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Abstract

In this paper, we compare the competitiveness between clustered and dispersed Small Medium Enterprises
(SMEs) in Indonesian food processing industry. This study was driven by the important role of SMEs in
Indonesian food processing industry for helping low income people access the low price foods. Furthermore, as
Indonesian Government implements policy that support clustered SMEs, it could be expected that SMEs in the
cluster area could pursue and emphasize different performance than their non clustered counterparts. Primary
data was collected in West Java, Indonesia. The sample includes only companies with fewer than 100 employees
and those operate in the food processing industry. We put market orientation, innovation, and business
performance as proxy of competitiveness. Mean comparison statistics was used to compare market orientation,
innovation and business performance of clustered and dispersed SMEs. The main findings were found through
data analysis notably there was significant difference between clustered and non clustered SMEs in market
orientation, innovation and business performance.

Keywords: Market orientation, Innovation, Competitiveness, Cluster, Small medium enterprises, Food
processing, Indonesia

1. Introduction

Several problems of Indonesian small and medium food processing industry such as capital, market access, and
technology make them difficult to develop competitiveness. The level of competitiveness can be indicated from
the performance (Grant, 1996). Many researches argue that performance is affected by market orientation (Kohli
and Jaworski, 1990; Kara et all., 2005; Narver and Slater, 1990). Meanwhile, in the food sector, innovation is
considered as one of the most important factors to enhance competitiveness (Gruner et al., 1996; Rama, 1996).
Moreover, Liao and Rice (2010) said that firm performance can only be improved by innovation when they are
accompanied by concrete and effective changes to the market presence of a firm (in response to market dynamic
and customer demand). In other word, innovation and market orientation should go together in order to develop
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competitiveness.

Cluster can be considered as one of the important sources for improving competitiveness of SMEs due to its
potential for facilitating the development of market oriented and innovative behavior. Researches show that
companies in the cluster area get benefit due to easy for getting supplier and buyer (Stuart, 1979), have greater
ability to access larger local market (Krugman, 1991), and they are encouraged to be more innovative because
there are rivalry among companies in the cluster (Porter, 1990). Moreover, Braun and Hadwiger (2011) said that
the proximity to research centers like universities that occur in the cluster are considered important for the
survival of SMEs.

Indonesia has a long experience in applying the cluster concept, in which Indonesian cluster have been taking
place since 1969-1970 by SMEs. Based on the report of ministry of cooperative (2007), in 1996, there were 9800
clusters of SMEs in Indonesia. Some of them are traditional industry in craft, food processing, iron, and so forth.
Clustering policy in Indonesia has been followed by financial and technical assistance as an expression of the
government seriousness to develop SMEs. Implementation of industrial cluster is expected to improve
competitiveness and performance of SMEs, therefore the existence of cluster ideally can improve innovation of
SMEs.

Study about SMEs cluster in Indonesia had been done by several researchers. For instance Burger et al. (2001)
describe clustering of small agro-processing firm in Indonesia. In his study, he used palm sugar industry cluster
as case study. Tambunan (2008) briefs us regarding the role of government in technology transfer to SME
clusters in Indonesia. His study provides micro-level evidence from the Metalworking industry cluster in Central
Java Indonesia. Paper written by Sato (2000) analyses forward linkages formed by small firm. Using rural
metal-casting cluster in Central Java, He examines the effects of these linkages in promoting the firms'
development.

However, the role of location factor is still questioned by researchers (e.g. Lublinski, 2003). In a globalized
world where distance seems to be no longer an obstacle, as capital, knowledge, and other resources travel almost
freely and at high speed location factors seems less important than before. Moreover, a weakness in cluster
studies in Indonesia has been the lack of detailed counterfactual analysis. The question is how we can believe
that companies located in the cluster have better competitiveness if we have no comparison with companies
located out of cluster. This study seeks to fill this gap by comparing clustered and dispersed SMEs in the
Indonesian food processing industry. The role of location can be seen clearly when we are able to present
competitiveness comparison between clustered and non clustered SMEs at the same time.

In this paper we would like to investigate the performance of SMEs in the cluster of food processing industry by
comparing them with dispersed SMEs in the same industry. Specifically, the objective of this paper is to compare
SMEs in the cluster and non cluster in terms of market orientation, innovation and business performance as a
proxy of competitiveness.

This paper contributes to the cluster and SMEs literature in two respects. First, we provide the comparative
empirical data for further discussion regarding the role of location factor in improving competitiveness of SMEs
in the food processing industry. Such kind of contribution is important due to comparative study between
clustered and dispersed SMEs in food processing industry still rare. Second, this study is the first study that
comparing clustered and dispersed SMEs in Indonesian food processing industry. As an emerging market,
Indonesia, with a population of 240 million, is the world’s fourth largest nation in terms of people. It has become
not just one of the world’s fastest-growing countries but also an interesting place for exploring business and
economics theory.

2. Theoretical Background and Hypotheses
2.1 Industrial Cluster

Anderson (1994) defines industry cluster as a group of companies that rely on an active set of relationships
among themselves for individual efficiency and competitiveness. According to Porter (2008), a cluster is a
geographically proximate group of interconnected companies and associated institutions in a particular field,
linked by communalities and complementarities. He describes cluster as networks of companies, suppliers,
services firms, academic institutions and organizations in related industries that, together, bring new products or
services to the market. Yingming (2010) says that industrial clusters are industrial aggregations formed by
industrial sectors with close economic links in a specific territory. In addition, Yingming (2010) mentions that
close economic links are not only the basic condition for forming industrial cluster, but are also important
characteristics of industrial clusters.

Long and Zhang (2011) argues that the literature on clustering has highlighted at least three key positive
externalities of industrial clusters: better access to the market and suppliers, labor pooling, and easy flow of
technology know-how. However, they argue that the main advantage of clustering in developing countries with
limited financial development is in helping firms alleviate financial constraints. Meanwhile Glaeser and Gottlieb
(2009) emphasize the role of agglomeration in speeding the flow of ideas. Porter (1990) postulates that firms in
clusters may be benefited from strong local rivalry, which may positively influence productivity and innovation
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performance. Firms in clusters may also benefit from relatively sophisticated and demanding local customers
that push them to meet high standards in terms of product quality, feature and service. And demanding local
customers may help to increase suppliers’ motivation. To Von Hippel (1988) geographic proximity may enlarge
the window to the market allowing for better access to customer information. With these positive externalities,
Porter (1990) argues that clustering is an important way for firms to fulfill their competitive advantage.

Although the term of cluster becomes more popular recently, there is no single or standard model of cluster
(Aylward and Glynn, 2005). Rather, each country and region has a different set of clusters, shaped by historical
background, national characteristics, the strength of the knowledge base, size, connectedness, and share of
innovative products. In Indonesia, areas called sentras are comprised of usually more than 20 SMEs (Tambunan,
2005); the sentra is a concept similar to cluster, as it is defined as a geographical concentration of manufacturers
in the same sector. The working definition of clusters in this research is represented by sentra, which is a
geographical concentration of related industries and institutions that link each other.

2.2 Market Orientation and Innovation

Narver and Slater (1990) define market orientation as the organization culture that most effectively and
efficiently creates the necessary behaviors for creation of superior value for buyers and, thus, continuous
superior performance for business. Market orientation is a construct with several dimensions. Following Narver
and Slater (1990), market orientation is composed of three components: customer orientation (understanding
customers’ needs and wants), competitor orientation (understanding rivals’ strengths and weaknesses and how
they satisfy their customers’ needs and wants), and inter-functional coordination (the firm-wide use of the
organization’s resources in creating superior customers’ value).

The previous research that predicted a positive relationship between market orientation and performance was
using the assumption that a market orientation provides a firm with a better understanding of its environment and
customers. Some empirical studies found a positive relationship between market orientation and managers’
perceptions of overall firm performance (Jaworski and Kohli 1993), managers’ perceptions and financial
performance (Pelham and Wilson 1996; Slater and Narver 1994), and managers’ perceptions and new product
performance (Atuahene-Gima 1996, 1995; Pelham and Wilson 1996; Slater and Narver 1994). At the same time,
several studies did not support a direct positive relationship between performance and market orientation (Han et
al., 1998; Jaworski and Kohli 1993). A possible explanation for the lack of clear relationship with market
orientation is that it is a more complex relationship than those tested for in previous studies (Pelham 1997).

However, market-orientated firms have been demonstrated to be successful at maintaining a strong competitive
position (Wang, et al. 2011). It occurs because of market-oriented behavior lead the firms to be more innovative.
Johnston et al. (2011) argue that market-oriented firms are strategically and tightly aligned with the market in
such a way that they are able to put their customers’ expressed needs when creating new product. Research
shows that number of SMEs in manufacturing industries have survived and thrived through the release of
innovative new products (Laforet, 2008). Therefore, Slater and Narver (1994) suggest that innovation and new
product success are intermediates for the relation between market orientation and business performance. Further,
Han et al. (1998) empirically established that market orientation facilitates organizational innovation, as
measured in terms of the absolute number of both technical and administrative innovations implemented. Many
studies that focus on factors discriminating between successful and unsuccessful innovations conclude that
market orientation is one of the main contributing factors to innovation success (Cooper, 1979).

2.3 Innovation and Performance

Innovation in the food processing industry is a rather complex process and can involve different parts throughout
the food system, from the development of new ingredients to the formulation of new food products, from the
improvement of methods of food preservation to new ways of packaging (Earle, 1997). Besides, each firm can
be involved at different stages, from basic research up to market penetration with new products to gain
competitive advantage over other firms (Hollenstein, 1996).

Raymond and Pierre (2010) argue that innovation is a concept that has been defined and characterized in many
ways by researchers. Innovation, according to Verhees and Meulendberg (2004) can be defined as the process of
developing a new item, the new item itself, and the process of adopting new item. In a small firm, innovativeness
implies a willingness of the owner to learn about and to adopt innovation, both in the input and output markets.
Forsman (2010) defines innovation as the generation and implementation of new or improved processes, services,
products, production methods or single actions aimed at increasing the competitiveness of enterprise.

According to Sundbo (2003), there are various types of innovation and innovative activity, such as product
innovation, process innovation, and market innovation. He explained that product innovation refers to the
introduction of a new product to the market. Process innovation refers to the introduction of new production
processes such as those enabled by new technology or new work routines. Market innovation denotes a firm’s
new market behavior such as a new strategy, new marketing, new alliance and so forth.

Parrilli and Elola (2011) argue that competitiveness is guaranteed by innovation and quality upgrade. A study by
Deshpande et al. (1993) indicates that innovativeness is positively related to organizational performance in terms
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of relative profitability, market share, and growth. Baldwin and Johnson (1996) show the significant impact of
innovation on a wide variety of business performance measures, including market share and return on investment.
Salavou (2002) also found that product innovation was a significant determinant of business performance based
on Return on Assets. Further, in the food sector, innovation is a strategic factor for the firm since it allows
reduction in production costs and/or a better response to the needs of consumers who increasingly require
enhance food products with service components and technological processing characteristics, such as quality,
safety, ease of use, and storability (Capitanio, et al., 2010).

2.4 Research Model and Hypotheses

Based on the literature above we suggest that performance of SMEs in the food processing industry is affected
by innovation. We agree that innovation is the one of the most important factor to enhance competitiveness either
in small companies or in large companies due to in many cases product of SMEs also competes with product of
large companies. Market orientation (customer orientation, competitor orientation, and inter-functional
coordination) will affect innovation due to market oriented companies usually always monitor their customers’
needs and wants, at the same time they have to deal with competitors better. In order to satisfy their customer
and compete with competitors, companies should develop innovative product base on the customers’ needs and
wants.

Figure 1 explains the relationship between market orientation, innovation and business performance. We posit
market orientation and innovation as source of competitiveness in which competitiveness as postulated by Grant
(1996) can be indicated by business performance. To explore the role of location, we would like to compare
sources of competitiveness (market orientation and innovation) and competitiveness (business performance)
between SMEs food processing located in the cluster and SMEs located outside cluster.

We developed three general hypotheses based on the objective of this study mentioned before. The hypothesis is
intended to examine the difference of cluster and non cluster SMEs in terms of business performance, innovation
and market orientation. The overall hypotheses are described as follow:

e HI: There are mean difference in business performance between clustered and dispersed SMEs food
processing industry.

e H2: There are mean difference in innovation between clustered and dispersed SMEs food processing
industry.

e H3: There are mean difference in market orientation between clustered and dispersed SMEs food
processing industry.

3. Material and Methods
3.1 Sample and Data Collection

To analyze the differentiation between clustered and dispersed SMEs food processing in Indonesia, we did
survey on SMEs food processing located in cluster and dispersed. For clustered SMEs, we collected data from
SMEs food processing industry in five clusters located in West Java. Firstly, we decided five clusters which
represent food processing industry in West Java, that are (1) milk cluster located in Pengalengan District, (2)
emping melinjo crackers cluster located in Cianjur District, (3) tempe cluster located in Bandung District, (4)
processed fish cluster located in Cianjur District, and (5) tapioca flour cluster located in Bogor District. Sample
was taken from each cluster proportionately depend on the number of firm in each cluster and depend on the
willingness of managers or owners of firm to be interviewed. For dispersed SMEs, we collected data from SMEs
food processing industry located far from cluster area but at the same district.

The respondents involved in this research comprised of 120 managers and owners who had knowledge of past
and present organization practices comprehensively, particularly with regards to market orientation, innovation,
and business performance. Off 120 respondents, 60 respondents were collected from cluster area and the rest was
collected from outside cluster. Sample needed in this research should fulfill several criteria. First, SMEs should
be located both in cluster and non cluster area. This consideration had been taken in accordance with the research
objectives, i.e., to compare clustered and dispersed SMEs food processing. Second, the sample includes only
companies with fewer than 100 employees and those which operate exclusively in the food processing industry.
We categorized SMEs based on the number of employees that complies with the definition of SMEs provided by
the Ministry of Cooperatives and Small and Medium Enterprises of Indonesia. Third consideration was the ease
with which data could be obtained, as not all the company owners could be interviewed or wished to participate
in this study.

3.2 Measurements Data Analysis

Business performance is operationalized as a composite of three measures; sales volume, market share and
profitability. To measure business performance, we used the subjective measurement method. This method was
selected due to SMEs in Indonesia generally have no good and consistent records, especially monthly and yearly
record of finance and production. By such condition, it was better to use subjective measurement to measure
performance instead of objective measurement. Moreover, a study by Dawes (1999) shows that there is a
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positive correlation between subjective performance measures and objective performance measures.

To measure market orientation, we adapted measurement model developed by Narver and Slater (1990), which
has been used in a variety of market orientation studies (e.g., Gatignon and Xuereb, 1997; Han et al., 1998;
Lukas and Ferrel, 2000). They identify three components of market orientation: customer orientation, competitor
orientation, and inter-functional coordination. In this research, we used term internal coordination instead of
inter-functional coordination due to our object of study is SMEs. With small number of employee it is difficult
for SMEs to separate their employee in many functions strictly.

The concept of innovation used in the survey is rather broad. It includes both small improvement in product,
processing techniques and marketing strategy and more radical changes such as the introduction of new products,
processes and marketing strategies. To measure innovation, we adapted three types of innovation defined by
Sundbo (2003), i.e., product innovation, process innovation, and marketing innovation. To compare clustered and
dispersed SMEs, we did mean comparison analyses.

4. Results and Discussion
4.1 Profile of Clustered and Dispersed SMEs

In this section we would like to describe characteristics of respondents in this research and comparing those who
are located in the cluster and outside cluster. There are several characteristics that are compared in this section,
notably sources of working capital, marketing area, types of customer, and human resource development.

In terms of working capital, both of clustered and dispersed SMEs have the same characteristic related to
independency. In figure 2 we can see that all of SMEs use their own money as one of sources of working capital.
Besides using their own money, they also receive working capital from other sources such as Bank, Government
and Cooperative. However, SMEs in the cluster area are able to utilize external sources of working capital better
than dispersed SMEs.

Regarding marketing area, both of clustered and dispersed SMEs food processing in West Java serves local
market. For regional and national market, clustered SMEs have larger percentage than dispersed SMEs. Of 75%
SMEs in the cluster serve regional market meanwhile the only 50% dispersed SMEs serve regional market (see
figure 3). This result also shows that there are no SMEs in West Java that are able to serve international market.

SME:s food processing in the cluster and non cluster area has various types of customer from agent to end users.
Products of SMEs are also consumed by other companies in which they use SMEs products as raw material for
their production process. In general, SMEs in the cluster and non cluster area relatively have similar types of
customer (see figure 4).

4.2 Clustered and dispersed SMEs: the Performance Gap

This section contains empirical evidence on performance differences between clustered and dispersed SMEs in
Indonesian food processing industry. We argue that clustered SMEs must be better in term of business
performance compare than their dispersed SMEs counterpart. It is because clustered SMEs receive more support
from government and also geographic proximity among SMEs create many opportunity for SMEs to improve
their performance.

As illustrated in table 1, there are significant difference between clustered and dispersed SMEs in terms of sales,
market share and profit. We can say that these three performance indicators show the performance gap between
clustered and dispersed SMEs. Hypothesis 1 predicts that there are mean difference in business performance
between clustered and dispersed SMEs. This research result supports hypothesis 1. Therefore, this result of study
also makes us clear that clustered SMEs have higher performance compare to non clustered SMEs.

The research result in line with another study related to cluster (i.e. Anderson, 1994; Folta et al., 2006; Waits,
2000). Even though SMEs food processing in Indonesia has many problem such as mentioned before (i.e. lack of
capital and market access), joint in the cluster make them better for improving their business performance. This
study result approves previous studies that cluster has positive impact on performance (i.e. Anderson, 1994;
Folta et al., 2006; Waits, 2000), and completing them by provides comparative evidence between cluster and non
cluster SMEs.

However, we still need more explanation about the factors influence the performance gap between cluster and
non cluster SMEs. Following the positive relationship between market orientation, innovation and business
performance, we would like to investigate whether there are also the gap in market orientation and innovation
between clustered and dispersed SMEs.

4.3 Market Orientation and Innovation Gap

After observing the performance gap between clustered and dispersed SMEs, the question is whether this is
(mainly) due to market orientation or innovation activities. In this section we observed the different level of
market orientation and innovation between clustered and dispersed SMEs. This observation will answer the
question why clustered SMEs have better performance than dispersed SMEs.

Porter (2008) argues that SMEs in the cluster area tend to consider other companies within cluster as a rival. It
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makes them always aware about competitor strength, weakness and strategy. At the same time they compete for
getting the same customer. It leads them to understand their customer’s need and want and try to satisfy their
customer’s need and want. We argue that such kind of behavior will improve their level of market orientation.
Therefore, we posit in hypothesis 2 that predicts there are mean difference in market orientation between
clustered and dispersed SMEs. As can be seen in table 2, two components of market orientation (customer
orientation and competitor orientation) are significantly different between clustered and dispersed SMEs. In this
case clustered SMEs have higher level of customer orientation and competitor orientation than dispersed SMEs.
However, in terms of internal coordination, there is no significant difference between clustered and dispersed
SMEs. Probably it is because the small number of employee does not make any difference in coordination
activities between clustered and dispersed SMEs.

Eisingerich at al. (2009) suggest companies that integrate and expand information flow may benefit from more
effective coordination of actions and consequently higher product innovation performance. We are in the same
line with their suggestion in which we argue that cluster will benefit SMEs for innovating. Therefore in
hypothesis 3 we predict that there are mean difference in innovation between clustered and dispersed SMEs.
Table 2 shows that clustered and dispersed SMEs have significant difference in term of product innovation,
process innovation and marketing innovation. It means that hypothesis 3 is confirmed by this study. In this case
we can see that clustered SMEs have higher level of innovation than dispersed SMEs.

This study has been completing previous study about the role of industrial cluster in increasing innovation (i.e.
Aylward & Glynn, 2005; Porter, 2008; Tambunan, 2005) by providing empirical data in small and medium food
processing industry. In this study we mentioned that high level of innovation in cluster area is affected by market
orientation. As mentioned above market orientation is determinant factor of innovation. Since market orientation
in clustered SMEs is higher than dispersed SMEs, innovation level in clustered SMEs is also higher than
dispersed SMEs.

5. Managerial and policy implication

The findings of the present research have interesting managerial implications. First, location factor has an
important role in creation competitiveness of SMEs food processing in Indonesia. The different level of business
performance between clustered and dispersed SMEs may indicate the matter of location. Although globalization
make location seems useless due to resources can be transported freely from one place to another, these research
findings confirm that in the developing country context like Indonesia geographic proximity among SMEs
produce much benefit.

These findings suggest that geographic proximity such as cluster area will benefit SMEs for improving their
market orientation and innovation. In the past, new product development was mainly determined by individual
companies’ capabilities to collect and understand information about their customers and competitors. However,
as competition has gradually shifted from among individual integrated firms to among clustered networks of
organizations, a firm’s market orientation, as defined by Kohli and Jaworski (1990), not only affects the
company’s responsiveness to competition and customer needs but can impact the entire network of companies it
is part of. This is because individual companies can learn from, and take advantage of, each other’s marketing
orientation skills.

Since government of Republic of Indonesia has been implementing cluster concept for SMEs, they should pay
attention with the positive relationship between market orientation, innovation and business performance. The
policy for improving business performance in cluster of SMEs should consider market orientation and
innovation as the determinant factors of business performance. It means that certain policy that will be
implemented in the cluster of SMEs should be directed to improve market oriented and innovative behavior.

Cluster area can be one of the most important sources of competitive advantage for SMEs in the Indonesian food
processing industry. Indonesia has abundance of less competitive SMEs located out of cluster. Promoting cluster
policy for improving SMEs competitiveness in Indonesia can be one solution. Of course it is not easy due to
relocation of SMEs in one area like cluster may need high initial investment, so that cost and benefit of this
policy should be calculated carefully.

6. Conclusion

This study has addressed the important consideration when comparing performance, market orientation and
innovation between clustered and dispersed SMEs in Indonesian food processing industry. The findings indicate
that business performance in clustered SMEs is significantly different than that in dispersed SMEs. Other
findings indicate that market orientation and innovation level in clustered SMEs is significantly higher than that
in dispersed SMEs. By these findings, basic hypotheses (there are mean difference between clustered and
dispersed SMESs) that are proposed in this study are proven.

Location factor, in this case is cluster and non cluster, has influence on competitiveness. Such conclusion has
been confirmed by the fact that cluster give positive condition for developing market orientation and innovation
in which SMEs in the cluster area can perform better than dispersed SMEs.
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However, there are several limitations inherent in this research. First, this study did not consider the distance
between clustered and dispersed SMEs location. It is possible for dispersed SMEs located nearby cluster receive
benefit from the cluster. Second, the number of sample is relatively small if we consider generalizing this result
of study. Additional research could complement this study with a larger regional sample to enhance the
generalizability of these results. Longitudinal design may also provide insight into the long-term impact of
cluster in improving competitiveness of SMEs food processing industry.
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Table 1. Comparison of performance between clustered and dispersed SMEs

Variable cluster non cluster Difference t-value
Performance Mean (Std. Dev.) Mean (Std. Dev.) Mean diff. (p-value)

e Sales 3.47(0.747) 3.08(0.889) 0.38(0.035) 2.558
e Market share 3.52(0.770) 3.20 (0.917) 0.317 (0.043) 2.049
e Profit 3.47(0.853) 3.05(0.891) 0.41(0.043) 2.616

Table 2. Comparison of market orientation and innovation

Variable cluster non cluster Difference t-value
Mean (Std. Dev.) | Mean (Std. Dev.) | Mean diff. (p-value)

Market Orientation

e Customers Orientation 3.48(0.890) 3.11(0.882) 0.37(0.023) 2.300
e Competitors Orientation 3.60(0.907) 3.17(0.951) 0.43(0.012) 2.552
e Internal Coordination 4.06(0.928) 3.79(0.889) 0.26(0.111) 1.607
Innovation

e Product Innovation 2.93(0.954) 2.58(0.944) 0.35(0.046) 2.020
e Process Innovation 2.62(0.846) 2.27(0.936) 0.35(0.034) 2.149
e Marketing Innovation 3.37(0.736) 3.03(0.901) 0.34(0.028) 2.219
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Figure 1. Market orientation, innovation and performance as a model of competitiveness
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Figure 2. Sources of working capital

Note: -N cluster = 60, N non cluster = 60

-respondent could answer more than one choice
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