items measured the six dimensions of the SI construct. 
The six dimensions are: new service concept, new customer interactions, new value 
systems/ business partners, new revenue model, new organisational delivery system, 
and new technological delivery system. All the items were developed based on the scale 
created by Hertog et al. (2010) and validated in the Sri Lankan context by Kariyapperuma 
(2016) for use in service industries. All items were measured using a five-point Likert-
type scale ranging from 1 (Do not agree at all) to 5 (Agree to a great extent). 

Data analysis and results

In total, 350 questionnaires were distributed, and 160 were collected, out of which 157 
were used for data analysis after the data cleaning process. Data cleaning, descriptive 
statistics, common method bias, non-response bias, tests for normality, linearity and 
homoscedasticity, multicollinearity, and unidimensionality analysis were performed 
with SPSS before inferential analysis before step into structural equation modelling 
(Galahitiyawe & Jayakody, 2019).   The data analysis was done based on the SEM data 
analysis method using SmartPLS software. As Sarstedt et al. (2019) recommend, the 
two-step method was adopted to assess the measurement and structural models. 
Accordingly, the measurement model was initially developed to test the reliability and 
validity of the data. This was followed by testing the structural model to assess the five 
relationships hypothesised in the present study.

The study’s unit of analysis is independent organisations or strategic business units of 
organisations that focus on innovation. One hundred and fifty-seven usable observations 
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were collected. The composition of the sample is as follows; 22.3% in professional 
services, 19.1% in the hotel/ entertainment service sector, 18.5% in IT/ ICT, 17.8% in 
banking, insurance and other financial services, the same percentage (17.8%) in health 
care services, and 4.5% in telecommunications. 

Analysis of the number of employees in the 157 organisations has revealed that 
77 organisations had less than 200 employees, and 28 organisations had more than 
1000 employees. Twenty-six organisations had between 201 and 400 employees, 17 
organisations had between 401 and 600 employees, five organisations had between 
801 and 1000 employees, and four organisations had between 601 and 800 employees. 
Among the sample organisations, thirty-five organisations have been in operation 
between eleven and fifteen years, and three have been operating between forty-one and 
forty-five years. Fifty-five per cent (55.5%) of organisations, which is the majority of 
organisations, have been in operation for less than fifteen years.

Measurement model 

Data were tested for common method bias and multivariate assumptions before 
performing confirmatory factor analysis. According to Hair et al. (2014), the threshold 
(ƛ>0.5) was considered for testing the convergent validity of items.  Items loading less 
than 0.5 were removed, and the model was re-tested to check for validity. Afterwards, 
standardised factor loadings were used to calculate the reliability and validity of the 
data. The statistical results for reliability and validity testing, shown in Table 1, reveal 
that all latent variables in the model are at satisfactory levels of convergent validity 
(AVE>0.5), composite reliability (CR > 0.7) and discriminant validity (AVE). According 
to Table 1, all the study variables’ AVE (Analysis of Variance Extracted) values and CR 
(Composite Reliability) values are higher than 0.5 and 0.7, respectively. Therefore, the 
convergent validity of the measurement scale is established. 
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Table 1: Reliability and validity of measures

Latent 
Variables

No of 
Items AVE

Composite 
Reliability 

(CR)

Cronbach 
Alpha

AVE vs SMC

DSIC KAC KMC SI

DSIC 21 0.542 0.926 0.910 0.708
KAC 18 0.534 0.912 0.860 0.579 0.731
KMC 28 0.547 0.966 0.911 0.514 0.626 0.736

SI 10 0.600 0.950 0.881 0.214 0.124 0.107 0.712

Notes: (1) DSIC – Dynamic Service Innovation Capabilities; (2) KAC – Knowledge Absorption Capability; (3) 
KMC – Knowledge Management Capability; (4) SI – Service Innovation.

There are two endogenous constructs of the current study; DSIC and SI. The coefficient 
of determination (R2) value of DSIC is 0.604, indicating a satisfactory level of the 
model’s explanatory power concerning DSIC. Similarly, the coefficient of determination 
(R2) value of SI is 0.041, revealing an acceptable level of the model’s explanatory power.

Structural model and hypotheses testing

The current study’s endogenous variables’ f2 effect sizes have been calculated by 
removing the exogenous variables from time to time. The results generated by removing 
KMC and KAC in two different situations are above 0.02 and below 0.15, respectively, 
indicating only a small impact on dynamic SI capability. The blindfolding-based cross-
validated redundancy measures or Q2 values of DSIC and SI are 0.258 and 0.162, 
respectively. Since these values are above zero, a lesser predictive relevance of the path 
model for the constructs is indicated. 

Table 2: f2 Effect size and q2 effect size

Removal of KMC
Impact on Dependent 

Variable
Path 

Coefficient
f2 Effect Size Adjusted R2 

Value
Q2 Value

DSIC 0.529 0.389 0.275 0.162
Removal of KAC

Impact on Dependent 
Variable

Path 
Coefficient

f2 Effect Size Adjusted R2 
Value

Q2 Value

DSIC 0.632 0.112 0.395 0.258
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The first hypothesis (H1) of the study has proposed that KMC impacts DSIC. The 
path coefficient obtained for this proposed relationship is 0.586, which indicates a 
moderate positive association between the two variables. Moreover, the significance 
of the relationship is also recorded as a 95% confidence interval since the p-value is 
less than the critical value of 0.05. Therefore, hypothesis H1 is supported. The impact 
of KMC on KAC has been suggested in the second hypothesis (H2). According to the 
path coefficient value obtained (0.222), the relationship is weakly positive. Therefore, 
at the 95% confidence level, the association is recorded as significant with a p-value 
greater than 0.05. Thus, the proposed hypothesis, H2, is accepted. The impact of KAC 
on DSIC has been suggested in hypothesis H3. There is a weak, positive association 
between the two variables as the path coefficient value is 0.463. Since the p-value is less 
than the critical value of 0.05 at the 95% confidence level, the association is significant, 
and hypothesis H3 is accepted. Following the process mentioned above, the fourth 
hypothesis of the current study has been tested. The direct effect of KMC on DSIC has 
been tested, excluding the mediator variable. As the immediate impact is significant 
with a p-value of zero at the 95% significance level, the mediator variable was added 
later, and the indirect effect was assessed. The result generated for the indirect effect is 
significant at the 95% significance level with a p-value of 0.000.

Figure 2: Output path diagram of the structural model 
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Table 3: Results of hypotheses testing (H1 – H4)

Without the Mediator
Hypothesis

/Effect Path Path 
Coefficients

T
Statistic

P
Values Decision

Direct Effect KMC - DSIC 0.633 19.332 0.000 Supported
With the Mediator

Hypothesis
/Effect Path Path 

Coefficients
T

Statistic
P

Values Decision

Direct Effect KMC - DSIC 0.536 19.324 0.000 Supported
Direct Effect KMC - KAC 0.222 2.067 0.000 Supported
Direct Effect KAC - DSIC 0.377 6.496 0.000 Supported

This study also used the variance accounted for (VAF) value (VAF = indirect effect/total 
effect, and total effect = indirect effect + direct effect) (Hair et al., 2014) to measure the 
mediating effect size. The VAF value was 29.6% = [0.253/ (0.253 + 0.633)], indicating a 
partial mediation in the structural model. Therefore, it can be concluded that there is a 
partial mediation of KMC on the relationship between KMC and DSIC. Thus, hypothesis 
H4 is accepted.

The fifth hypothesis of the current study proposed an impact of DSIC on SI. As Table 4 
illustrates, there is a weak, positive association between the two variables as the path 
coefficient value is 0.203. Since the p-value is less than the critical value of 0.05 at the 
95% confidence level, the association is significant, and hypothesis H5 is accepted.

Table 4: Results of hypotheses testing (H5)

Hypothesis
/Effect Path Path 

Coefficients
T

Statistic
P

Values Decision

Direct (H5) Effect DSIC - SI 0.203 0.000 Supported

Discussion

Innovation plays a critical role in achieving sustainable competitive advantages for firms 
(Witell et al., 2015; Zhu et al., 2014). Given that fact, it is apparent that most service 
industries operate in highly competitive markets, and firms in these industries need to 
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continuously explore new ways to develop, and retain competitive advantages (Hsieh 
et al., 2013). With the increase in size and complexity of the service sector resulting 
from economic globalisation, scholars have examined how companies can maintain 
their competitive advantages through service innovation practices (Tsou & Chen, 2020).  
Despite the truth of these scholarly arguments, in the present context, specifically in 
most Sri Lankan service sector business organisations, the level of innovations is 
not significant (Abeyagoonasekera, 2014; Cornell University, INSEAD, WIPO, 2019). 
Therefore, to develop SI, according to the Dynamic Capability Theory, Hertog et al. 
(2010) have emphasised that DSIC is essential. 

Be that as it may, DSIC is still an emerging research area and needs operationalisation 
(Zheng et al., 2011; Kariyapperuma, 2016) since it is a theoretically and empirically 
under-researched concept. This study applied firm-level factors, such as physical and 
monetary resources, competencies, processes, routines, and organisational cultures 
(Barney, 1991; Henderson & Cockburn, 1994; Nelson & Winter, 1982; Peteraf, 1993), and 
individual-level factors such as creativity, in assessing dynamic capabilities. However, 
knowledge capabilities, which can also be considered one of the critical firm-level 
factors that influence DSIC, have not been sufficiently studied in the existing literature. 
Chien and Tsai (2012) explored the relationship between knowledge resources and 
organisational performance from different perspectives. Furthermore, Liu and Tsai 
(2009) studied and explained the relationships between KMC, KAC and innovation 
management capability. The present study attempted to extend the Dynamic Capability 
Theory by considering organisational knowledge as another firm-level antecedent of 
DSIC. Therefore, the purpose of the present study was to explore the impact of KMC and 
the mediating effect of KAC on DSIC in its relation to developing SI in service-dominant 
business organisations. 

The present study was directed towards achieving three objectives. Due to the lacuna 
in the existing theoretical and empirical literature on dynamic service innovation 
capabilities, the first objective focused on investigating the relationship between KMC 
and DSIC in Sri Lankan service sector firms. Besides this relationship, the present study 
builds the argument that organisational KAC is a significant intermediary factor in the 
relationship between KM and the development of innovation capabilities (Liao & Wu, 
2009; Liu & Tsai, 2009). Therefore, the second objective was directed towards studying 
the mediating impact of KAC on the relationship between KMC and DSIC, based on the 
theoretical underpinning of knowledge absorption contained in the Knowledge-based 
Theory (Zahra & George, 2002). Furthermore, based on the PdH framework in the 
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Dynamic Capability Theory, Hertog et al. (2010) have explained the significant impact 
that DSIC has on SI.   Therefore, due to the prevailing empirical gap in DSIC and SI in the 
Sri Lankan service context, the third objective was to examine the relationship between 
DSIC and SI in the Sri Lankan context.

Findings of the present study revealed that service-dominant business organisations 
with high levels of KMC in terms of knowledge acquisition, knowledge conversion, 
knowledge application and knowledge protection, are capable of developing DSIC. 
These results align with the findings of Lin et al. (2012) and Lee and Tsai (2005), which 
also point out that firms with more effective acquisition, sharing, and utilisation of 
knowledge related to markets can better utilise market dynamism, and create innovative 
products to satisfy customer and market demands. This is because the knowledge thus 
obtained can efficiently assist firms in capturing changing customer preferences and 
product technologies. In addition, a better focus on customers and competitors allows 
firms to gain sufficient information about market demands and rivals’ strategies to 
develop innovative products. 

This study also found that the ability to sense and react to the market environment 
and changes in technological advancements, consumer tastes and demands, which are 
the first DSIC of the PdH model, results from the KMC of an organisation (Likoum et 
al., 2020). Information about customers’ needs, competitors, suppliers’ strategies and 
other market factors makes up a treasured portion of a firm’s knowledge base.  Thus, 
KM is fundamental in building dynamic capabilities and searching for innovative 
opportunities (Abubakar et al., 2019). 

The second DSIC of the selected mode, ‘conceptualising,’ also depends heavily on the 
organisation’s knowledge base. Conceptualising involves smartly combining new and 
existing service elements into an integrated service configuration experienced as new 
to the market (Hertog et al., 2010). According to Nasir (2010), KMC would enable a firm 
to develop rare and valuable knowledge through learning, another service innovation 
capability of this model, and subsequently, build upon, and spread that rare knowledge 
throughout the organisation to enhance innovation. According to Normann (2002), the 
bundling and unbundling capability of services are ways of creating service offerings that 
are newly bundled, enriched, blended or, are the opposite, that is, recently unbundled, 
stripped down to the bare essentials. For SI, the most significant gains are made by 
companies initiating and dominating service systems that bring new value to customers 
(Jong & Hertog, 2010). Thus, KMC would enable companies to acquire and create these 
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new SI in terms of bundling the services to satisfy customer demand for convenience 
and/or unbundling, and specialising the service offering to make the customer able 
to afford the offering. Furthermore, KMC would enable companies to innovate service 
bundles faster than their rivals through knowledge creation, protection, and absorption. 

The fourth DSIC, co-producing and orchestrating, depends on the knowledge gained 
externally from new business partners and/or actors on the broader value network 
(Hertog et al., 2010). KMC facilitates co-producing and orchestrating resources and 
capabilities across the value chain by allowing the company to acquire knowledge 
about suppliers in the industry, generate new knowledge from existing knowledge, and 
exchange knowledge with its business partners and actors in the value chain (Hertog 
et al., 2010). In addition, to be competitively ahead in the marketplace, it is vital to 
globalise the business. 

The fifth DSIC, scaling and stretching, is necessary to remain competitive in a globalised 
marketplace (Jong & Hertog, 2010). Stretching can easily be taken too far. Firms will 
need to refrain from pressures to diversify away from their core competencies with low 
entry barriers to services. Again, finding the proper balance is the key here. Winter and 
Szulanski (2001, p. 737) state that replication involves exploitation and exploration. 
It offers many opportunities for learning, adaptation, and fine-tuning of a successful 
business model enabled by knowledge. The sixth and final DSIC, according to Hertog 
et al., (2010), is the learning and adapting capability, which is the capacity of a firm to 
deliberately learn from the way SI is managed currently, and subsequently adjust the 
overall service innovation process. KM is far more important for deliberate learning 
and adapting, as KMC provides the ability to use feedback from projects to improve 
subsequent projects, benchmark performances, and apply knowledge learned from 
mistakes and experiences.

The present study’s findings revealed that the higher the level of KMC, the higher 
the KAC. Liu and Tsai (2009) and Cohen and Levinthal (1990) have found a similar 
relationship between KMC and KAC. They have explained that an organisation’s 
existing knowledge and the related KM process will affect the recognition of knowledge 
value, knowledge assimilation, and usage. Moreover, Liu and Tsai (2009) explain that 
employees are encouraged to actively engage in self-knowledge sharing with their 
peers and colleagues in the organisation. This is a successful KMC that upgrades the 
capability to use related technology and operations for the acceptor, which is identified 
as KAC. Furthermore, if KMC practices like making such knowledge granting behaviour 
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become a part of organisational culture and this trend is perpetuated, this will further 
upgrade employees’ learning motivation.  

According to the present study’s findings, KAC positively impacts DSIC; therefore, 
the third hypothesis was also statistically supported.  Liu and Tsai (2009) revealed 
that employee learning capability significantly influences innovation management 
capabilities. This implies that if an organisation’s employees and systems possess 
higher levels of learning capabilities, that organisation’s innovation performance will be 
facilitated. Accordingly, organisations need to initiate mechanisms to absorb and realise 
the knowledge available internally and externally to boost organisational innovation 
capabilities. 

According to the present study’s findings, KAC partially mediates the relationship 
between KMC and DSIC, and the fourth hypothesis is also statistically supported. 
The Knowledge-based Theory explains the requirement for superior access to and 
integration of specialised knowledge for resource and capability-based advantages 
(Grant, 1996a, cited in Denford, 2013). In this regard, Hawass (2010) has stated that 
a firm’s ability to access variant domains of knowledge is a mandatory step towards 
effective KM, even though it is not sufficient to complete the process. Hawass further 
explains that individuals empowered by their firm’s structural flexibility should absorb 
this knowledge to create organisational capabilities. Liao and Wu (2009) evidenced that 
the organisation’s absorptive capacity was a significant intermediary factor between 
KM and developing innovation capabilities. There are only a very few studies that have 
investigated the impact of KAC as a mediating variable. One of them is the study of Pai 
et al. (2013), where the researchers discovered that using its potential and realised 
absorption capabilities, an organisation can utilise the acquired knowledge efficiently. 
The findings of this study also claim that even though firms can be exposed to the 
same amount of external knowledge flows, every firm might not derive equal benefits 
from these knowledge flows (Escribano et al., 2009), since each firm needs to absorb, 
assimilate and integrate these flows into their unique organisational knowledge and 
innovation processes. In this sense, KAC appears as a promising capability that improves 
and complements KMC (Castro, 2015). 

The fifth hypothesis of the study is also supported since the findings demonstrated that 
DSIC have a significant positive impact on SI. According to Pai et al. (2013), DC has a 
positive and direct influence on organisational innovation performance. Janssen et al. 
(2012) also established the positive relationship between DSIC and SI performance. 
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The current findings extend the basic logic that dynamic innovation capabilities are 
critical for innovation in service organisations (Morgan et al., 2009; Verona & Ravasi, 
2003; Danneels, 2004).  Teece et al. (1997) explained that to develop new services 
continuously and to comprehend the underlying business logic of service provision, 
firms must develop DC that can enable service innovations. Kariyapperuma (2016) 
explained that service firms need to adapt their resource base to evolving customer 
demands and market trends such as increased demand for services, and shape their 
environment through innovation and collaboration with their customers and other key 
actors. 

Therefore, the present study’s findings revealed that KMC is essential to develop DSIC  
in developing SI dimensions in Sri Lankan service-dominant business organisations. 
Furthermore, the results emphasised the importance of KAC, which partially mediated 
the relationship between KMC and DSIC in developing SI. Finally, the study highlighted 
the necessity of DSIC for service-dominant business organisations to establish SI 
dimensions to outperform challengers in the face of intense market competition. 
Therefore, the present study empirically verified the critical need for organisational 
knowledge when service-dominant business organisations develop DSIC to achieve SI 
dimensions. Furthermore, the research findings identified organisational knowledge 
as an antecedent of DSIC based on the Dynamic Capability Theory, Knowledge-based 
Theory and the PdH framework. 

Theoretical implications

The study made several significant theoretical contributions. To the best of the 
author’s knowledge, no study has been done on knowledge capabilities as an essential 
organisational level factor that influences DSIC. Hence, by introducing KMC as an 
antecedent of DSIC, this research attempted to open up the “black box” of determinants 
of dynamic innovation capabilities, and in so doing, extended the existing DCT of Hertog 
et al. (2010).

Secondly, it was highlighted by Van Den Bosch et al. (1999) and Liao et al. (2009) that 
absorptive capacity plays a mediating role in the creation of new knowledge. Even 
though many firms can be exposed to much the same forms of external knowledge, 
not every firm will gain similar benefits from this knowledge. This is because it is 
necessary to absorb, assimilate, and integrate this external knowledge into firms’ 
unique organisational knowledge and innovation processes (Castro, 2015). However, 
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the mediating impact of KAC has only been conceptually discussed in the recent past 
(Grandinetti, 2016; Castro, 2015; Escribano et al., 2009; Gray, 2006). Thus, despite the 
importance of KAC as a mediator, the sparse empirical findings in the extant literature 
were inconclusive.  Therefore, findings related to the mediating impact of KAC uncovered 
in this study, would contribute significantly to the empirical literature on KAC. 

Thirdly, the literature lacks focus on service sector innovations compared to 
manufacturing sector innovations (Hertog et al., 2010; Kariyapperuma, 2016). Hence, 
there is a gap in the available literature related to dynamic innovation capabilities and 
knowledge-based capabilities domains, specifically in the service sector. Given the above 
lacuna, this study will contribute to the empirical literature on DISC. The present study 
was conducted on DSIC and SI among 157 service firms across 06 service-dominant 
industries. Therefore, the present study can be considered the first performed in the Sri 
Lankan context which has blended dynamic innovation capabilities with knowledge-
based capabilities.  It is thus an essential contribution to the prevailing (inconclusive) 
evidence on the relationship between DSIC and SI in the Sri Lankan context.

Managerial implications

The results of this study also have important implications for managerial practice. First, 
the study findings proved empirically that KMC stimulates the development of DSIC in 
service organisations. Thus, managers working in service organisations should actively 
pay attention to the alignment of internal and external knowledge with organisational 
goals (what should be done) and organisational strategies (how it should be done). 
Consequently, managers of those service firms aspiring to improve their firms’ 
competitive edge through innovative capabilities should be mindful about practising 
knowledge acquisition, knowledge conversion, knowledge application, and knowledge 
protection as methods of enhancing innovation capability. To achieve this, they can 
consider implementing new systems, networks and mechanisms within the firm which 
are firmly linked with the external environment to acquire, convert, apply and protect 
new knowledge in the firm for the development of DSIC.  Developing Standard Operating 
Procedures (SOPs), conducting continuous learning and training programmes, and 
facilitating inter-organisational collaborations for synergy advantages will ensure the 
consistent commitment of every employee towards KM throughout the organisation. 

Secondly, as the research results revealed, the significant influence of KAC on the 
relationship of interest confirmed that DSIC could arise due to KAC as well, and this 
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influence leads to a higher level of the total effect of KMC on DSIC. This result indicates 
that managers need to realise the importance of developing KAC across the organisation.  
To this end, top-level managers can ensure that new and existing operational level 
employees conveniently adopt best practices by developing manuals, blueprints and 
documents related to organisational processes. In this way, top-level managers can 
encourage employees to develop new ideas, implement ‘buddy systems’ for recruits 
and facilitate experience-sharing sessions. Further, implementing efficient and effective 
mechanisms to address customer complaints, and recording them for future reference 
should be an essential part of knowledge absorption and sharing. 

Finally, as empirically validated by the current study, the fact that DSIC leads to SIs 
highlights the importance of managerial awareness concerning the value of DSIC in 
enhancing innovations. This result implies that managers should focus on improving 
signalling user needs and technological options, conceptualising, bundling capabilities, 
co-producing and orchestrating, scaling and stretching, and learning and adapting. Given 
that the service market is competitive and complex, managers should continuously 
attempt to improve their service strategies. To this end, they can explore blue ocean 
markets to gain the first-mover advantage. Further, the management of service firms 
can consider training their operational level employees for better communication 
and customer relationship management (CRM), along with establishing the required 
facilitating platforms like CRM systems. Moreover, to capture changes in market trends 
sooner than competitors, firms can implement different customer observation methods 
and ghost shopping mechanisms as market survey strategies. Accordingly, organisational 
policymakers could scrutinise their internal KM and absorption processes to maximise 
external and internal knowledge to capture advancements in SI dimensions that 
facilitate the innovation of novel service offers to customers.

Limitations and directions for future research 

Despite the attention given to a thorough preparation for, and the conducting of this 
research, it does have several limitations, which will now be discussed. Firstly, the 
analysis was performed using a sample of Sri Lankan firms in six service-intensive 
sectors. The specific cultural, political, and economic context of Sri Lanka may make 
the results of the current study less generalisable to other contexts. Since the cultural 
context is an attribute of the service itself, it has certain important implications for 
both the service customer and the service provider. Secondly, the lacuna in the existing 
literature, of a sound theoretical and empirical base to the construct of DSIC, limited 
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the researcher to basing his study on the inconclusive and emerging literature. This 
is because the DSIC and SI dimensions of the present study were limited to the PdH 
framework explained by Hertog et al. (2010). Finally, the dimensions of KMC and KAC 
adopted for this study had not been studied explicitly in the service context, unlike the 
dimensions of DSIC, which had. Therefore, there may be a lack of compatibility of the 
KMC and KAC dimensions used in the study, in relation to the service context.

In terms of future research, service innovation itself is highly context-based, and 
therefore, there might be differences in impacts coming from the industrial context. 
Thus, future studies can be conducted focusing on a specific service industry or 
comparing different service sector industries to examine how KMC and KAC impact 
DSIC differently.

Future research studies can expand this study into other types of service organisations 
that have not been included in the present study, which may make up a large part of 
the service sector in a particular economy. According to the United Kingdom Standard 
Industrial Clarification (UKSIC, 2007), many industrial sectors that have not been 
considered in this study can be classified as service industries. Thus, future studies 
could extend the model proposed by this study to other service sector industries, using 
a larger sample of service organisations. 

Thirdly, in investigating the antecedents of DSIC, this study used a quantitative 
methodology coming under the purely positivist research paradigm. Qualitative 
methods can be used in future studies under the interpretive research domain to 
explore and better understand additional antecedents of DSIC. Therefore, the present 
study opens up alternative avenues for future research to uncover novel relationships 
among knowledge-based theories, DSIC and SI.

Conclusion

The purpose of this study was to contribute to the existing body of knowledge by 
determining the antecedents of and operationalising DSIC, which are essential in 
developing SIs from an organisational knowledge perspective. The current study 
has made three theoretical and empirical contributions. By introducing KMC as 
an antecedent of DSIC, and identifying KAC as a mediator, this study examined the 
determinants of dynamic innovation capabilities, and extended the existing Dynamic 
Capability Theory by observing it through the lens of knowledge. Furthermore, 
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this study can be considered an attempt to contribute to the prevailing inconclusive 
evidence regarding the relationship between DSIC and SIs in the Sri Lankan context. 
The study also emphasised the development of mechanisms, networks, systems, 
and procedures for managers to acquire better knowledge, and convert, apply, and 
protect extant organisational knowledge, and also advocated continuous evaluation 
and distribution of such knowledge among organisational members. Finally, the study 
explained the importance of developing organisational knowledge-based capabilities to 
enhance organisational innovativeness in service-dominant firms.  This would facilitate 
such firms to develop the SI dimensions required to outperform their rivals in a fiercely 
competitive market.
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