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Abstract: This article studies the relationship between changes in the external business environment,
a firm’s innovation strategies towards customers, and performance. A model of relations was
developed, as well as a hypothesis: “The use of the differentiation strategy has a positive effect on
firm’s performance. SMEs that use the differentiation strategy achieve better performance than those
who use one of the other strategies (low-cost strategy, focus strategy, or an overtaking strategy)”.
The empirical study includes a population of 3007 SMEs and a sample of 163 SMEs. The firm’s
performance was measured using financial measures such as return on equity (ROE) and return
on assets (ROA), operational measures such as economic value added (EVA) and comprehensive
measures such as credit rating (CR). The structural equation modelling (SEM) approach was used for
data analysis. Based on the results, we can confirm that changes in a firm’s external environment affect
the firm’s strategy towards customers, which influences the performance of a firm. The empirical
study confirmed that firms using the differentiation strategy indicate higher performances (ROA,
EVA, and CR) than those using any other strategy. Results also show that high-performance SMEs
incorporate customer perspectives into strategy selection. The most significant influence on the
firm’s selection of the differentiation strategy was found in cases when the firm cooperates with
new customers with whom it has not collaborated thus far. SMEs that use a low-cost strategy, focus
strategy, or overtaking strategy are less successful than companies that use a differentiation strategy.
The developed model of relations in this research has special meaning for researchers and managers
in the field of strategic management, strategy selection and implementation, as well as performance
of SMEs.

Keywords: strategic management; changes; strategy; innovations; customer; differentiation;
performance; SMEs

1. Introduction

The achievement of optimal firm performance is a process. This process requires
careful planning and directing of the firm’s business operation towards achieving a par-
ticular objective, which we refer to as a strategy. Wang et al. (2020) noted that a strategy
is, in particular, the key element of developing a competitive advantage and ensuring
the performance of the firm. Strecker (2009) concluded that if we remain focused on the
competition, it is easier to recognize the branch trends regarding the customers’ needs
and technology, which is cheaper than exploring the market all by ourselves. Dobni et al.
(2021) noted the positive impact of modern technology on the firm’s performance and
that firms directed towards the use of advanced technologies tend to be more successful
on the market. In addition, good relationships with suppliers enable a firm to achieve
higher efficiency and better performance (Rezaei et al. 2018). Norsalehe and Idris (2022)
stated that innovativeness positively influences SME performance. Sahu et al. (2023) dis-
covered that a firm’s technological awareness positively impacts the implementation of
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new technologies by the suppliers and the supply chain. Liao et al. (2020) also showed
that a firm’s technological capability strengthens the influence of innovations and firm
performance. Kapoor (2023) demonstrated that learning in organizations can encourage
and enable their employees to own and drive their personal development for the future.
Strecker (2009) claimed that being competitive means serving customers in a better way
compared to other competitors. Therefore, high-performance firms must adjust to their
industry competitors to a certain degree. However, there are particular advantages and
disadvantages to doing so. Excessive concentration on competitors can mean, on the other
hand, that a firm puts too much emphasis on costs. Strecker (2009) revealed that firms that
use advanced technologies are more successful in the market.

Comprehensive research establishing a relationship and investigating the relationship
between three areas: (1) changes in the external business environment, in particular; (2) firm
innovation strategy selection toward customers; and (3) firm performance is scarce in the
literature. As a research gap, the opportunity to develop a model of relationships between
the external business environment of the firm’s strategy selection towards customers and
thus related firm performance has also been identified.

Our study investigates how changes in the external business environment impact firm
innovation strategy selection and firm performance. Our research is focused on SMEs. In
our research, we measure firm performance with many measures, not only financial. For
example, we included financial measures (return on equity—ROE; return on assets—ROA),
operational measures (economic value added—EVA) and comprehensive measures (credit
eating—CR) for firm performance.

This study aims to show the relationship between changes in the external business
environment, the selection of the strategy towards customers, and the impact on firm
performance. Based on the theoretical background from the literature and the detected
research gap, we formulated a model of links between selected factors such as changes in
the environment, firm strategies towards customers, and firm performance.

Following findings in the literature and research gap, particular research questions arose:

• Which external factors of the external business environment influence the selection of
the firm strategy towards the customers to the greatest measure?

• Which firm strategy towards customers (differentiation strategy, low-cost strategy,
focus strategy and overtaking strategy) is related to the performance of SMEs?

• To which firm performance measures, such as ROE, ROA, EVA, and CR, is the use of
the selected firm strategy related?

This research aims to emphasize the importance of the impact of changes in the external
business environment and their relationship to a firm’s innovation strategy selection and,
thus, related firm performance.

This article presents new findings about how changes in the external business envi-
ronment impact innovation strategy selection towards customers and firm’s performance.
Studying environmental impacts, firm strategies towards customers, and their impact on
business performance is complex. Firm performance is influenced by many factors that
cannot be captured in one study at the same time, so we treated the links between only
selected factors in this research as a model. In the empirical section, we checked the validity
of the developed model of relations.

The originality of this research is represented by an overview of the latest literature
on the field of strategy use in SMEs: the presentation of unique relationships between (1)
changes in the external business environment, including the aspect of customers, com-
petitors, technology, and suppliers; (2) firm’s strategies towards customers; and (3) the
performance of SMEs. Relationships were studied with SEM model. A unique contribu-
tion is also a measurement of firm performance. Firm performance was measured using
financial measures such as return on equity (ROE) and return on assets (ROA), operational
measures such as economic value added (EVA), and also comprehensive measures such as
credit rating (CR).
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2. Theoretical Basis and Literature Review

Strategy is how a firm chooses to compete. Strecker (2009) and others (Signoretti 2020;
Alzahrani 2019; Bellamy et al. 2019; Davis 2020; Liao et al. 2020; Signoretti 2020; Wurthmann
2020; Borgersen 2022; Hossain et al. 2022; Khan 2022; Kapoor 2023; Sahu et al. 2023) also
noted that a firm’s strategy is key to achieving a competitive advantage and positive firm
performance and others. Hoverstadt et al. (2020) connected the strategies used with firm
performance; and pointed out that with respect to the firm business management, several
different aspects have to be incorporated, including the strategic outlook of the firm’s
development and the market orientation. When choosing a firm’s strategy concerning the
customers, the firm has several options: the differentiation strategy, the low-cost strategy,
the focus strategy, and the overtaking strategy (2014). Trkman et al. (2015) stated that a lack
of customer orientation results in a firm’s poor performance. Vom Brocke et al. (2014) and
Lattuch et al. (2023) claimed that competitors, technology, and suppliers cause changes in
the environment that impact a firm’s strategy and long-term performance. Moreover, Liao
et al. (2020) and others (Khan 2022; Norsalehe and Idris 2022) highlighted the importance
of the firm’s technological capability and its influence on firm performance.

Therefore, high-performance firms must adjust to their competitors. By being focused
on the competitors, it is easier to recognize the branch trends, including the needs of
the customers as well as with respect to technology, which is cheaper than exploring
the market all by ourselves (Strecker 2009). This can be the basis for the development
of relevant strategies towards customers. Furthermore, for organizations operating in a
fast-changing environment, reactions to the changes by using proper strategy are vital for
survival (Armanious and Padgett 2021). Therefore, it is appropriate to include changes in
the external environment as a key factor in the firm selection of the strategy and its impact
on a firm’s performance.

2.1. Changes in the External Business Environment and Firm Strategies towards Customers

Products and services represent a firm’s outputs and are intended for customers. In
this regard, a particular question arises on how to include the customers in a firm’s business
operations, considering the customer aspect is the key factor of a firm’s performance.
Trkman et al. (2015) also saw a connection between customers and the prompt and future
achievement of objectives not only of the owners but of other partakers too. Lattuch et al.
(2023) proved that implementing organizational changes can help develop a customer-
based perspective and frame a firm culture that supports organizational development. Thus,
it is appropriate to include the response to environmental changes regarding customers in
the model of firm performance impacts. Other authors (Strecker 2009; Vom Brocke et al.
2014; Gošnik 2019, 2020) also exposed other external factors that affect firm performance,
such as competitors, technology, and suppliers and their impact on innovation strategy
selection and performance.

Vom Brocke et al. (2014) established that nowadays, the use of modern information
technology represents a precondition for successful change implementation within a firm.
Lattuch et al. (2023) proved that implementing organizational changes can help develop
a customer-based perspective and frame a firm culture that supports organizational de-
velopment. According to Strecker (2009), technological changes represent one of the main
change initiators in today’s business environment. This is also reflected in terms of the
firm’s strategies. Strecker (2009) stated that if we remain focused on the competition, it is
easier to recognize the branch trends regarding the customers’ needs and technology, which
is cheaper than exploring the market all by ourselves. Customers are an important issue
because each firm needs to be directed towards producing products/providing services
for the benefit of customers (Trkman et al. 2015). This can be the basis for developing
relevant firm strategies that consider the customer’s perspective. We can conclude that
firms perform better if they incorporate a customer-based perspective into their business
decisions (Sahu et al. 2023).
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Kapoor (2023) demonstrated that learning in organizations can encourage and enable
their employees to own and drive their personal development for the future. Khan (2022)
also stated that the collaboration capabilities of a firm positively influence its differentiation
strategies and marketing performance. Collaboration with suppliers can be related to
organizational learning and development.

Firms also achieve this by cooperating with suppliers. Suppliers enable faster access
to new technologies while specializing in a particular field of business operations. Due to
their specialization, suppliers help us achieve lower costs and more efficient utilization of
resources (financial resources can be invested in our central capacity) and thus optimize
business operations. Cooperation with suppliers is the only way of achieving business
operation optimization in terms of, e.g., stocks, logistics, supplies accuracy, etc. (Angulo
et al. 2004). Rezaei et al. (2018) established that poor relationships with suppliers have
a negative impact on a firm’s performance. On the other hand, good relationships with
suppliers can enable a firm to achieve higher efficiency in production and better sales
results (Rezaei et al. 2018).

Moreover, new skills from suppliers can enable a firm to prevail over the competition
by maintaining lower costs and, consequently, lower prices, enabling differentiation. Sup-
pliers can also become a source of new ideas and strategies (Kapoor 2023; Sahu et al. 2023).

2.2. Innovation Strategies towards Customers and Firm Performance

Firm strategies towards customers include many options: differentiation strategy,
low-cost strategy, focus strategy, and overtaking strategy, as claimed by Strecker (2009).
The differentiation strategy means that a firm offers a unique product/service that ful-
fils customer requirements more effectively than the competition (Banker et al. 2014). It
requires that the firm provides a different, adjusted, and innovative product, while the
customers are expected to pay extra for it. Strecker (2009) also noted that Firms using
the differentiation strategy tend to be more innovative than those that do not use this
strategy. Innovations are also essential for customer retention and result in higher firm
performance (Bayo-Moriones et al. 2021). Hossain et al. (2022) and Borgersen (2022) stated
that differentiation strategies influence the performance of firms. A firm’s performance can
be supported by the collaboration capabilities of the firm and the use of a differentiation
strategy (Khan 2022).

Firms using the differentiation strategy must pay attention to their price position in the
market. This is why firms often combine the latter with the low-cost strategy, as described
below in further detail. The low cost strategy emphasizes the efficiency (productivity) of
the firm’s internal processes while focusing on the entire value chain, the suppliers, the
processes in the firm and the post-sale processes (Strecker 2009). This strategy protects
the firm from pressures stemming from the environment, requires significant effort and is
associated with particular risks in the event of major technological changes in the market.
Ge and Ding (2005) established that Firms using the low-cost strategy can increase their
market share and profit, especially when combining it with the differentiation strategy. Kim
et al. (2004) and Parnell (2006) suggested a combination of strategies for better performance.
Focus refers to a strategy where a firm focuses its capacities on a narrow group of customers,
a narrower market, or a narrower selection of products/services. Focus enables the firm
to achieve better resource profitability, optimizing the scope of operation and activities
and, thus, the optimization of processes. This can be associated with purpose-driven
technology and other solutions adjusted to the focus strategy and with higher operating
costs (investments in purpose-driven equipment are higher, and the return on investments
is slower than universal solutions). The efficiency of the focus strategy is subject to the
question of whether the wishes of the customers are differentiated enough, as claimed
by Porter (1980). Firms often use this strategy in cases where the low-cost strategy is
not applicable (Strecker 2009). The overtaking strategy means that a firm spends less
time implementing changes, developing products/services and launching on the market
than the competition. The overtaking strategy enables more efficient customer service,
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improvement on existing and formation of new processes, and puts special emphasis on the
process implementation time as a key competitive factor (responsiveness to environmental
changes, overtaking competitors).

In the literature, the firm’s performance is tackled in various ways. The scientific
literature uses the term “performance” as the idea of a firm’s success (Rezaei et al. 2018;
Banker et al. 2014; Bartz and Winkler 2016. Al Issa (2021) suggested that a firm’s perfor-
mance is shown in its achieved financial results (profit). Performance can be assimilated
into a firm’s innovativeness, as a firm’s profit is the result of innovativeness (Khan 2022;
Norsalehe and Idris 2022; Lu et al. 2021). Regarding performance measurement, De Wall
(2008) suggested measuring with the help of the degree of achieving objectives (financial
aspect). Performance measuring should include primary and secondary data and at least
the past five years of business operation (De Wall 2008; Gošnik 2018; Yoshikuni et al. 2021;
Gošnik and Stubelj 2021).

A firm’s performance is subject to several factors, all of which, however, cannot be
covered by this research. Hence, we only included selected factors such as (1) changes
in the external business environment and (2) the firm’s strategy towards customers, for
which, based on literature reviews in our research model, we assumed to have the strongest
influence on a firm’s performance.

3. Research Methodology

The study of the relationship between changes in the external business environment,
strategy selection, and company performance are affected by many factors that cannot be
included in one study. We have only selected factors that have been identified as having
the most impact in similar research (Strecker 2009). The relationships between factors that
we have developed are presented as a model (Figure 1). The structural equation modelling
(SEM) approach is commonly used to analyze such relations. SEM is one of the most
popular methodologies in quantitative social sciences.
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(DIFF. STRAT.—differentiation strategy; ROA—return on assets; EVA—economic
value added; CR—credit rating; e—error; p = 0.000)

Based on the theoretical baselines in the literature review chapter, we established
a model of relations between the following factors: (1) changes in the external business
environment; (2) firm innovation strategy selection towards customers; and their relation
to (3) firm performance. Factor (1), changes in the external business environment, includes
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aspect of customers, competition, technology and suppliers. Factor (2), firm innovation
strategy selection towards customers, includes the use of differentiation strategy, low-cost
strategy, focus strategy, and overtaking strategy. Factor (1) and (2) were related to firm
performance measured using financial measures (ROA, ROE, EVA) and business credit
rating data (CR); Figure 1.

The developed hypothesis is: “The use of the differentiation strategy positively affects
firm performance. SMEs that use the differentiation strategy achieve better performance
than those who use one of the other strategies (low-cost strategy, focus strategy, or an
overtaking strategy)”.

A hypothesis was developed based on previous findings of previous findings pre-
sented in the theoretical part of this study. Norsalehe and Idris (2022); Kapoor (2023);
Sahu et al. (2023); and Vom Brocke et al. (2014) outlined the importance of including
external changes in the business environment for firm performance. Separately, Strecker
(2009); Hossain et al. (2022); Borgersen (2022); Ge and Ding (2005); Khan (2022); Banker
et al. (2014); Kim et al. (2004); and Parnell (2006) demonstrated a positive relationship
between the use of strategy and a firm’s performance. In the field of measuring a firm’s
performance, Al Issa (2021) and De Wall (2008) suggested the use of financial measures
(ROA, ROE, EVA) and business credit rating data (CR) for a more realistic evaluation of a
firm’s performance. Thus, none of the previous research-related areas, such as (1) changes
in the external business environment; (2) the firm’s strategy; and (3) the firm’s performance,
have developed a model of relationships between these three areas. Furthermore, each of
the three areas we relate to in the hypothesis is systematically discussed. Finally, we check
the validity of the hypothesis in the empirical part of the research.

1. Changes in the external business environment include changes in the field of:

• Customers;
• Competition;
• Technology;
• Suppliers.

2. Firm innovation strategy selection towards customers, which includes:

• Differentiation strategy;
• Low-cost strategy;
• Focus strategy;
• Overtaking strategy.

3. Firm performance in our research includes financial measures (ROA, ROE, EVA) and
business credit rating data (CR).

We studied how changes in the external business environment of the firm affect the
firm selection of strategy towards customers and how the selected strategy affects firm
performance.

In the context of statistical processing of the collected data in our model of relations
in the empirical part, we used structural equation modelling—SEM. We supported each
statement with each factor—(1) external business environment; (2) firm innovation strategy
selection towards customers—by using a measuring scale according to Likert and included
it in a survey questionnaire. As a starting point, we used similar research in this area, where
individual statements were already used as part of a particular measuring instrument
(Jaworski and Kohli 1993; Strecker 2009).

The measurement of (3) firm performance was comprehensively designed based on
secondary financial performance data (ROA, ROE), operating performance data (EVA), and
business credit rating data (CR). Secondary data on firm performance were used over five
years based on publicly available data.

The limitation of the research on SMEs in Slovenia is based on the following arguments:
In the European Union (EU), most SMEs operate in the private sector and represent the
driver of economic growth, innovations, and employment and constitute a pillar of the
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European economy. Two-thirds of all jobs in the private sector are created by SMEs, which
secures the employment growth rate. SMEs play an important role in creating new jobs.
SMEs need to turn to external sources to achieve competitiveness (Rezaei et al. 2018).

4. Results
4.1. Data Collection and Population

The target population of our research was represented by 3007 SMEs from the public
database of entities domiciled in Slovenia. We used an online survey questionnaire to
collect the relevant data.

The questionnaire consisted of close-end questions from more subject areas. The
questionnaire’s introduction consisted of an affirming letter for the firm directors with an
explanatory note regarding the research and instructions for completion. The first factor,
(1) “Changes in the external business environment”, included the subject areas customers,
competitors, technology, and suppliers. The second factor, (2) “Firm’s strategy towards
customers”, included subject areas relating to the differentiation, low-cost, focus, and
overtaking strategies.

The respondents assessed their level of agreement with the statements made. A six-
point Likert scale was used to avoid answers corresponding to the scale’s mean value.
The questionnaire included ordinal variables, numeric variables, and nominal variables.
The ordinal variables (scale 1–6) were used to measure the environment’s changes and the
firm’s strategy vis-à-vis the customers. The nominal variables were used to measure the
firm’s overall performance, which was measured using the CR.

4.2. Results of the Sample

The database of collected surveys contains a sample of 163 valid surveys. Most firms
(37.4%) operate in the processing industry. The second most commonly represented indus-
try (10.4%) of firms is wholesale and retail trade, followed by the construction industry
(6.7%); agriculture, forestry and fishing (6.1%); professional and technical industry (4.3%);
information and communication activities (4.3%); water supply and waste industry (3.2%);
and others (27.6%). Regarding the number of employees in firms, our ample includes
73 small firms (44.8%) with 10–40 employees and 90 medium-sized firms (55.2%) with
50–249 employees. The questionnaire addressed the firm managers we assumed had the
best firm strategy overview with invitations to include the most qualified employees to
complete the questionnaire. Results show that 35.0% of respondents were business unit
managers, 27.0% were firm managers, 7.4% were process managers, 4.3% were project
managers, 2.5% were technical managers, and 23.9% were from other managerial positions.

4.3. Results of the Measuring System Testing

The validity of the questionnaire was ensured by developing applicable statements
for measuring particular impacts and correlations in the theoretical part of the research.
Factor (1), “Changes in the external business environment” included the following subject
areas: customers, competitors, technology, and suppliers. Factor (2), “Firm’s strategy
towards customers”, included the following subject areas: differentiation strategy, low-
cost strategy, focus strategy, and the overtaking strategy (to outpace the competition).
Individual statements for each subject area were used. We applied a factor analysis and
thus additionally validated whether the variables (our statements) within each subject area
indeed measure the individual factors.

4.4. Results of SEM Modelling

First, we entered our model of correlations between Factor (1), “Changes in the external
business environment”, the influencing factor, (2) “The firm’s innovation strategy selection
towards the customers”, and the firm’s performance in our research model. The analysis
initially showed that the factor “Changes in the external business environment” and the
factor “Strategy towards customers” were used as a unified factor of a larger number of
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variables, which do not have a statistically significant impact on any of the selected response
variables (ROA, ROE, EVA, CR). Subsequently, we gradually improved the model and
explored the impact on firm performance at the level of individual statements (variables),
keeping only variables (statements within a particular subject area) that had a statistical
significance in explaining the firm’s performance based on the structural model (Hox and
Bechger 1999; Lleras 2005). As a result, achieved values of the parameters normed fit
index (NFI), root mean square error of approximation (RMSEA), the Tucker–Lewis index
(TLI), and the comparative fit index (CFI) for our model were interpreted and compared
to suggested values of NFI, RMSEA, TLI, CFI of Bentler, and Bentler and Bonett (1980);
Raykov and Marcoulides (2006); Blunch (2008). Figure 1 and Table 1 show the results of the
model validation.

Table 1. Variable codes in the SEM model.

Code Statement/Variable

Q5a Our main suppliers are considered as leaders in their industry.

Q5b We establish long-term strategic partnerships with our main suppliers.

Q5c Our main suppliers quickly adjust to changes in the industry.

Q5d The competitiveness of our products/services mainly depends on the
innovativeness of our suppliers.

Q6a Our products/services are substantially different from the products of our main
competitor in the industry.

Q6b Our marketing activities tend to be more innovative than our main competitor’s
activities in the industry.

Q6c We strive to achieve wider recognition of our brand.

Q6d We make larger investments in our marketing communication activities than our
main industry competitors.

Q2c Mainly new customers turn to us with whom we have not cooperated in the past.

Figure 1 shows the strength of the correlation using the Pearson coefficient (min. 0,
max. 1). The higher values of the coefficients show a stronger correlation. Regarding the
factor analysis, the beta value indicates the strength of the correlations.

The changes in the external business environment were measured using four groups
of statements for the following subject areas: “Customers”, “Competitors”, “Technology”,
and “Suppliers”, whereas in the final analysis, only a set of statements remain (Q5a, b,
c, d), which applies to the suppliers and one of the statements (Q2c) for the subject area
“Customers”. The application of the differentiation strategy was validated using these
statements (Q6a, b, c, d)—Table 1.

Our hypothesis was tested with the help of a linear structural model (SEM), where
we used the path analysis method. The ROA data were obtained from publicly accessible
databases from the past five years. A five-year average was considered in the analysis. The
CR data were obtained from publicly accessible databases from the past four years. The CR
variable is a descriptive variable to which we attributed a rank (numerical value) for the
purpose of the analysis.

The results of the SEM model show that the NFI for our model is 0.759. According to
Bentler and Bonett (1980), our model for the NFI value needs to provide an ideal value. An
ideal value would be higher than 0.90. The RMSEA value for our model is 0.101. Bentler
and Bonett (1980) indicate that it is close to the average adjustment value, which would
be 0.08. The TLI value for our model is 0.727. According to Bentler and Bonett (1980),
the ideal TLI value would be 0.950. The CFI value for our model is 0.825. According to
Bentler and Bonett (1980), the ideal value should be 0.950 or more. According to Bentler
and Bonett (1980), the CFI is irrelevant if the RMSEA value is under 0.158. Therefore, our
model focuses on NFI, RMSEA, and TLI.
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5. Discussion

The fact that the verification results of our proposed model show that the model does
not provide ideal values can be explained by the following: (1) our model is relatively
complex since we captured a relatively large number of subject areas; (2) we estimated that
a larger sample could help achieve more optimal values and thus gain in the generalization
of results; (3) the measuring instrument has proven to be weak in the field of measuring
the external influences of a firm’s environment of its performance even though we used
similar measuring systems such as Strecker (2009). The model’s validity could be improved
by optimizing the number of links in the model (including fewer potential influencing
factors) and increasing the sample size. A larger sample could have significantly impacted
the results of this study.

Changes in the external business environment on the field of suppliers (Table 1,
Figure 1) were observed as being the key external factor influencing firm performance. This
is also supported by Kapoor (2023) and Sahu et al. (2023), who stated that suppliers are a
key source of new ideas.

The findings of our research suggest managers to establish long-term cooperation with
leading suppliers in the industry and to consider capability of suppliers to be able to quickly
adjust to changes in the industry and innovativeness of suppliers, as this characteristic of
suppliers positively supports the use of an SME’s differentiation strategy of. These results
are supported by findings of Khan (2022) who stated that the collaboration capabilities of a
firm positively influence differentiation strategies and firm performance.

Similar previous research by Strecker (2009) only included selected external factors
influencing firm innovation strategy selection such as environmental uncertainty and
overall business strategy. Our research resulted in similar findings of Strecker (2009)
and Bayo-Moriones et al. (2021), who confirmed that innovation field orientation and
technology orientation positively influence firm performance, that innovations are essential
for customer retention, and that they result in higher firm performance.

Our study also suggests that firms that use the differentiation strategy achieve better
performance than those that use one of the other strategies (low-cost strategy, focus strategy,
or an overtaking strategy). This is supported by findings of Hossain et al. (2022) and
Borgersen (2022), who also stated that differentiation strategy positively influences the
performance of firms. Finally, our findings suggest managers of SMEs to implement a
differentiation strategy, as it positively affects firm performance as measured by ROA, EVA,
and CR.

6. Conclusions

This article explores the relationship between the changes in a firm’s external envi-
ronment on the strategy towards customers and its impact on firm performance. First,
based on the theoretical background from the literature, we formulated a model of relations
between selected factors such as (1) changes in the environment, (2) firm strategies towards
customers, and (3) firm performance. Then, we treated the relationships between these
selected factors in this study as a model. Finally, in the empirical section, we checked the
validity of the developed model.

Based on the results, we can confirm that changes in a firm’s external environment
affect its strategy towards customers, which influences firm performance. Firms that
use the differentiation strategy have better performance (based on ROA, EVA, and CR)
than those that use one of the other strategies (low-cost strategy, focus strategy, or an
overtaking strategy).

The differentiation strategy in SMEs was used in cases where SMEs were cooperating
with new customers with whom they had not cooperated thus far. We also found that
suppliers influence the differentiation strategy and recognize that the most influential claim
is “Our major suppliers are rapidly adapting to changes in the industry”.

Firms have higher performance if they work with suppliers who are leaders in their
field (industry leaders), if they establish long-term strategic partnerships with them for mu-
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tual benefit, provided that the suppliers have the ability to adapt to changes in the industry
quickly and if firms achieve product/service competitiveness through the innovation of
their suppliers.

The results of this study help in understanding the relationship between changes in
the external business environment to strategy selection and company performance from a
theoretical and practical perspective. Thus, the implications of this research are divided
into theoretical and practical.

• From a theoretical perspective, a key contribution of this research is the development
of a new theoretical and empirically assessed model of relations between changes
in the external business environment, strategy selection, and performance of SMEs.
Changes in the external business environment in our study were related to innovation
strategy selection towards customers and further on to firm performance, which has
rarely been performed in prior studies. Our results suggest that researchers include
changes in the field of customers, competition, technology and suppliers, as they were
detected to impact on firm’s strategy selection the most. We discovered that firms that
cooperate with leading suppliers that possess high innovation capabilities support the
use of differentiation strategy the most.

• Our study shows the relation of changes in the external business environment to
four types of firm’s strategies towards customers, such as differentiation strategy,
low-cost strategy, focus strategy, and overtaking strategy, which were measured with
a developed measurement system (statements). Our findings suggest that firms that
use differentiation strategy achieve in better performance.

• Unique contribution of our research is in the use of financial (ROA, EVA) and com-
prehensive measures (CR) for measuring company performance, rarely carried out in
prior studies. Existing theory and prior research in this field (Strecker 2009; Signoretti
2020; Alzahrani 2019; Bellamy et al. 2019; Davis 2020; Liao et al. 2020; Wurthmann
2020; Borgersen 2022; Hossain et al. 2022; Khan 2022; Kapoor 2023; Sahu et al. 2023)
was upgraded by the use of financial (ROA, EVA) and comprehensive (CR) measures
in our research, which we added for measuring firm performance. The methodologi-
cal implications of our study concern the use of an SEM approach for studying the
relations between changes in external business environment, strategy selection, and
firm performance, rarely performed in prior studies.

The developed model of relations in our research also has some practical implications
for managers on the field of strategic management and strategy selection and implemen-
tation, as well as the performance of SMEs. (1) This study helps managers to better
understand the relationship between changes in the external business environment to
strategy selection and firm performance. (2) The results of our study can improve decision
making in SMEs and improve firm performance. (3) Our study reveals that firms that are
using differentiation strategy result in better performance. Thus, managers should priori-
tize decisions that support the implementation and use of differentiation strategy. (4) Our
study suggests that managers should, during a firm’s strategy selection, take decisions
that consider changes in the field of suppliers in particular, as they support the use of
differentiation strategy the most. (5) In practice, managers in are suggested to establish
long-term cooperation with leading suppliers in the industry. (6) Managers should select
suppliers based on their capability to quickly adjust to changes in the industry and suppli-
ers’ innovation capability, as this characteristic of suppliers positively supports the use of
differentiation strategy. (7) Moreover, firms should focus on their cooperation with new
customers with whom they have not cooperated in the past, as they positively affect the use
of differentiation strategy in SMEs. (8) When measuring the effect of strategy use in SMEs,
managers should use both financial (ROA, EVA) and comprehensive (CR) measures at the
same time to evaluate firm’s performance in the several-year period, as also suggested by
De Wall (2008).

The limitation of this paper is the study of the impact of only well-chosen factors
of the environment on the firm’s innovation strategy selection regarding customers and
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firm performance. We could not include all of them in one research paper; therefore, the
correlations between the chosen factors were the considered models. This research is
limited to SMEs in Slovenia. Using a survey as a measuring instrument also represents the
limitation of this research. We used a quantitative method of data collection using an online
survey questionnaire of close-ended questions. The limitation is the population of SMEs in
Slovenia and the sample of 163 firms from which we obtained appropriately completed
questionnaires.

As an opportunity for further research, we see the following opportunities: (1) opti-
mization of the research model regarding the measurement instrument in the subject areas
of “Changes of the environment” and “Customers”; (2) conducting periodical surveys over
time to obtain comparative studies for the same population of firms; (3) research could be
separately conducted for producing firms and utility firms; (4) in the same way, we could
include other factors in the established model, which influence performance and were not
included so far (e.g., ownership of the firm, type of product/service, strategy towards
competitors, etc.) and explore their impact on a firm’s performance; (5) comparative studies
in economies comparable to the Slovenian economy. In this way, our findings would
obtain more credibility and achieve greater generalization of results. Furthermore, in the
event of repeated research, the findings could help managers in SMEs to achieve greater
firm performance.
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