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Abstract - Majority of studies have been geared towards examining the critical role of business strategy, innovation and 

SMEs performance in Malaysia. Current studies, however, reported contradictory results on business strategy and 

innovation on financial performance in different contexts. Therefore, this study claims that there should be a moderating 

variable is required to promote the relationship between business strategy, innovation and organizational performance. 

This study, therefore, has incorporated the dynamic capabilities as a moderator to improve the relationship between 

business strategy (differentiation strategy and cost-leadership strategy), innovation (product innovation and process 

innovation) and financial performance. The study aims to describe the relationship of cost-leadership strategy, 

differentiation strategy, product innovation and process innovation on the financial performance under the moderating 

role of dynamic capabilities. To establish the proposed conceptual framework, two theories were introduced: resource-

based view (RBV) and dynamic capabilities (DC). The recent literature was used to obtain information on the factors that 

enabled the present study to establish a conceptual framework and eight propositions formulated. The moderating effect 

of dynamic capabilities on business strategy (cost-leadership strategy and differentiation strategy) and innovation 

(product innovation and process innovation) are the main theoretical contribution. Furthermore, limitations and 

recommendations for future research presented. 

 

Keywords- Business Strategy, Innovation, Dynamic Capabilities, Performance, SMEs. 

 

I. INTRODUCTION 

Small and medium enterprises (SMEs) are entities that are key to a country's economic growth. The importance of SMEs 

is represented by the emergence of over 90 per cent of all business establishments in every country, for instance, in Spain 

(99.8%), Indonesia (99%), Thailand (97.2%) and Singapore (99%) [1]. The scenario is relatively similar in Malaysia, 

where 98.5 per cent of all business establishments are the SMEs [2]. These establishments of SMEs prove that SMEs are 

the foundation of every country's economy. According to the SME Annual Report 2017, SMEs have played a significant 

role in fostering national revenue. However, the food manufacturing sector, statistics indicates that the contribution of 

food manufacturing SMEs to GDP in Malaysia is still low (34.4%) as compared to neighbouring countries, for instance, 

Indonesia (60.3%) and Thailand (41.1%) [3]. These statistics showed that there is a problem that exists in the Malaysian 

food manufacturing industry. Consequently, the performance of food manufacturing SMEs in Malaysia needs serious 

attention.  

 However, the deep understanding of the relationship between cost-leadership strategy, differentiation strategy, 

product innovation, process innovation and financial performance of food manufacturing SMEs is still limited, even rare 

by considering dynamic capabilities as moderating variable. This study, therefore, identifies the relationship between 

cost-leadership strategy, differentiation strategy, product innovation, process innovation, organizational performance and 

moderating role of dynamic capabilities. 

 

II. LITERATURE REVIEW 

Cost-Leadership Strategy 

In [2]  has introduced a cost-leadership strategy term in the context of business strategy. The cost-leadership strategy is 

described as a business seeking to achieve the lowest manufacturing and distribution costs enabling it to cost less than its 
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competitors Porter [4]. According to [3] defined a cost-leadership strategy as cost-reduction to achieve the cost advantage 

and internal market productivity. The recent definition refers to a cost-leadership strategy in the manufacturing industry 

through the usage of statistical quality control [5].  Porter proposes a cost-leadership strategy approach as a competitive 

advantage. By using a cost-leadership strategy, the defects, wastes, reducing operational and production costs can be 

avoided [6]. Firms also decrease the cost of human resources, raw material and distribution [7].  

The fundamental principle is to reduce all costs involved. By using the cost-leadership strategy, a company can only 

achieve a competitive advantage on its rival by getting increased asset returns and delivering a quality product [7]. Thus, 

the disparity between product prices and costs will be reduced, and a firm will gain a competitive advantage by gaining 

massive returns. 

Previous literature provides findings on cost-leadership strategy and performance, such as by [9] examined the 

relationship of cost-leadership with a performance at 119 small businesses in Kenya's furniture industry. The significant 

relationship also can be seen in a study by [8], the study examined 100 manufacturing SMEs in the relationship between 

strategic management practices and organizational performance in Kenya. The study found out those SMEs that 

employed cost-leadership strategy has a significant relationship on organizational performance. Besides, past studies of  

[10]  investigate 278 manufacturing SMEs in Nigeria reported that cost-leadership strategy has a significant relationship 

with business performance. Besides, [11]  found that a cost-leadership strategy positively influences export performance. 

This study explored with a sample of 247 of manufacturing SMEs in Portugal. 

 

III.  DIFFERENTIATION STRATEGY 

Differentiation strategy seeks to be distinctive in its market with features valued by most consumers. According to Porter 

[12], differentiation strategy is the way to differentiate, for instance, brand, technology, customer care, sales and other 

measurements. Differentiation allows companies to create customer loyalty by providing innovative goods or services to 

better compete than rivals [13]. Hence, innovative companies will also focus on new steps to remain one step ahead of 

the competition.  

Previous literature provides various findings on differentiation strategy and performance. Furthermore, in a study of 

135 SMEs furniture manufacturing on the effect of generic strategy and firm performance, [4] report a significantly 

positive between differentiation strategy and firm performance. Another study on the competitive strategy found a 

positive relationship between differentiation strategy and firm performance [9]. Moreover,  [14] found that differentiation 

strategy has a positive influence on firm performance. This study conducted among 100 manufacturing SMEs in Kenya.  

Recently, [15]  investigated the competitive strategy and its effect on financial performance. The study found that firms 

that pursuing differentiation strategy has a positive influence on financial performance than without differentiation 

strategy.   

 

Product Innovation 

Product innovation is considered as the development of a new product by the use of new materials while changing the 

existing product to satisfy consumer [15], [16] described product innovation as a product shift, driven by a company 

research process and development. Product innovation is the creation and production of new types of products or services 

that complementing prior product deficiencies with more focus on quality. Product innovation is actively developing a 

new product package to meet consumer needs and added that product innovation offers a diversity of selection for 

products.  

Previous literature provides findings on product innovation and performance. For instance,  [17]  found a positive link 

between product innovation and performance in Spanish manufacturing SMEs. found positive product innovation and 

financial performance among SMEs in Indonesia's food manufacturing sector. [3] showed a positive association between 

product innovation has a significant relationship with performance of Greek manufacturing SMEs, [1] found that product 

innovation has a positive relationship with the firms' financial performance in the Iranian manufacturing SMEs. 

Additionally, a study by [5] also found that product innovation contributed positively to Indian manufacturing SMEs' 

financial results. In line with previous studies,  [9] found a positive link between product innovation and business 

performance among SMEs in South-Eastern Europe.  

 

IV.  PROCESS INNOVATION 

In [12] clearly defined process innovation as "a new element introduced into an organization's production or service 

operations input materials, task specifications, work and information flow mechanisms, and equipment used to produce a 

product or render a service". The manufacturing process includes supporting materials, material input, semi-finished 

product, packaging materials, and finished product ready for distribution to customers. Process innovation seeks to save 

budgets rather than to acquire consumers or clients [13], [14]. Therefore, scholars suggest the positive effects of the 

implementation of process innovations [15], [9]. 

The link between process innovation and performance among manufacturing SMEs have well established by several 

researchers. For instance,  [17], discovered that process innovation has a significant relationship with the productivity 

among 3,018 manufacturing SMEs in Ireland. Another empirical evidence by , [6] the result showed a  
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Underpinning Theory and Conceptual Framework 

In the field of strategic management, the concern is mostly on how firms achieve high performance. Several theoretical 

approaches for studying resources and financial performance, hence, this study will adopt the RBV theory and DC theory 

to explain the link of cost-leadership strategy, differentiation strategy, product innovation, process innovation, dynamic 

capabilities with financial performance. Organizations valuable, rare, imperfectly imitative and imperfect resources are 

the primary source of competitive advantage for best performance [17]. The idea of dynamic capabilities emerged as a 

dynamic version of RBV theory that matches rapidly changing environments.  [4]  described dynamic capabilities as a 

firm's capacity to build, integrate and reconfigure external and internal competencies to meet fast-growing environments. 

Hence, based on the DC theory, dynamic capabilities could be considered as a significant factor that could lead to 

superior performance. 

The business strategy (cost-leadership strategy and differentiation strategy), innovation (product innovation and 

process innovation) and financial performance of manufacturing SMEs relationship may be improved by dynamic 

capabilities. Fig 1 below shows independent variables (cost-leadership strategy, differentiation strategy, product 

innovation, process innovation), dependent variable (financial performance) and moderator variable (dynamic 

capabilities). Based on the proposed conceptual framework, Fig 1, eight propositions have developed. 

 

 
Fig 1. Conceptual Framework. 

 

Propositions Development 

A cost-leadership approach seeks to achieve the lowest possible price, cost advantages, resources utilization and curve of 

experience [6]. According to [5], a cost-leadership strategy can lead to higher demand and higher market share. Previous 

empirical studies of cost-leadership strategy have shown the relationship with firm performance [9].   

P1: Cost-leadership strategy is positively associated with financial performance. 

The previous studies on differentiation strategy have a relationship with SMEs performance  [3], [16], [3], Previous 

studies indicate the following proposition for the research. 

P2: Differentiation strategy is positively associated with financial performance. 

The finding of recent studies in manufacturing SMEs revealed the positive link of product innovation and manufacturing 

SMEs performance [2].  Hence, the research proposition is proposed for the study. 

P3: Product innovation is positively associated with financial performance. 

Recent studies among manufacturing SMEs found that process innovation has a relationship with performance [10]. 

Previous studies indicate the following proposition for the study. 

P4: Process innovation is positively associated with financial performance. 

Numerous previous studies have indicated the importance of dynamic capabilities as well as its moderating effect in 

influencing the firm's performance. For instance, the recent studies among manufacturing SMEs have also found that 

dynamic capabilities significantly moderate the relationship the organizational performance [2], [8], [2], [4], [5], [3]. 

Therefore, the propositions below were formulated: 

P5: Dynamic capabilities positively moderates the impact of cost-leadership strategy on financial performance. 

P6: Dynamic capabilities positively moderates the impact of differentiation strategy on financial performance. 
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P7: Dynamic capabilities positively moderates the impact of product innovation on financial performance. 

P8: Dynamic capabilities positively moderates the impact of process innovation on financial performance. 

 

V. DISCUSSION AND CONCLUSION 

Based on the conceptual framework, there is an indication of the relationship between cost-leadership strategy, 

differentiation strategy, product innovation, process innovation and financial performance where the dynamic capabilities 

can moderate the financial performance of SMEs. This review focuses primarily on the influence of moderating effect of 

dynamic capabilities. Consequently, dynamic capabilities represent the capacity of businesses to change and reconfigure 

existing resources and capability. This research's primary objective was to establish a conceptual framework by 

combining RBV and DC and eight hypotheses formulated. This research's prominent theoretical aspect is the integration 

of dynamic capabilities in the link between cost-leadership strategy, differentiation strategy, product innovation, process 

innovation and organizational efficiency in Malaysia's food manufacturing SME. No empirical evidence conducted and 

presented remains the limitation of this study. Empirical experiments using the proposed conceptual framework in 

different contexts to address this limitation may give a direction for future research. 
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