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on dynamic capabilities, innovation, and financial
effectiveness in Vietnamese service SMEs

Thu-Hang Le, Ngoc-Khuong Mai

ABSTRACT
Objective: The article examines the relationships between prospector and defender-oriented SMEs, dy-
namic capabilities, innovation, and financial effectiveness within the service sector through the resource-
based view (RBV) and dynamic capabilities view (DCV) perspectives.
Research Design & Methods: We tested a research model using data collected from 421 usable responses
of service SME founders and managers in Southeast Vietnam. We employed PLS-SEM through SmartPLS
software for analysis.
Findings: We found that prospectors significantly enhance dynamic capabilities more than defenders. Prospec-
tors positively influence innovation, whereas defenders do not. However, dynamic capabilities drive innovation
within SMEs. While we found no direct link between dynamic capabilities and financial effectiveness, innovation
was a key predictor of SME effectiveness. Moreover, dynamic capabilities and innovation mediate the relationship
between strategic orientations and SME effectiveness.
Implications & Recommendations: This study holds valuable implications for both SME strategists and schol-
ars. It sheds light on the strategic pathways crucial for service SMEs, stressing the significance of aligning stra-
tegic directions with dynamic capabilities and innovation to boost SME financial effectiveness.
Contribution & Value Added: This research offers a novel perspective on strategic pathways for service SMEs
in emerging markets, enriching RBV and DCV frameworks with insights specific to developing economies. It
extends the Miles and Snow framework by integrating the adaptive cycle, illustrating how dynamic capabilities
and innovation empower both prospectors and defenders to navigate change. Moreover, it addresses a gap in
the literature by exploring the application of BSC for measuring financial effectiveness within service sectors,
paving the way for its integration in measuring SME success in dynamic environments.
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INTRODUCTION

The service sector in Vietnam has emerged as a pivotal force in the nation’s economic landscape, under-
going a transformative journey fuelled by the economic reforms of 1986 and global integration initiatives
since its entry into the World Trade Organization in 2007 (Leung, 2010). Historically overshadowed by a
manufacturing-centric focus, the sector has experienced a paradigm shift in recognition of its crucial role
in driving economic growth. Government initiatives, including eased regulations for foreign investors,
have led to a surge in capital inflows, particularly in key areas such as finance, insurance, real estate, and
advisory services (Kim & Poensgen, 2019). Small and medium enterprises (SMEs) are the lifeblood of
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Vietnam’s service sector, fostering a dynamic and diverse service landscape. Their deep local roots enable
them to cater to specific community needs, while the ease of entry allows new businesses to emerge,
fostering a competitive market environment (Rand & Tarp, 2020). This combination of localized expertise
and a constantly evolving service landscape fuels the growth and dynamism of Vietnam'’s service sector.
With diverse economic activities encompassing wholesale and retail, finance, transportation, and accom-
modation services, the service industry is positioned to sustain Vietnam’s productivity growth and propel
its journey towards achieving high-income status by 2045 (Marwah et al., 2021). Notably, recent statistics
highlight the sector’s robust expansion, with a notable growth rate of 9.99% in 2022, outpacing other key
sectors such as industry, construction (7.78%), and agriculture (3.36%), according to the General Statis-
tics Office of Vietnam. However, the service sector is facing some roadblocks that impede its perfor-
mance, positioning it behind peer countries like Malaysia, the Philippines, and Indonesia (Taking Stock,
March 2023: Harnessing the Potential of the Services Sector or Growth, 2023).

The contemporary business landscape demands a shift from traditional performance measure-
ment methods towards more holistic and forward-looking approaches (Kumar et al., 2022). The Bal-
anced Scorecard (BSC) stands out as a valuable tool in this regard, offering multifaceted advantages
over conventional metrics by enabling organizations to evaluate their progress towards strategic
objectives (Sureka et al., 2021). This emphasis on financial health is particularly crucial in today’s
competitive environment, where success hinges on the ability to achieve significant cost reductions
and enhanced return on investment (Kumar et al., 2022). Small and medium-sized enterprises
(SMEs) have adopted adaptive strategies to navigate uncertainty. This involves addressing three key
domains —entrepreneurial, engineering, and administrative — to align resources and adapt to chang-
ing market conditions (Sollosy et al., 2019). Dynamic capabilities and innovation play pivotal roles in
tackling the challenges faced by SMEs within this adaptive framework (Ferreira et al., 2020). The
capability-based perspective highlights the critical importance of dynamic capabilities in shaping firm
performance, allowing organizations to proactively adjust to changing environments and seize new
opportunities (Ingram & Krasnicka, 2023; Jie et al., 2023). Additionally, by fostering a culture of ex-
perimentation, innovation allows SMEs to embrace new ideas and service offerings in response to
capitalize on opportunities and mitigate disruptions (Dyduch, 2019).

While the Miles and Snow framework offers a foundation for understanding strategic orientations,
research often focuses solely on strategic types, neglecting the adaptive cycle that guides strategic de-
cision-making (Anwar et al., 2021). Dynamic capabilities are crucial for companies to adapt and innovate
in changing environments by continually reconfiguring their resource base to create value (Ruiz-Ortega
et al., 2023). Research on the antecedents of dynamic capabilities has mostly focused on internal re-
sources like experience, human capital, and leadership (Bitencourt et al., 2020), as well as culture and
organizational structure (Spanuth et al., 2020). Integrating dynamic capabilities with broader strategic
management is needed (Randhawa et al., 2021; Ruiz-Ortega et al., 2023). Although the relationship
between business strategies, firm capabilities, and performance has been extensively researched (De-
sarbo et al., 2005; Chereau & Meschi, 2019; Thoumrungroje & Racela, 2022), there is a gap in studies
specifically examining these dynamics in the context of emerging tiger markets like Vietnamese service
SMEs. This study focuses on the distinct and contrasting characteristics of prospector and defender
strategies, enabling an exploration of a wide spectrum of strategic behaviours within Vietnamese SMEs.
Strategic orientation is crucial for establishing new resource configurations and driving dynamic capa-
bilities (Randhawa et al., 2021). However, there is a lack of empirical studies examining the direct rela-
tionship between strategic orientation and dynamic capabilities, particularly in service SMEs. Moreover,
the established link between dynamic capabilities and firm effectiveness needs further exploration
within the service sector, considering potential cultural and institutional variations that might impact
their effectiveness (lie et al., 2023; Zhang et al., 2017). Furthermore, service innovation research,
though growing, is less developed compared to its manufacturing counterpart (Saunila, 2020). Existing
research on the BSC also highlights a lack of studies focusing on service sectors (Kumar et al., 2022). The
gaps identified in prior research create a compelling opportunity for this study. The article aims to ex-
amine the direct impact of dynamic capabilities on innovation and SME effectiveness, the influence of
prospector- and defender-oriented SMEs on dynamic capabilities and innovation, and the mediating
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roles of dynamic capabilities and innovation in the effectiveness of service SMEs in emerging economies
like Vietnam. This study employs a theoretical lens informed by dynamic capabilities theory and the
resource-based view to guide the investigation of the following three research questions:

RQ1l: Do dynamic capabilities directly impact innovation and SME effectiveness?

RQ2: Do prospector-oriented and defender-oriented SMEs directly influence dynamic capabili-
ties and innovation?

RQ3: Do dynamic capabilities and innovation mediate the relationships between prospector-ori-
ented and defender-oriented SMEs on SME effectiveness?

This research has the potential to make significant contributions. While existing studies predom-
inantly focus on manufacturing, exploring the strategic management framework within the service
sector of emerging markets can yield crucial insights. This study examines how service SMEs in Vi-
etnam, an emerging economy, leverage strategic orientation to enhance firm effectiveness through
the combined lenses of the RBV and DCV. By understanding potential cultural and institutional vari-
ations, this research provides a comprehensive understanding of these relationships across different
contexts. Additionally, by extending the Miles and Snow framework to integrate the adaptive cycle
and examining the mediating roles of both dynamic capabilities and innovation, this study offers a
nuanced perspective on how these factors interact to drive firm effectiveness. Finally, by recognizing
the limited research on using the BSC to measure firm success in the service sector, this study paves
the way for integrating this framework into performance evaluation for service SMEs, offering a
more holistic approach to assessing success.

The next sections of this paper are structured as follows: The second section reviews the relevant
literature and develops the study’s hypotheses, synthesizing key theories and prior research. The third
section outlines the research methodology used in the study. The fourth section presents and discusses
the results. Lastly, the fifth section offers a summary and conclusion of the paper.

LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT

Prospector-oriented SME (PR) and Defender-oriented SME (DE)

The strength of the Miles and Snow typology lies in its focus on organizational adaptation to market
changes, balancing internal and external factors for competitive advantage amidst uncertainty
(Anwar & Shah, 2021). SMEs, often resource-constrained, can leverage this framework’s flexibility
to adjust strategies and utilize existing strengths for a competitive edge. Analyzer and reactor strat-
egies, which involve detailed analysis and flexible resource allocation, can slow down decision-mak-
ing or result in a lack of clear direction (Handoyo et al., 2023). However, adopting prospector and
defender strategies can empower SMEs to make quick decisions and adapt effectively to the dy-
namic environment (Handoyo et al., 2023).

Prospector-oriented SMEs in the service sector are characterized by their innovative and exter-
nally focused approach (Anwar et al., 2021; Avci et al., 2011). These firms actively lead their market
by introducing new products, services, and technologies, exhibiting a willingness for risk-taking and
industry leadership. With a broad domain in both products/services and markets, they swiftly adapt
to capitalize on emerging opportunities. Unlike defender-oriented SMEs that prioritize internal opti-
mization, prospectors maintain an outside-in perspective, constantly seeking new customer needs
and market openings (Osorio-Londofio et al., 2020). They closely monitor customer behaviour, col-
laborate with forward-thinking users to anticipate trends, and conduct market experiments to vali-
date new service concepts (Kathuria & Lucianetti, 2024). Through these proactive strategies, prospec-
tors gather real-world feedback to refine and innovate their service offerings, ensuring alignment
with evolving customer demands in the dynamic service sector. Contrastingly, defender-oriented
SMEs adopt an inside-out perspective, prioritizing stability by concentrating on a narrow range of
products or services tailored to specific market segments (Anwar et al., 2021; Avci et al., 2011). These
firms prioritize market penetration rather than expanding beyond their established niche, guarding
their territory and emphasizing long-term planning to enhance efficiency and cost reduction. They
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tend to pursue established, low-risk opportunities, leveraging internal strengths such as customer
relationships and service delivery processes to maximize efficiency and customer retention (Lukito-
Budi et al., 2023). By concentrating on optimizing existing capabilities, defender-oriented SMEs effec-
tively compete within their limitations while adjusting their service offerings within internal bounda-
ries to navigate the dynamic landscape of emerging markets.

Dynamic Capabilities (DC)

Dynamic capabilities (DC) refer to the routines and processes through which these firms continually
reconfigure their resource base, encompassing shedding, acquiring, integrating, and deploying re-
sources to formulate value-creating strategies that capitalize on existing and emerging opportunities
(Jiang et al., 2020; Salvato & Vassolo, 2018). Dynamic capabilities in service and trade SMEs involve
three essential areas: Sensing Capabilities, which include identifying and assessing opportunities and
threats by scanning the market and understanding customer needs and technological trends; Seizing
Capabilities, which require mobilizing resources to capture opportunities through strategic decisions
and aligning resources for new ventures; and Transforming Capabilities, which involve reconfiguring
and renewing the firm’s resource base to adapt to changes by restructuring and developing new skills
(Teece, 2007; Jiang et al., 2020). This concept underscores the importance of SMEs’ ability to exploit
their current assets and strategic positions while exploring new technologies and markets.

Prospector-oriented organizations focus on new product/market development and a willingness
for risk-taking (Anwar et al., 2021). To meet these needs, they develop dynamic capacity based on
their strength lies in the ability to sense new market opportunities, seize them, and continuously
reconfigure resources to thrive in the dynamic service landscape (Bonyadi Naeini & Jalilian Ahmad-
kalaei, 2022). This includes systems thinking to identify connections between current and potential
resources, divergent thought processing to assess diverse opportunities, and reflective abilities for
decision-making amid uncertainty. Previous research indicates a positive correlation between pro-
spector strategies and dynamic capabilities (Marozau et al., 2023; Nasution et al., 2021). Defenders
prioritize internal efficiency, fostering a dynamic capability centred on incremental adaptation of
resources and processes for competitiveness (Adegbite et al., 2018). This approach allows them to
optimize operations, and allocate resources to enhance existing service offerings (Restuti et al.,
2023). Moreover, their focus on customer retention serves as another dynamic capability, involving
continuous monitoring and adaptation to meet customer preferences within their market (Lukito-
Budi et al., 2023). Therefore, we proposed the hypotheses as follows:

Hla: Prospector-oriented SME has a positive impact on dynamic capabilities.

H1lb: Defender-oriented SME has a positive impact on dynamic capabilities.

Innovation (IN)

Coombs and Miles (2000) present three perspectives on service innovation: assimilation, demarca-
tion, and synthesis. The synthesis approach acknowledges differences in service innovation due to
unique characteristics but suggests applying insights from manufacturing innovation management
processes (Witell et al., 2016). Exploratory and exploitative innovations represent two distinct strat-
egies that organizations employ to enhance competitiveness (AlAbri et al., 2021). For trade and
service SMEs, exploratory innovation is vital for adapting to market changes, creating unique value
propositions, and ensuring long-term sustainability through the continuous pursuit of new oppor-
tunities. This approach also allows SMEs to leverage emerging technologies, thereby improving cus-
tomer experiences and operational efficiencies (AlAbri et al., 2021; Gustafsson et al., 2020). By ad-
hering to the synthesis perspective and exploratory innovation, this study defines innovation as the
introduction of new services through technology and creativity to fulfil customer needs and open
market opportunities, aiming to deliver innovative and value-added solutions to clients (Garcia-
Morales et al., 2012; Gustafsson et al., 2020).

The prospector strategy emphasizes proactive innovation through activities like monitoring emerg-
ing trends, establishing new ventures, and actively seeking resources and opportunities, which enables
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SMEs to respond to market demands and capitalize on innovative prospects (Al-Ansaari et al., 2014;
Kim et al., 2024). Conversely, defender-oriented SMEs often prioritize stability over innovation, focus-
ing on retrenchment rather than embracing change. This conservative approach may hinder innovation
efforts due to risk aversion, potentially undermining resilience during turbulent periods (Kim et al.,
2024; Lukito-Budi et al., 2023). Consequently, we hypothesised:

H2a: Prospector-oriented SME has a positive relationship with Innovation.
H2b: Defender-oriented SME has a negative relationship with Innovation.

Service innovation is essential for service firms’ growth and success in today’s competitive land-
scape (Ziyae et al., 2022). These firms strive to provide value to customers through innovative ser-
vices tailored to their preferences, but implementation challenges persist, partly due to the difficulty
in measuring innovation in the service sector (Intriago et al., 2023). Dynamic capabilities encompass
a firm’s distinctive abilities to integrate and reconfigure internal and external competencies (Jiang
et al., 2020). These capabilities enable firms to adapt to changing market conditions by achieving
new resource configurations. Dynamic capabilities include resource accumulation, firm attributes,
capabilities, and innovative activities, all essential for business development and growth (Tsou &
Chen, 2020). The dynamic capabilities view applies to conceptualizing service innovation, as it em-
phasizes the development of dynamic capabilities through innovative activities to recognize and
seize opportunities (Ziyae et al., 2022). Hence, we proposed:

H3: Dynamic capabilities are positively related to innovation.

SME Effectiveness (SE)

While financial metrics were traditionally the sole indicator of a company’s health, Kaplan and Nor-
ton’s (1992) balanced scorecard (BSC) introduced a more nuanced approach (Kumar et al., 2022).
For SMEs, achieving financial effectiveness is about reaching specific financial goals tightly linked to
their overall corporate strategy (Albuhisi & Abdallah, 2018; Kumar et al., 2022). This ensures a clear
cause-and-effect relationship between financial decisions and strategic objectives (Freudenreich et
al., 2020). The BSC perspective emphasizes that financial effectiveness for SMEs extends beyond
mere profitability, requiring a balanced set of metrics reflecting both short-term and long-term
health. SME financial effectiveness encompasses the achievement of specific financial goals tightly
integrated with the overarching corporate strategy, which includes robust sales growth, efficient
profit generation, and vigilant cash flow management to uphold operational stability (Kumar et al.,
2022; Yoshikuni & Albertin, 2018).

Unlike large firms, service SMEs often face unique circumstances such as smaller resource bases,
a lack of communication systems, and stronger local embeddedness (Ho et al., 2023). In this context,
integrative dynamic capabilities, both internal and external, play a pivotal role (Jiang et al., 2020).
External integrative dynamic capabilities enable SMEs to leverage resources and knowledge from ex-
ternal stakeholders, including suppliers, customers, and the local community, thereby addressing
challenges at lower costs and adapting to market demands. This continuous adaptation enhances
market performance and financial effectiveness (Cyfert et al., 2021). Internally, integrative dynamic
capabilities foster knowledge exchange and collaboration among employees, reducing duplication
and fostering trust (Jiang et al., 2020). This internal collaboration enhances operational effectiveness,
reputation, and customer attraction, ultimately contributing to improved financial effectiveness for
service SMEs. Furthermore, an innovation advantage involves providing customers with cutting-edge
and high-value products, leading to greater satisfaction, loyalty, and perceived quality (Tai et al.,
2021). Similarly, firms with a market differentiation advantage can create distinct brand images,
boosting customer loyalty and satisfaction, allowing them to charge premium prices and sustain
higher profits (Yuliansyah et al., 2021). Moreover, innovation facilitates customer attraction, and ad-
aptation to market changes (Gustafsson et al., 2020). The direct relationship between innovation and
financial effectiveness has long been established (Abid et al., 2023; Yuliansyah et al., 2021).

Therefore, we formulate the following hypotheses:
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H4: Dynamic capabilities are positively related to SME effectiveness.
H5: Innovation is positively related to SME effectiveness.

The Mediating Roles of Dynamic Capabilities and Innovation

The adaptive approach of Miles and Snow (1978), particularly emphasizing the entrepreneurial and
engineering domains, along with insights from the RBV and DCV, elucidates how strategic orientations
impact financial effectiveness in dynamic service sectors (Ambrosini et al., 2022). Prospectors, with
their external focus, can leverage strong dynamic capabilities to sense opportunities, seize them
through innovation, and reconfigure resources for continual adaptation (Bonyadi Naeini & Jalilian Ah-
madkalaei, 2022). This fosters the development of VRIN service offerings, leading to a positive impact
on financial effectiveness (Yuliansyah et al., 2021). Defender-oriented SMEs, prioritizing internal effi-
ciency and market stability, frequently face challenges in innovating within dynamic landscapes (Chih-
Yi & Bou-Wen, 2021). However, defenders can harness dynamic capabilities to optimize existing ser-
vices, gaining cost advantages and enhancing overall effectiveness (Restuti et al., 2023). While radical
innovation may not be their strength, dynamic capabilities empower them to adapt and compete ef-
fectively in the dynamic service sector. Accordingly, we hypothesize the following:

H6a: Dynamic capabilities and Innovation mediate the relationship between Prospector and
SME effectiveness.

H6b: Dynamic capabilities and Innovation mediate the relationship between Defender and SME
effectiveness.

Figure 1 presents our research model.

Dynamic

wie Capabilities

Prospector-ori- i
ented SME
He,
SME
He6b effectiveness
Defender-
oriented SME v <

Innovation

Figure 1. Research model
Source: own elaboration.

RESEARCH METHODOLOGY

Sampling and Data Collection

This research centres on service SMEs in Vietnam’s Southeast Key Economic Region (SKER) due to
compelling reasons. SKER represents a critical pillar of Vietnam’s service sector, boasting substantial
contributions to the nation’s GDP (32% of the country’s GDP) and state budget revenue (44.7% of the
total state budget revenue) (Vietnam General Statistic Office, 2022). With prominent urban centres
like Ho Chi Minh City, Dong Nai, and Binh Duong, SKER serves as a magnet for businesses, talent, and
investment, fostering an environment conducive to the flourishing of service industries (Long & Ngu-
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yen, 2024). SMEs and large corporations differ significantly in organizational structure, business set-
tings, and legal contexts, with SMEs confronting unique governance challenges amidst diverse legal
and regulatory environments (Hermawati & Gunawan, 2021). Moreover, Vietnam'’s divergent business
cultures exert a substantial influence on regional decision-making approaches: while the Southern re-
gion favours collaborative and consensus-driven processes, the Northern counterpart prioritizes hier-
archical structures and procedural adherence (Mai et al., 2009). This regional contrast in decision-mak-
ing styles may potentially contribute to variations in risk aversion strategies among businesses operat-
ing in different regions of the country (Tran, 2021). Therefore, there exists a critical need to delve
deeper into the specific context of service SMEs in SKER, considering their unique attributes and oper-
ating environments, to better understand how they leverage dynamic capabilities, innovation, and
strategic perspectives to enhance financial effectiveness.

The items for all constructs were sourced from previously validated scales, with slight modifica-
tions to fit the context. Face and content validity were ensured through literature examination and
feedback from managers of service SMEs and business management scholars. The questionnaire un-
derwent back-translation from English to Vietnamese and vice versa with the aid of three bilingual
experts (Rafiq et al., 2022). A pilot survey was conducted to validate the data set, and respondents’
feedback was gathered to address any encountered issues.

This study utilizes a questionnaire survey approach to collect data for assessing the research hy-
potheses in the proposed model. Due to the lack of company list of trade and service SMEs, a sampling
frame was unavailable. To address this, we employed judgmental sampling aiming for analytic gener-
alization (Allaberganov et al., 2021), and supplemented this with snowball sampling to expand our
respondent pool through initial participants’ networks. These techniques were applied from the fourth
quarter of 2022 to the fourth quarter of 2023. Data collection was conducted through both article and
online self-administered surveys. To ensure the reliability of the data, we used verified email lists from
reputable sources, including the Southern Small and Medium Enterprise Association (ASMES)
(https://asmes.org.vn/) and the SME portal in Vietnam (https://sme.com.vn/). We distributed article
surveys at events organized by SME associations and agencies, such as the Saigon Exhibition and Con-
vention Center (SECC) and the WORLD TRADE CENTER — WTC Binh Duong New City. Screening ques-
tions at the beginning of both online and article surveys confirmed that respondents were indeed
founders, co-founders, or managers of trade and service SMEs, thus filtering out unqualified responses.
Informed consent was also obtained from all participants, ensuring adherence to ethical standards.
The study achieved a validity rate of 70.17% with 421 completed responses out of 600 distributed
guestionnaires. Refer to Table 1 for an overview of the surveyed firms and respondents’ profiles.

Table 1. Profile of firms and respondents (N = 421)

Firms No. % Respondents No. %
Number of employees Gender
Less than 10 121 28.74% Male 174 41.33%
10-50 134 31.82% Female 247 58.67%
51-100 101 24.00% Educational level
101-200 65 15.44% High school 14 3.33%
Capital College 8 1.90%
Less than 10 billion VND 271 64.37% Bachelor/ Engineer 306 72.68%
10-100 billion VND 150 35.63% Postgraduate 93 22.09%
Job position
Founder 98 23.28%
- Co-founder 216 51.30%
Manager 107 25.42%

Source: own study.
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Measurement Constructs
All constructs were assessed using a five-point Likert scale, ranging from strongly disagree (1) to
strongly agree (5). Prospector and defender orientations were evaluated with items adapted from An-
drews et al. (2007) and Avci et al. (2011), with five items for the prospector and four for defender.
Innovation was measured using nine items from Garcia-Morales et al. (2012), while dynamic capabili-
ties were assessed with six items from Jiang et al. (2020). We gauged the SME effectiveness using three
items focusing on financial effectiveness, adapted from Yoshikuni and Albertin (2018) based on the
Balanced Scorecard framework developed by Kaplan and Norton (Kaplan et al., 2001) (See Appendix).

Analytical Procedures

The research employed partial least squares structural equation modelling (PLS-SEM) for analyzing the
proposed model. PLS-SEM is well-suited for regression analysis with mediation and is particularly ben-
eficial for assessing complex and simple research models, providing successive approximations for es-
timates of loadings and structural parameters (Hair Jr et al., 2017; Sarstedt et al., 2021). It considers
various features of the model, such as common characteristics and error differences, making it suitable
for measuring predictive ability (Hair Jr et al., 2017). Moreover, it has been widely used in previous
studies of SME strategic management (Akbar et al., 2020; Kim, 2022). The two-step evaluation of PLS-
SEM involves initial checks for multicollinearity and common method bias, followed by a thorough
assessment of the measurement and structural models using SmartPLS (Hair Ir et al., 2019). We eval-
uated multicollinearity using VIF values (Kock & Lynn, 2012), while we assessed common method bias
using techniques like Harman’s single-factor test (Kock, 2015). The measurement model assessment
ensured constructs’ reliability and validity, focusing on convergent validity (AVE), discriminant validity
(HTMT ratio), and reliability (Cronbach’s alpha and composite reliability). The structural model assess-
ment examines the relationships between constructs, considering path coefficients, variance ex-
plained (R-squared), and predictive accuracy (Q-squared).

RESULTS AND DISCUSSION

Common Method Bias

To assess potential common method bias (CMB), we. conducted various analyses. Initially, we per-
formed a Harmon single-factor test on five factors: prospector, defender, dynamic capabilities, inno-
vation, and SME effectiveness, using IBM SPSS. Results indicated that CMB was not a significant con-
cern, as all factors were present and the highest covariance explained by one factor was 44.5%, below
the 50% cutoff value (Kock, 2015). Moreover, we conducted a full collinearity test to identify any con-
structs with variance inflation factor (VIF) values equal to or higher than 3.3. All VIF values were below
3.3, indicating no significant CMB concerns (Kock & Lynn, 2012).

Measurement Model

We used Cronbach’s alpha, indicator reliability, and composite reliability to assess internal con-
sistency, while convergent and discriminant validity were evaluated to ensure the measure captured
the intended construct and differed from other constructs (Hair Jr et al., 2017). All indicators showed
outer loadings exceeding the 0.6 threshold (Yana et al., 2015), while both Cronbach’s Alpha and
Composite reliability (CR) values exceeded 0.7, indicating robust internal consistency (Hair Jr et al.,
2017; Henseler et al., 2017) (Table 2). The average variance extracted (AVE) for all constructs sur-
passed 0.5, indicating satisfactory convergent validity (Fornell & Larcker, 1981). Additionally, discri-
minant validity was evaluated using the Heterotrait-Monotrait (HTMT) ratio, as shown in Table 3.
The results indicate that all HTMT values are below the threshold of 0.90 (Henseler et al., 2017). This
confirms the discriminant validity of the constructs. Thus, the measurement model in this study met
the established criteria for reliability and validity.
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Table 2. Constructs’ reliability and validity

Constructs Factor loading o CR AVE
Prospector-oriented SME (PR) 0.857 0.898 0.638
PR1 0.800 - - -
PR2 0.829 - - -
PR3 0.801 - - -
PR4 0.829 - - -
PR5 0.730 - - -
Defender-oriented SME (DE) 0.811 0.876 0.638
DE1 0.794 - - -
DE2 0.795 - - -
DE3 0.772 - - -
DE4 0.834 - - -
Dynamic capabilities (DC) 0.870 0.902 0.606
DC1 0.784 - - -
DC2 0.816 - - -
DC3 0.822 - - -
DC4 0.735 - - -
DC5 0.734 - - -
DC6 0.775 - - -
Innovation (IN) 0.897 0.916 0.549
IN1 0.757 - - -
IN2 0.684 - - -
IN3 0.704 - - -
IN4 0.746 - - -
IN5 0.719 - - -
IN6 0.758 - - -
IN7 0.756 - - -
IN8 0.797 - - -
INS 0.743 - - -
SME effectiveness (SE) 0.841 0.904 0.758
SE1 0.870 - - -
SE2 0.874 - - -
SE3 0.869 - - -
Source: own study.

Table 3. Discriminant validity: HTMT ratio
Constructs PR DE DC IN SE
PR - - - - -
DE 0.897 - - - -
DC 0.873 0.811 - - -
IN 0.714 0.674 0.642 - -
SE 0.663 0.652 0.586 0.822 -

Notes: PR = prospector-oriented SME, DE = defender-oriented SME, DC = dynamic capabilities, IN = Innovation, SE= SME

effectiveness.
Source: own study.
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Structural Model

Hypothesis testing employed a bootstrapping procedure with 5 000 resamples (Hair et al., 2019),
allowing the computation of t-values. Thresholds for significance were set at t-values exceeding
1.96 (at a 5% significance level) and 2.57 (at a 1% significance level), following standard two-tailed
hypothesis testing practice.

The findings from Table 4 and Figure 2 indicate that both prospector-oriented and defender-
oriented SMEs have a significant positive impact on dynamic capabilities (B = 0.571, t-value = 9.696,
p-value < 0.01, and B = 0.211, t-value = 3.649, p-value < 0.01), supporting Hla and H1b. Moreover,
prospector-oriented SMEs exhibited a stronger influence on dynamic capabilities compared to de-
fender-oriented SMEs. However, only prospector-oriented SMEs positively affected innovation (B =
0.359, t-value = 4.673, p-value < 0.01), confirming H2a, while the impact of defender-oriented SMEs
on innovation was rejected (p-value > 0.05). Regarding the direct relationship among dynamic capa-
bilities, innovation, and SME effectiveness, the study supported H3, showing that dynamic capabili-
ties positively impact (B = 0.243, t-value = 2.656, p-value < 0.01). However, H4, which proposed a
positive relationship between dynamic capabilities and SME effectiveness, was not supported (p-
value > 0.05). Conversely, H5, suggesting a positive association between innovation and SME effec-
tiveness, was confirmed (p = 0.556, t-value = 9.870, p-value < 0.01).

In terms of mediating effects, the results confirmed both H6a and H6b, indicating that dynamic
capabilities and innovation concurrently mediate the relationships between prospector orientation
and SME effectiveness (B = 0.077, t-value = 2.718, p-value < 0.01), as well as between defender orien-
tation and SME effectiveness (B =0.029, t-value = 2.140, p-value < 0.05). Moreover, prospector exerted
a greater indirect impact on SME effectiveness compared to defender.

Table 4. Hypotheses testing

Relationships Original Sample T Statistics P Values Decision
Direct effects
H1a: PR ->DC 0.571 9.696 0.000** Accepted
H1b:DE -> DC 0.211 3.649 0.000** Accepted
H2a: PR -> IN 0.359 4.673 0.000** Accepted
H2b:DE -> IN 0.106 1.755 0.079 Rejected
H3: DC->IN 0.243 2.656 0.008** Accepted
H4: DC->SE 0.066 0.995 0.320 Rejected
H5: IN ->SE 0.556 9.870 0.000** Accepted
Mediating effects

H6a: PR -> DC -> IN->SE 0.077 2.718 0.007** Accepted
H6b: DE -> DC -> IN->SE 0.029 2.140 0.032* Accepted

Notes: t-value 22.57 considers significant level at **p <0.01 and t-value > 1.96 considers significant level at *p<0.05;
PR = Prospector-oriented SME, DE = Defender-oriented SME, DC = Dynamic capabilities, IN = Innovation, SE= SME effectiveness.
Source: own study.

Model Strength

We assessed the model’s predictive accuracy using R2 values, with prospector and defender explaining
56.3%, 42.3%, and 54.0% of the variance in dynamic capabilities, innovation, and SME effectiveness,
respectively. These results indicate a moderate predictive accuracy (Hair et al., 2019). Furthermore,
we evaluated the model’s predictive relevance with Q2 values, which we found to be 33.3% for dy-
namic capabilities, 22.4% for innovation, and 40.2% for SME effectiveness, all above zero and confirm-
ing the model’s predictive relevance (Table 5).

The results of our study shed light on the intricate relationships between prospector and defender-
oriented SMEs, innovation, dynamic capabilities, and SME effectiveness in Vietnam’s service sector,
analysed through the perspectives of RBV and the DCV.
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Table 5. Model strength

Dimensions R? Q?
Dynamic capabilities 0.563 0.333
Innovation 0.423 0.224
SME effectiveness 0.540 0.402
Source: own study.
Dynamic

capabilities

R?=56.3%

Q*=33.3%

Prospector-ori-

ented SME SME

Effectiveness
R?=54.0%
Q2 =40.2%

Defender- ori-
ented SME

A

y 0.366
Innovation
R?2=42.3%
Q% =22.4%

Figure 2. Path analysis
Source: own elaboration.

Both Hla and H1lb suggest a positive influence of prospector and defender orientations on dy-
namic capabilities, consistent with the RBV. Prospector SMEs, driven by an external focus, actively
seek new opportunities and technologies, strengthening dynamic capabilities. This aligns with pre-
vious studies linking prospectors to dynamic capabilities (Marozau et al., 2023; Nasution et al.,
2021). Notably, prospectors exhibit a greater impact on dynamic capabilities compared to defenders.
Similarly, defender SMEs, emphasizing efficiency (H1b), likely possess refined internal processes and
resource management skills, which can be viewed as a form of dynamic capability, enabling them to
optimize existing resources and enhance service offerings (Restuti et al., 2023). Regarding the rela-
tionship between strategic orientations and innovation, our study confirmed that prospector-ori-
ented SMEs had a positive relationship with innovation (H2a), reflecting their constant exploration
of new market trends and fostering a culture conducive to generating novel service ideas, which is
consistent with findings of previous studies (Kim et al., 2024). However, contrary to previous studies
(Kim et al., 2024; Lukito-Budi et al., 2023), the research found no significant relationship between
defender-oriented SMEs and innovation (H2b). This can be explained by the defender mindset, which
prioritizes stability and efficiency over exploratory ventures. Defenders are risk-averse, focusing pri-
marily on optimizing internal resources and processes rather than investing in uncertain exploratory
innovation (Chen et al., 2023). Their internal focus leaves less emphasis on external trends, which
are crucial for identifying and capitalizing on new opportunities (Handoyo et al., 2023). Conse-
quently, defenders may lack the strong external focus required for exploratory innovation compared
to prospectors, who actively seek new market opportunities.
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The finding supports H3 that dynamic capabilities are positively related to innovation, aligning with
the established views of Tsou and Chen (2020) and Ziyae et al. (2022). Dynamic capabilities equip firms
with the ability to accumulate and reconfigure resources, crucial for venturing into new and uncertain
territories characteristic of exploratory innovation. Furthermore, they foster firm attributes like adapt-
ability and a learning approach, essential for navigating the challenges and uncertainties of exploratory
innovation (Ziyae et al., 2022). Next, H4, which posited that dynamic capabilities positively related to
SME effectiveness, was rejected, contradicting the findings of Cyfert et al. (2021) and Jiang et al.
(2020). This suggests that although dynamic capabilities may lead to the development of new custom-
ers, marketing initiatives, suppliers, and products in a volatile environment, the observable impact on
financial effectiveness might be delayed due to the time required to capitalize on these outcomes (Baia
& Ferreira, 2024; Nedzinskas et al., 2013). However, the study found that innovation is positively re-
lated to SME effectiveness (H5), aligning with previous research by Yuliansyah et al. (2021) and Abid
et al. (2023). By successfully venturing into exploratory innovation, SMEs can create cutting-edge ser-
vices that set them apart from rivals and boost customer pleasure, loyalty, and eventually financial
effectiveness by successfully pursuing exploratory innovation (Yuliansyah et al., 2021).

The accepted mediation hypotheses (H6a & H6b) reveal a critical aspect — dynamic capabilities and
innovation act as intermediaries in translating strategic orientations into SME effectiveness, drawing
on the combined insights of the RBV and DCV. Prospector SMEs leverage their dynamic capabilities to
exploit their innovative service offerings, leading to better financial effectiveness (H6a). This finding is
consistent with the established views of Bonyadi Naeini and Jalilian Ahmadkalaei (2022) and Yuliansyah
et al. (2021). Prospector SMEs, driven by their thirst for novelty, develop strong dynamic capabilities
to tackle uncertainty and pursue exploratory innovation (Bonyadi Naeini & Jalilian Ahmadkalaei, 2022).
These capabilities empower them to create unique and financially effective service offerings by ven-
turing into uncharted territory, ultimately achieving better financial effectiveness via premium pricing
or attracting a larger customer base (Yuliansyah et al., 2021). Despite their reluctance towards explor-
atory innovation, defenders leverage dynamic capabilities to efficiently adapt and refine their services,
mitigating the constraints on innovation (Kim et al., 2024; Lukito-Budi et al., 2023). The acceptance of
H6b emphasizes the vital role of dynamic capabilities and innovation in enhancing the financial effec-
tiveness of defender-oriented SMEs, aligning with the insights of Chih-Yi and Bou-Wen (2021).

CONCLUSIONS

Theoretical Implications

This research offers several significant theoretical contributions. Firstly, it examined the direct rela-
tionships between prospector and defender orientations, dynamic capabilities, innovation, and finan-
cial effectiveness in service SMEs within emerging economies. This provides a comprehensive under-
standing of these relationships across different contexts. Secondly, by utilizing the combined lenses of
the RBV and DCV and extending the Miles and Snow framework with the adaptive cycle, the study
demonstrates how dynamic capabilities and innovation empower both prospectors and defenders to
navigate change effectively (Ferreira et al., 2020; Thoma & Zimmermann, 2019). The findings highlight
dynamic capabilities as crucial in linking strategic orientations and innovation, allowing defenders to
achieve effectiveness through incremental improvements. Thirdly, by addressing the lack of research
on the BSC in service sectors, this study establishes a foundation for integrating the BSC into perfor-
mance evaluation for service SMEs, offering a holistic approach to measuring success in dynamic envi-
ronments (Freudenreich et al., 2020; Kumar et al., 2022).

Practical Implications

The study’s empirical results underscore the significance of strategic orientations, specifically prospec-
tor and defender, in driving SME effectiveness through dynamic capabilities and innovation. For busi-
ness practitioners managing service SMEs in emerging markets, these findings offer essential insights.
Encouraging a prospector orientation, where there is a continual redefinition of product/service prior-
ities and an active search for new opportunities, enhances dynamic capabilities and enables quick ad-
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aptation to market changes. Embracing a growth-oriented strategy and taking calculated risks can
drive innovation, thereby increasing SME effectiveness through the development of new products
and services and investments in proprietary technologies. Conversely, defender-oriented SMEs
should prioritize maintaining stable product/service priorities and operating within known activity
areas, which allows for continuous improvement and strengthens dynamic capabilities. By integrat-
ing dynamic capabilities, defender-oriented SMEs can adapt to environmental changes and identify
new business opportunities, thus enhancing effectiveness through incremental improvements.
Practitioners should aim to balance prospector and defender orientations, continually develop and
reconfigure operational resources and capabilities, and prioritize innovation to boost organiza-
tional effectiveness. Moreover, adopting comprehensive performance metrics like the BSC can pro-
vide a well-rounded assessment of SME success in dynamic environments.

Limitations and Future Research Directions

This study illuminated the strategic pathways for Viethnamese service SMEs by examining the interre-
lationships between prospector and defender-oriented SMEs, dynamic capabilities, innovation, and
SME financial effectiveness. However, limitations and promising areas for future research still exist.
Firstly, while our model captures key relationships through the lens of RBV and DCV, future studies
should consider alternative theoretical frameworks, such as institutional theory, which might interact
with prospector and defender orientations in developing dynamic capabilities (Gupta et al., 2020). In-
vestigating the moderating effects of factors like industry and firm age on the relationship between
dynamic capabilities and innovation would also be beneficial (Akorede, 2023). Secondly, the sample
size of 421 Vietnamese service SMEs may limit the generalizability of our findings. Future research
should explore these relationships across diverse geographical and industry contexts to determine if
the observed patterns hold true elsewhere (Jie et al., 2023). Thirdly, relying on self-reported data in-
troduces potential biases, such as social desirability bias. Future research could employ a multi-method
approach, incorporating interviews with key informants to strengthen the validity of the findings (Far-
quhar et al., 2020). Lastly, the cross-sectional design limits our ability to establish causal relationships
between variables. Longitudinal studies tracking SMEs over time would provide a clearer picture of
cause-and-effect dynamics (lkram et al., 2019). These studies could investigate how dynamic capabili-
ties developed in one period influence innovation and effectiveness in subsequent periods.
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Appendix: Measurement items

Prospector (PRO)

PR1. We continually redefine our products/services priorities.

PR2. It is of primary importance for our organization to develop new services and find new markets for
these products/services.

PR3. Searching for new opportunities is a major part of our overall strategy.

PR4. Our organization adopts a growth-oriented strategy.

PR5. Our organization is not afraid of taking risks.

Defender (DEF)

DE1. We seek to maintain stable products/services priorities.

DE2. Our organization prefers to operate in known activity areas.

DE3. Instead of enriching its activities, our organization prefers to improve its present products and
services.

DEA4. Instead of fast growth, our organization places importance on competing by improving the quality
of its available assets.

Dynamic capabilities (DC)

DC1. We actively search for ways to advance our operational resources and capabilities

DC2. We frequently scan the environment to identify new business opportunities

DC3. We are able to act quickly to seize emerging opportunities

DC4. We are flexible enough to invest in new ventures as they arise

DC5. We continuously recombine our resources and capabilities to align with strategic objective
DC6. We reconfigure our resources and capabilities to align with environmental and market changes

Innovation (INO)

In the past three years, indicate whether the following have grown rapidly:

IN1. Organization’s emphasis on developing new products or services.

IN2. Rate of introduction of new products or services into the market.

IN3. Organization’s spending on new product or service development activities.

IN4. The number of new products or services added by the organization and already on the market.

IN5. The number of new products or services that the organization has introduced for the first time on
the market.

IN6. Investment in developing proprietary technologies.

IN7. Emphasis on creating proprietary technologies.

IN8. Organization’s emphasis on technological innovation.

IN9. Organization’s emphasis on pioneering technological developments in its industry.

SME Effectiveness (SE)

SE1. Our organization reaches its goals of profitability to satisfy shareholders

SE2. Our organization is efficient in terms of spending (i.e. cost management, expenses, and invest-
ments) to meet productivity goals.

SE3. Our organization reaches its goals with respect to revenues.
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