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FACTORS AFFECTI NG THE COVPETI TI VENESS OF SMALL
AND MEDI UM ENTERPRI SES

Robert C. Rice, Kantor Menteri Negara Koperasi, Pengusaha 0
Keci| dan Menengah and Partnership for Econonic Gowth (PEGYL

March 2, 2000

In this paper we list and briefly discuss the factors which
theoretically can affect the conpetitiveness of snmall and
medi um enterprises relative to larger enterprises. It is
useful to keep these factors in mnd when we are enpirically
trying to determine the factors affecting conpetitiveness of
particul ar subsectors in particular regions.

W can divide the factors affecting conpetitiveness into four
types: 1) factors internal to the enterprise which can be
changed and 2) factors internal which cannot be changed by
people (the owners and nanagers, governnents, non-profit
organi zations, etc.) given our present know edge, 3) factors
external to the enterprise which can be changed and 4) factors
external which cannot be changed by people given our present
know edge. By stating can or cannot be changed given our
present knowl edge, we do not rule out that some of the non-
changeabl es now may be able to be changed in the future through
research and technical change. For exanple, a subsector
strongly affected by economies of scale today may not be so
much affected by economes of scale in the future after
techni cal change. The replacenent of many large steel mlls in
the USA by mni-mlls wth changes in technologies is an
exanpl e of this.

When external factors can be changed there is the question of
who can change them For sonme of them individual enterprises
or enterprise groups can change them but for others governnent

action at some level wll be required, and in a few cases
actions of  foreign  governnents and/ or i nternational
organi zations will be required.

VW now list and briefly discuss these factors.

| nternal Factors

A Can be changed

1. The know edge and capabilities of the nanagers and
entrepreneurs is especially inportant, i.e. their
know edge about technol ogi es, marketing, managenent, etc.
Here there is not only the question of the quality of the
managers and entrepreneurs but also their quantity.
| ncubator activities can be inportant in increasing both

! PEG is a USAID-funded Project. The views expressed in this report are those of the author and not
necessarily those of USAID, the U.S. Government or the Government of Indonesia.



their quantity and quality. Baunol has pointed out that
entrepreneurship is not always productive, but also can be
unproductive and even destructive (Baunol). It is
extrenely inportant that the business environment reward
productive entrepreneurship and penalize that which is
unproductive and destructive, such as rent seeking
activities that waste resources. An exanple of socially
unproductive rent-seeking activity is for SMES to spend
time and noney to obtain textile inmport quotas.

Smal | er owner managed firns may be able to plan and invest
for the longer term conpared with large firnms listed on
the stock exchange whose nmanagers' performance is judged
by their current share prices (Acs). Because sharehol ders
of larger firns have inperfect knowl edge about the
expected returns from investnents in physical capital,
human capital, research and devel opnent, and nmarketing,

they are Ilikely to wunderestimate the size of these
returns, which results in |ower share prices than if they
had per f ect know edge. I ncr eased know edge by

sharehol ders woul d all ow managers of sone larger firms to
adopt a longer term devel opnent strategy because it would
be nore acceptable to the sharehol ders.

SMEs by thenselves may not have the resources nor the
i ncentives to undert ake research and devel opnent
t hensel ves, which can make them | ess conpetitive relative
to larger enterprises. However, by working together such
as through cooperatives, or through an association to
which they pay a levy for research, the desired research
and devel opnment can be financed by them collectively and
therefore be wused to increase their conpetitiveness.
Measures can be taken to increase the ease of adjustnent
of SMEs.

Thurik lists sone effects that stinulate smallness, or
tend to make smaller enterprises nore conpetitive. One of
these is the adjustnent effect. There is a trade-off
bet ween efficiency--production costs given sone output
| evel --and adjustability--the cost of adjusting a certain
| evel of output. Commonly large firnms can produce at
| ower unit costs than snmall firns, but also conmonly snal
firme can adjust their output level at |ower costs than
| arge firns.

Cannot be changed
A very inportant factor affecting conpetitiveness is how

i mportant are econom es of scope and econom es of scale in
production, marketing and advertising in a particular

subsector. If they are inportant, is it possible for SMEs
and cooperatives to fully realise them given their size?
If it is not, this factor will put them at a conpetitive

di sadvantage relative to the larger enterprises.

What is the nature of the production function for sales
promotion in a particular subsector? If the nore



effective types of advertising can only be done by |arger
firme (such as advertising through TV) or there are
econom es of scale in advertising that cannot be realized
by the SMEs and cooperatives, this wll adversely affect
their conpetitiveness relative to the larger enterprises.
From a social viewpoint it is especially unattractive when
there are economes of scale in advertising, wth that
advertising being of a type which does not increase the
anount of wuseful information to potential consuners, but
rather is of a persuasive type or even a msinformation

t ype.

Sone of the disadvantages to SMEs from these econom es of
scale can be offset by them cooperating in marketing or
advertising, or through the use of comon equipnent and
machi nery.

External Factors

External factors can be described as all the factors that
determne the business environment in which enterprises
operate. The government has a strong responsibility to work to
create a favorabl e business environment (climate) although sone
factors are outside of its influence.

A

Can be changed

Cearly the prices and qualities of the factors of
production (including land and climate) and internediate
I nputs available are very inportant because they determn ne
potential conparative advantage for nmany subsectors. For

example, it is inpossible for Australia to becone
conpetitive in the production of low quality garnents
because of its high cost of |abor. Simlarly it is

i mpossible for Indonesia to becone conpetitive in the
production of wool because of the clinmate and the snal
amounts of |and suitable for grazing sheep conpared with a
main conpetitor in this field, Australia. The supply of
sone factors of production cannot be changed at all or
only can be changed in the longer term such as the
avai lability of natural resources including climate and
the supply of wunskilled |abor. On the other hand the
supply of skilled labor, capital, and know edge can be
affected by policies, programs, projects and activities
( PPPAS) .

The degree and efficiency with which SMEsS can utilize
know edge which is generated by tertiary institutions,
gover nnent agencies and ot her governnment funded research,
and through the governnent's various extension service
type activities can have a strong effect on their
conpetitiveness relative to larger enterprises. An
i mportant question is how cost effective are the extension
type services of the Departnments of Trade and Industry,
Agriculture, etc. in providing useful know edge to SMEs.



Governnent policies affect the supplies and therefore
prices of nost factors of production.

Related to 1, how reliable are supplies of the factors of
production and other inputs such as electricity? |If the
electricity supply is poor quality with frequent blackouts
and voltage fluctuations this will especially disadvantage
SMEs because their cost of generating electricity
t hensel ves relative to their other costs of production is
generally higher than it is for large enterprises, because
of the economes of scale in electricity generation.

Al'so related to 1, is the availability and cost of credit.
If the cost of nost of the credit available to the
enterprises is well above the social cost of credit, say
because nost of it comes from noneyl enders rather than the
f or mal credit mar ket , this clearly | ower s t he
conpetitiveness (daya saing) of SMEs and cooperati ves.

Anot her i mport ant factor is the availability of
conpl enentary inputs, services, and buyers in the firms
| ocal ity. If the enterprise is in a subsector where

aggl omreration economes are inportant, then if it is
|l ocated in a locality where these conplenentary factors

are not available, it will be unable to realize econom es
of aggloneration which wll lower its conpetitiveness.
Large firnms will be better able to supply these

conpl enentary inputs thenselves than snmall firns.

An additional inportant factor may be the supply of

i nfrastructural services provided by governnents. If the
roads are underdeveloped or in poor condition, if the
har bor needed to ship out the goods is high cost, if the
wat er supply is poor and unreliable, etc., t he
conpetitiveness of the enterprises wll be adversely
af f ect ed. If it is lower cost relative to their other

costs of production for larger firns conpared to SMES to
make up for these deficiencies through their own actions,
SMEs will be at a disadvantage relative to the |arger
enterpri ses because of these infrastructural deficiencies.

Anot her factor is the existence of buyers of products of
SMEs and cooperatives who are conpeting with each other,
which facilitates the marketing of SMe/ Coop products. | f
the buyers of SME/ Coop products have nonopsonistic or
ol i gopsonistic power, it clearly disadvantages the SMEs
and cooperatives. A possible solution to this situation
which needs to be further investigated is the formation
and devel opnent of secondary cooperatives and trading
houses (especially those owned by the SMES) to narket the
products of SMEs and primary cooperatives.

1l egal trade practices by larger firns may al so adversely
affect the ability of otherwise conpetitive SMEs and
cooperatives to survive. For examples, |arge buyers may
collude with each other to depress the price paid to SMEs



and cooperatives. O larger firns may engage in predatory
pricing--when a SME starts to produce and market a product
conpetitively, the larger firns sell their products under
their cost in order to conpete the SME out of business.
How conmmon is this type of practice in which subsectors in
which localities? These practices are now banned by the
Undang-Undang Republik Indonesia Nonmor 5 Tahun 1999
Tanggal 5 Maret 1999 tentang Larangan Praktek Mnopoli dan
Persai ngan Usaha Tidak Sehat (The unhealthy conpetition
and nonopolistic practices |aw).

The <costs of transactions (transactions costs) are
especially inportant for SMEs because being snaller, a
smal l er proportion of their transactions are within the

enterprise, but instead are between enterprises. An
i mport ant conponent of transactions costs is the
enforceability of contracts. Because transaction costs

are generally high in Indonesia and the enforceability of
contracts difficult and wunreliable through the |ega
system SMEs are disadvantaged relative to larger
ent erpri ses.

Enforceability of contracts is especially inportant when
the relative bargaining strength of the SVME is stronger
before the contract is signed with a larger firm than
af t erwar ds. For exanple, say a larger firm wants to
establish a fruit processing plant and is making contracts
with fruit growers to supply the fruit. Before the
contracts are finalized the two parties have quite equal
bar gai ni ng strengths. However, after the contracts are
signed and the fruit growers have planted their trees with
the expectation that the contracts to purchase the fruit
at agreed prices will be honored by the larger firm they
will be in a weak bargaining position if the larger firm
does not honor the contract, but rather tries to press
down its purchasing price.

Conmmonly transaction costs are higher than necessary in
| ndonesi a because of difficulty in the enforceability of
contracts through the Ilegal system and problens of
reliability and honesty in the fulfilnment of agreenents.
It is comonly believed that Chinese |anguage dialect
groups have been able to lower their transactions costs
anong thenselves through trust and sone inposition of
penalties on contract violators through the social
organi zation of the dialect group. For exanple, if a
person becones known as one who often does not fulfil
contracts, he may be blacklisted by his dialect group.
This cooperation within dialect groups is believed be one
of the factors giving Sino-Indonesians a conpetitive
advantage in many types of economc activity.

| mprovenents in the enforceability of contracts through
the legal system or in other ways wll [|ower transaction
costs, and will be especially beneficial to SMES. |n sone
cases transaction costs can be |lowered by both parties to
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the transactions by prior agreenent about the nechanism
for dispute settlenment, sonetines through in independent
arbitrator who is outside of the formal |egal system An
exanple of this, is when a person contracts with a buil der
to construct a building in Australia, both parties agree
to the arbitration of disputes by a third party, which is
a non-gover nment agency.

A potentially inmportant factor affecting conpetitiveness
in sone subsectors is the existence of |ocal, provincial
or national government |aws, regulations or practices
whi ch adversely affect the conpetitiveness of SMes and
cooperatives relative to larger enterprises. For exanple,
in many cases the cost of a smaller enterprise obtaining
all the licenses and permts to operate relative to their
other costs of production is nuch larger than for |arger
enterprises, putting snaller enterprises at a disadvantage
at the tinme of their registration with the governnent.
The Asia foundation and others have argued strongly that
the requirenents to establish small enterprises need to be
greatly sinplified in |Indonesia. The requirenents of
establishing and operating a small Jlimted liability
conmpany may al so need to be changed.

Governnent red tape was reduced in the United Kingdom
through the relaxation of the rules and regulations
involved in running a business. For exanple starting in
April 1996 only one formwas required for registration for
income tax, national insurance and the value-added tax
(Wort hington, page 223).

In the past in Indonesia another exanple is that
apparently it was the policy of the CGovernment to only
give large concessions of forest to convert it to
pl antations, rather than giving concessions to individual
farmers or farmers' groups to convert the forest to tree
Crops. This policy clearly adversely affected SMes
relative to larger enterprises.

Planning laws nay discrimnate against SMEs, for exanple
by banning on short notice their activities from
residential areas, even through they have been |ong
est abli shed there. The costs of snaller enterprises
fulfilling the requirenents of enploynent, health, safety,
and product quality regulations nmay also be too high
relative to the small enterprises' other costs of
producti on.

It is inportant that a systemc review of government | aws,
regul ations and practices be made searching for any such
adverse inpacts on SMEs and cooperati ves.

An inportant factor in sone areas is official and
unofficial levies (pungli). If the cost of these |evies
relative to their other costs of production is higher for
the SMEs and than for the larger enterprises, it wll
decrease their conpetitiveness relative to the |Ilarger
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enterprises. For exanple, maybe the unofficial levy to
pass a checkpoint on the highway is Rp 10,000 for a 1 ton
truck and Rp 30,000 for a 10 ton truck. Cearly the cost
per ton is higher for the small truck than the Ilarge
t ruck. Perhaps a large and a small factory both fulfi

the environnmental requirenents, wth the first factory
having a cost of production of Rp 10 mllion and the 2nd
factory Rp 50 mllion. Wen environnmental inspectors cone

to inspect perhaps the small factory has to pay an
unofficial levy of Rp 500,000 while the larger factory has
to pay Rp 1,000, 000. In this exanple, the cost of the

levy relative to its other costs of production is higher
for the smaller than the larger factory, and therefore
clearly adversely affects the conpetitiveness of the
smal l er factory relative to the | arger one.

There likely is a simlar problem with the obtaining of
many |icenses. Perhaps the larger enterprise pays nore to
obtain the license than the smaller firm but pays |ess
relative to its other costs of production

One can hypothesize that this factor is quite comobnly an
important factor reducing the conpetitiveness of snaller
enterprises relative to | arger ones.

In many subsectors conpetitors are engaging in illegal
practices which increases their conpetitiveness, such as
under payi ng export taxes and inport duties, underpaying
val ue-added (PPN) and incone (PPH) taxes, illegally
gaining access to natural resources such as logs by
illegal paynents, declaring incorrectly their inports or
exports, etc. Wien these factors are inportant in
determning conpetitiveness, honest enterprises and
cooperatives are comonly at a particular disadvantage.
Good cooperatives are at a disadvantage because their
managenment practices nust be transparent and open to
scrutiny, which inhibits them from engaging in these
illegal practi ces. The solution is to create an
environment in which these illegal practices disappear--a
great chall enge.

The comonness and inportance of discrimnation in
commerce based on race, ethnic group, religion, etc.,
af fect conpetitiveness. One hypothesis is that ethnic
groups tend to favor people from the sane ethnic group in
comerce, which gives people fromthe sane ethnic group an
advantage in trading. If one ethnic group is especially
domnant in inporting, exporting, manuf acturing and
whol esal i ng, discrimnation by that ethnic group in favor
of enterprises from the same ethnic group clearly
decreases the conpetitiveness of enterprises operated by
other ethnic groups. Apparently in Indonesia there is
little or no legislation which inhibit discrimnation
based on race, ethnic group, religion, sex, age, etc.
This is not adequately covered by the new Unhealthy
conpetition and nonopolistic practices law. The | essening
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of discrimnation based on race, ethnic group and
religion would very likely be to the advantage of nost
SMEs and cooperati ves.

The SMEsS in a subsector can produce outputs conpetitively
which can be used as inputs into the production of other
commodities provided that two conditions are fulfilled: 1)
the price and quality of the inputs are conpetitive, and
2) the transactions costs are sufficiently |ow between
these SMEs and the potential downstream purchasers of
their outputs. However, for various reasons, the
transactions costs my be so high that the Ilarger
downstream firnms, who potentially can purchase the outputs
of the SMEs as their inputs (called relational contracting
by Hayam , p. 4), either vertically integrate--produce the
i nputs thensel ves, or obtain themthrough inports. |If the
transaction costs can be reduced sufficiently such as by
i mproving relations between the SMEs upstream and | arger
firme downstream the production by the SMes becones
viable, provided the first condition is also fulfilled.
Rel ations nay be able to be inproved through inproved
personal ties and increased nutual trust, as well as
t hrough inprovenents in the legal system Hayam sees a
sizable potential for SMES in sonme subsectors in rural
areas to supply inputs to |larger downstream enterprises in
ur ban ar eas.

Wth globalization foreign direct investnent is likely to
becone nore inportant. Although for some SMEs this neans
increased conpetition, for others it neans increased
opportunities to supply themwith internediate inputs and
servi ces. It is inportant that nutually beneficia

rel ati onships be facilitated between SMEs and both foreign
i nvestors and donestic firms owned by other ethnic groups.

Thurik also lists another effect which stinulates
smal I ness, or tends to nake smaller enterprises nore
conpetitive. This is the transportation effect: the cost
of delivering output to custoners or of bringing custoners
to the place where the service is provided. Srral

scattered markets facilitate small firns (Thurik), or we
say nore inportantly production plants, where production
plant includes retail stores producing retailing services
and collection facilities for primary products such as
fish or copra. It is inmportant to distinguish between
firmse and production plants, because a large firmcan have
many snall-scale production plants. Here there is a
trade-of f between size (if there are econom es of scale)
and distance from the narket. A large plant in one
| ocation may have |ower production costs because of the
greater realization of econom es of scale, but have higher
transportation costs getting the product to the buyers.
Smal ler plants close to the scattered nmarkets save in
transportation costs but may have higher costs of
production because of Iless realization of economes of
scal e. Clearly investnents in transportation which |ower



16.

transportation costs in this case increase the
conpetitiveness of large relative to snmall plants.

What then determ nes whether there is a large firm with

several small production plants or several small firns
having small production plants? If it is difficult for
the managenent of a large firm to nmanage and nonitor
effectively widely scattered small plants, i.e. if it has
high transaction costs of doing so, then it wll be
efficient for there to be several snmall firnms instead of
one |arge one. Large enterprises clearly have serious

difficulties nmanaging and nonitoring the performance of
wi dely scattered small retail stores having only several
enpl oyees, especially in societies where business ethnics
and honesty in business are underdevel oped.

Related to this is the case of perishable products. Wen
products are perishable the plants supplying the products
to the markets nust be closer to the markets, and
therefore snaller. If inputs used for production are
peri shable, such as oil palm kernels, then the production
pl ants nust be close to the source of supplies, which also
neans that they nust be snaller conpared wth the
situation when the inputs can be transported |ong
di stances without spoiling, such as rubber slabs. For a
di scussion of factors affecting the conpetitiveness of
sel f-enpl oyed persons in Indonesia see Rice, 1992 and
Ri ce, 1997.

Again, investnments that increase the speed of transpor-
tation of products wll increase the conpetitiveness of
| arge plants relative to snmall plants, if the larger ones
realize econom es of scale. Econom ¢ devel opnent usual |y
results in inproved transportation systens resulting in an
increase in the conpetitiveness of larger plants increases
relative to snmaller ones for sone products.

Anot her effect listed by Thurik is effectiveness. The
essence of this effect is that what seem to be simlar
goods and services can have different neanings. A shirt
tailored to fit a specific individual and bought for
showing off at an occasion, is different from a shirt
bought mainly to fulfil the need of covering ones body. A
tailor can provide nore effective units of the first type
of shirt than a big producer, even though the cost of

production of the larger producer is |ower. I n ot her
wor ds, i ncreases in t he differentiation and
i ndividualization of consuners' requirenments can create
opportunities for SMEs. In recent years this has been

happening in the developed countries and has partially
accounted for the revival of SMEsS since the 1980s
(Carl sson, p. 68).

In the United Kingdom consuner spending habits have noved
from mass-produced goods to nore specialised products
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which puts small firns at a advantage because they can
react nore quickly to changes in demand and shorter
product |ife cycles (Wrthington, p. 221). Wor t hi ngt on
al so discusses other reasons for the growth of the small-
firmsector in the United Ki ngdom

Another effect Ilisted by Thurik is control. Snal
enterprises with one person in control may have behaviora
advant ages such as entrepreneurial energy, notivated and
effective labor due to the nutual proximty of custoners,
suppliers, production floor, managenent and ownership, and
so on. Thurik thinks that small firms often have an
advant ageous wage differential --expl ai ned by higher I|evels
of control, commtnent, notivation, perseverance and
energy. The degree to which this effect increases the
conpetitiveness of SMES relative to larger enterprises is
certainly affected by the local cultural and business
envi ronment .

Mcro and small retailers are very inportant as sellers of
Broducts of mcro and small (MS) manufacturers. This is
ecause the greater average variation in the quality of
differentiated (as opposed to honogeneous) products of M
manufacturers makes it difficult to sell them in fixed
price larger retail outlets, as opposed to the variable
price M5 retailers. Therefore if for whatever reason the
value of MsS retailer sales decrease relative to those of
| arger enterprises, M5 manufacturers will be damaged. A
policy inplication of this is that it is very inportant
that policies not discrimnate against M5 retailers if you
want to facilitate a strong denmand for differentiated
products nade by M5 nanuf acturers.

Wth globalization/internationalization the requirenents
pl aced on goods and services consunmed by rich countries
(such as eco-labelling, high standards of quality
including the need to obtain |ISO 9000 status, conformance
with trade related intellectual property standards) nay
| essen the conpetitiveness of SMEs relative to |arger

enterprises. This is because their cost of fulfilling
these requirenents is wusually greater relative to their
ot her costs of producti on conpar ed with | ar ger

enterpri ses.

Smal | er enterprises usually face nore difficulties raising
equity capital to expand than larger enterprises because
it is nmore difficult for them to raise equity capital by
selling shares in the stock exchange. Thi s di sadvant age
can be lessened by increased availability of capital
t hrough venture capitalists, by having governnment and/or

private financi al institutions who speci al i ze in
purchasing shares in smaller enterprises, and through the
devel opnent of over -t he-count er st ock exchanges.

Apparently financial institutions in Indonesia (including
I slam c ones) are now prohibited from purchasing equity in
enterprises, although such purchasing is consistent wth
the production sharing (bagi hasil) principle of Islamc

10



financial institutions.

Speci al i zed conpanies renting equipnent to enterprises or
providing it on a hire purchase basis can help enterprises
expand their production wthout requiring their own
capital up front.

B. Cannot Be Changed

1. The cost of loan capital through the nmarket--the interest
rate--will be higher to SMEs than larger enterprises if
their loans are snaller. The reason for this is that the
fixed cost of obtaining, admnistering, and nonitoring a
loan as a percentage of the face value of the |oan tends
to decrease with an increase in the size of the |oan.

Sunmar y

In this paper we have examned the possible internal and
external factors that can affect the conpetitiveness of snall
and nedium enterprises relative to |arger ones. There are in
principle tw types of ways the conpetitiveness of SMEs can be
increased, by inproving the internal factors and/or by nmaking

the external factors nore favorable. In doing research about
the factors affecting the conpetitiveness of SMES in a
particular region it is inportant to go over this Ilist of

possible factors one by one in order to systematically
determine the factors adversely affecting their conpetitiveness
and discern ways of inproving it. In this way the efficiency
and effectiveness of governnent actions to inprove the business
envi ronment for SMEs can be enhanced.
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