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PREFACE

The 1™ International Conference  Indonesian Management  Scientist
Association  (AIMI) with the theme “Enhancing Indonesia Business Competitive
Advantage™, and the sub theme are globalization at tourism, {inancial, manufacturing,
CSR. good corporate governance, and  knowledge management aspects.  Through
this conference is expected can show many ideas to improve Indonesian business
competitive advantage at global market. The guidance book presented papers with
sub topics in : Operation Management, Finance Management, Human Resource
Management, Marketing Management, Strategic Management. Public  Sector

Management, Management Information System.

This Proceeding is published to give information about the result of The 1%
International Conference Indonesian Management Scientist Association (AIMI) in
INNA Putri Bali Hotel, Nusa Dua, Bali at 23- 25 April 2010. We hope the material
in this book can give benefit and also recommendation to all of integrated institution

in improving Indonesian business competitive advantage  in (uture.
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Opening Remark by The Chairman of AIMI
on the First International Conference
“Enhancing Indonesian Business Competitive Advantage”
23 - 25 April 2010
Your Excellency,
Minister of Tourism,
Minister of Trade,
Minister of Industry,
Governor of Bali, and
Governor of East Kalimantan,
Honorable Executive Boards of public and private institutions in Indonesia,
Distinguished speakers from Indonesia and overseas,
Respectable members of AIMI,
Ladies and Gentlemen.
Good morning,
It is my privilege on behalf of the chairman of the Indonesian Management
Scientist Asociation (AIMI), to extend a very warm welcome to all of you. 1
would like to express my thankfulness to the Lord Alloh for making all of us
here and my gratitude goes to all of you, respectable audiences, who have
financially and morally supported AIMI in conducting the First AIMI

International Conference, entitled: Enhancing Indonesian Business
Competitive Advantage.

Ladies and Gentlemen,

Let me first tell you that AIMI was just founded last year in 2009 through
alumni meeting of Doctorate Program in Management, Faculty of Economics
of Brawijaya University (FoE-BU), Malang-East Java. It is, therefore, still not
very much recognized by many people in Indonesia. Historically, AIMI was



initiated from a tracer study which was held by the Doctorate Program in
Management Faculty of Economics of Brawijaya Univesity (FoE-BU).
Afterwards, the report of the tracer study was followed-up with a meeting of
alumni of Doctorate Program in Management FoE-BU whose members are
now about two hundred and thirty one. Finally, in the meeting, AIMI was
declared.

A part of AIMI missions is to foster positive contribution of ideas and thoughts
from the scientists, academics, and professionals in management towards
developing competitive business activities to take part in the global
competition. In the long run, it is expected that AIMI can provide positive
contribution of high values towards achieving the goals of Indonesian business
and public management to improve the prosperity of the Indonesian people.

Ladies and Gentlemen,

The fruitful discussion as a result of this First International Conference will be

disseminated among Indonesian decision makers, academics, and professional
in business and public management. Furthermore, the result will be followed-

up with periodical regional group discussion and annual national meeting, on
the basis of rapid environmental, social, and cultural changes and challenges.

We believe that AIMI mission and vision can be successfully achieved with
strong foundation in the form of active participation of management scientists,
academics and professionals and supports from many parties, including the
policy makers in business and public management.

Further, we are very grateful to all of our honorable audience who have
participated in the First International Conference of AIMI by providing both
material and moral supports, and have been actively involved towards the
achievement of the vision of mission of AIMI.

Ladies and Gentlemen,
To conclude, I would like to convey our special appreciation to all our

colleagues, professors, faculty members, and students in graduate program in
management Faculty of Economics of Brawijaya University (FoE-BU) for their

hard work and commitment.
May the Almighty God always help us to accomplish AIMI mission.

Thank you very much.
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CONTINQOUS IMPROVEMENT AND FLEXIBILITY FOR
INNOVATION TO ENHANCE INDONESIAN BUSINESS
COMPETITIVE ADVANTAGE: A CASE STUDY AT “PT X”
IN EAST KALIMANTAN

Noviaty Kresna Darmasetiawan
(Lecturer of Management FBE University of Surabaya)

Abstract

The majority of empirical studies to fully achieve these aims the paper addresses the following
specific objectives (1) to derive a working definition of CI; (2) to derive a working definition of
innovation.; (3) to conduct a literature review to ascertain if there appears to be a theoretical
context within which CI and innovation can be considered as complementary; (4) to derive
innovation and flexibility, including irnovation and employment flexibility, and (5) to conduct a
research survey with SMEs to assess if CI and innovation, and employment flexibility are in some

way related and to show how SMEs can progress beneficially and strategically along this road.
The study involved both qualitative and quantitative research methodology. The research

involved the collection of two types of data — qualitative data was obtained from the interviews

with the Managing Directors and Management Teams. Quantitative measurement with this

guestioner was done towards all employees through census (total population)
This research findings in this paper have indicated that there appears to be a strong link

between CI (Continuous Improvement), innovation and flexibility for SME.

This has particular implications for universities involved in knowledge transfer, as these
institutions are often relatively remote compared with other sources of advice within SME
networks.

The research adds to our understanding continuous improvement and flexibility for innovation
to enhance Indonesian business competitive advantage, especially of the role of SMEs.

Keywords: Continuous improvement, innovation, flexibility, competitive advantage, SMEs

1. Introduction

Small and medium enterprises (SMEs) are considered as the backbone of
economic growth in all countries because they account for 80 percent of global
economic growth (Jutla et gl.. 2002). SMEs also contribute a substantial share of
the manufactured exports of East Asia. In the newly developing or newly
industrialized countries (NICs), SMEs generally employ the largest percentage of
the workforce and are responsible for income generation opportunities. These
enterprises can also be described as one of the main drivers for poverty
alleviation. In manufacturing sector, SMEs act as specialist suppliers of
components, parts and sub-assemblies to larger companies because these items
can be produced at a cheaper price compared to the price large companies must
pay for in-house production of the same components. However, the input of poor
quality products can adversely affect the competitiveness of these larger
organizations.

Vargas and Rangel (2007) observed that business performance is positively
related with the development of internal capabilities such as “soft technology”
(methods and processes that support the firm) and “hard technology” (externally
acquired equipment, in-house development of machinery and innovation in raw
materials). A strategy of continuous improvement, innovation and change is also



part of the process. Singh et al. (2006) developed a Competitiveness Index
Framework for quantifying the level of competitiveness.

2. The status of SMEs in Indonesia

In Indonesia, small and medium enterprises (SMEs) have historically been
main player in domestic economic activities, especially as a large provider of
employment opportunities, and hence a generator of primary or secondary source
of income for many households. For low income or poor farm households in rural
areas, SEs, i.e. units of less than 20 workers, in non-farm activities are especially
important. These enterprises have also been playing as an important engine for the
development of local economies and communities. However, as compared to
many other APEC more developed economies, Indonesian SME:s are not yet been
proved to have contributed significantly their value added to the country’s
economy. Instead, they have been more important as the locus of most
employment than of gross domestic product (GDP) growth in Indonesia.

In the last few years, the Indonesian government has recognized the
importance of having modem SMEs as an important element in creating a
sophisticated economy, especially through their role in developing inter-industry
linkages, or as supporting industries producing components and parts for large
enterprises (LEs) either, via market mechanisms or subcontracting systems or
other forms of production linkages. In developed countries, it is the role of SMEs
to act as suppliers to industries producing final goods, therefore creating a
permanent, vibrant and inter-linked industrial base. Indonesia has suffered from
the lack of a sophisticated domestic supplier network, which would have allowed
intermediate inputs, components, and parts to being produced locally instead of
being imported (Banerjee, 2002).

Also recently, the SMEs as a group in the country has been recognized to
have another important role to play, namely as an important engine for
development and growth of exports of non-oil and gas, particularly in
manufacture.

The importance of SMEs for the Indonesian economy is observable
reflected by their relatively huge number of units. Indeed, a significant feature of
the Indonesian economy is the domination by this category of enterprises, in
particular small enterprises (SEs). Totally, in all sectors of the economy, the
number of SMEs is huge and it keeps growing; though there was a decline during
the 1997 economic crisis. Their number of units is larger than that of LEs.
Especially SEs can be found in all over the country, in urban as well as rural
areas. Such entities contribute the bulk of units and employment in sectors such as
agriculture, trade, manufacturing industry and transportation (Tambunan, 2006).

SMEs are being increasingly recognised as “the life blood of mode
economies” (Ghobadian and Gallear, 1996). These organizations must remain
competitive both at the macro level and as suppliers of goods and services to
larger organizations. In maintaining and developing this competitiveness it is not
enough for SMEs to solely rely on change methods such as Continuous
Improvement (CI) or Kaizen (Kinni, 1995), they must revisit assumptions relating
to process, people, culture, systems and technology (Gunasekaran et al., 1996).
Thus, these SMEs must develop an innovative culture within the organization
(Wiele and Brown, 1998). Lefebvre and Lefebvre (1993) show that SMEs which



hold a stronger competitive position, in terms of cost, quality and diversity,
generally have a more developed innovative culture. It is important that SMEs
begin to move strategically beyond the base of CI towards innovation to achieve
increased competitiveness (Wi .

While much has been written about CI and innovation — the ABi Inform
database records that 3,650 articles have been written on CI and innovation in the
last four years — little has been said about the possibility that CI and innovation,
which have both been recognised as change management philosophies and
techniques, could in some simple, or complex, way be related.. The primary aim
of this paper will be to investigate if SMEs are moving beyond CI to achieve the
strategic advantages of incorporating innovation as a change management
approach and philosophy. Also, does the development of a CI culture provide a
foundation on which an innovative culture can be built or developed.

To fully achieve these aims the paper addresses the following specific
objectives.

1. To derive a working definition of CI.

2. To derive a working definition of innovation.

3. To conduct a literature review to ascertain if there appears to be a
theoretical context within which CI and innovation can be considered as
complementary.

4. To derive innovation and flexibility, including innovation and employment
flexibility

5. To conduct a research survey with SMEs to assess if CI and innovation,
and employment flexibility are in some way related and to show how
SMEs can progress beneficially and strategically along this road.

The firm's capacity to innovate is the ability to adopt or implement new
processes or products successfully. This capacity enables the firm to respond more
successfully to its environment. In tumn, the interaction with the environment is
crucial in the firm's innovation process. The environments pressure may force
companies to respond en behave proactively in order to remain competitive.
Uncertainty and competition are examples of environmental factors that may
influence the adoption of innovations in organizations. A topic that has received
little attention in the literature of innovation is the relationship between innovation
and flexibility, a characteristic of the firm's dynamic capabilities to cope with
environmental changes (Teece et al., 1997).

This relationship is an important topic for research and management
because flexibility has become a catchword in the discussions about the new
organizations of the twenty-first century. Increasing global competition,
accelerating technological change and expanding customer expectations are
creating a turbulent environment. Flexibility enables firms to cope with this
increasing uncertainty because it facilitates a quick response. At the same time,
flexibility can also be an active approach to introduce more uncertainty in the
marketplace. The development of flexibility capabilities can influence the
innovation process: for instance, the flexibility of new product development
enables a company to introduce more products and faster than competitors

(Malhotra et al.. 1996; Tatikonda and Rosenthal. 2000); on the contrary, ather



flexibility capabilities may have a negative impact on innovation, like the
outsourcing of some complementary assets (Teece, 1986). '

The competition in high technology and very dynamic markets require
greater combinations of innovation and flexibility capabilities. For instance, the
development of hi-tech products cannot be carried out by in-house R&D alone
(Miotti_and Sachwald, 2003). Global competition and expanding customer
expectations for hi-tech products creates the need for faster new product
development to stay ahead from competition. The drive for leaner organizations
has led to increased use of labour flexibility, downsizing and outsourcing, whilst
rewards have become more performance related (Richbell, 2001), all of which
may have consequences for innovation. However, we still know very little about
the relationships between innovation and flexibility, and the theoretical
perspectives that can explain these relationships even propose contradictory
explanations.

To attain the level of organizational flexibility that customers' value (i..
quick delivery of a variety of innovative, high-quality, low-cost products), firms
must manage different types of flexibility. An overview of the literature reveals
that the taxonomy of flexibility is very extensive, due to the fact that this concept
is widely applied to different areas of the organization. This paper focuses the
analysis on flexibility dimensions related to human resources and external
relations (workplace flexibility) because labour flexibility constitutes a platform to

build other levels of flexibility (Karuppan. 2004; Upton, 1995) and because

external relations are a source of knowledge that contribute to innovation.

3. Continuous Improvement

Defining the philosophy*of Cl is problematic as it is closely linked to Total
Quality (TQ). The following are however a representative sample from the
literature. Collins (1994) believes that “Continuous Improvement describes an
approach to quality assurance which stresses the importance of creating a culture
in which concern for quality is an integral part of the product/service delivery”. In
other words there is ownership of responsibility for quality of all levels of the
organization and involvement of all staff in the pursuit of clear and explicit quality
objectives. Wilkinson et al. (1998) give a similar definition “Continuous
Improvement includes the application of quality assurance to every company
activity and is characterised by the application of good practice the attainment of
continuously improving customer satisfaction”.

Continuous Improvement conveys notions of nebulous factors which are
not readily measurable or can be easily tied down. Is this a strength or a weakness
in the Continuous Improvement movement? Davies and West-Burnham (1997)
suggest “It is a strength in that the Continuous Improvement movement is catholic
in the range of interpretations it permits”. However, this can also be interpreted as
a weakness in that the multiple definitions have allowed critics to argue that there
is a lack of integrity and coherence in the concept of Continuous Improvement.
They conclude “There can be no one authoritative definition of Continuous
Improvement”, a view shared by Wilkinson ez al. (1998) who claim “Continuous
Improvement Management is not an approach or philosophy of management
which is self evident”.



Many writers have attempted to identify the common principles or
characteristics which underlie Continuous Improvement. Hill and Wilkinson
(1995) identified three such principles:

1. Customer orientation where quality means meeting both internal and
external customers.
2. Process orientation where activities performed within an organization can
be broken down into basic tasks.
3. Continuous Improvement which involves the improvement of both
products and processes.
Salis and Hingley (1992) believe. Continuous Improvement Management has
eight major characteristics:
1. CI organizations put their customers and clients above all other
considerations.
The quality chain needs to be in place.
Teamwork is an essential part of CL.
CI means continuous quality improvement.
CI is management led and driven.
CI requires a long-term commitment.
A change is needed in the organization culture.
Staff participation in the quality improvement process is vital.
Clearly some characteristics and components of Continuous Improvement
Management appear to be common to all these descriptions — the importance of
customers, the emphasis on Continuous Improvement and the need to manage
processes and the quality chain being the three dominant items.

A further part of the Continuous Improvement Management literature
examines the Continuous Improvement aspect of Continuous Improvement
Management (Carr and Johansson, 1995). Continuous Improvement Management,
in their analysis, is perceived as an evolutionary process which leads to a better
way to compete, that adds value to existing processes and that encompasses the
whole organization.

The term evolutionary is considered to be very important. It implies that
change and the building of quality into an organization evolves and that there is a
continual process of improvement with time. Wilkinson et al. (1998, p. 10) refer
to the attainment of continuously improving customer satisfaction by quality
while Zairi (1994, p.6) refers to the “continuous process of introducing best
practice to ensure sustainability and positive competitiveness”. Hill and Wilkinson
(1995) suggest Continuous Improvement involves the Continuous Improvement
of both products and processes and is one of the underlying principles of
Continuous Improvement.

How then will Continuous Improvement be defined for the purposes of
this research? Clearly many definitions could be formulated — one based Carr and
Johansson (1995) which reflects the thinking of Wilkinson ez al. (1998), Zairi
(1994), Juran (1989) and Hill and Wilkinson (1995) would seem to be
appropriate. Continuous Improvement will therefore be defined “as an
evolutionary incremental process which leads to a better way to compete and that
adds value to existing processes and encompasses the entire workforce of the
organization”.

Ll ARl



a. Innovation
Like CI there is a substantial range of opinions and ideas about what

constitutes innovation. Zairi (1994) makes reference to this by writing “what
makes innovation challenging is the fact that it is very difficult to agree on a
common definition, and also to decide which firms are the most innovative and
how to quantify innovation activity”.

Peters and Waterman (1982) choose a double meaning for the word
innovation. They state “innovative companies are especially adroit at continually
responding to change of any sort in their environments and are characterised by
creative people developing new products and services”. Drucker (1985) defines
innovation as “the means by which the entrepreneur either creates new wealth-
producing resources or endows existing resources with enhanced potential for
creating wealth”. Both of these definitions make reference to the terms change and
creativity — they imply that innovation is the hamessing of creative ability within
individuals and the workforce in response to change.

Mogee and Schacht (1980) refer to the technological nature of innovation.
They state “Technological innovation is the process by which industry generates
new and improved products and production processes.

Tushman and Nadler (1986) also refer to product and process innovation.
They contend that “Innovation is the creation of any product, service Or process
which is new to a business unit”. They continue by saying “the vast majority of
successful innovations are based on the cumulative effect of incremental change
in ideas or methods™.

Percira and Aspinwell (1997), quoting heavily from Davenport (1993)
who compares CI and BPR, move the discussion on innovation away from the
traditional view of product and process innovation to a much narrower definition.
Business Process Reengineering is taken to be synonymous with the term
innovation. Edwards and Peppard (1994) conducted a survey which showed that
BPR often evolves out of a CI initiative: the survey indicated that 84 per cent of
all companies involved in BPR were also engaged in CL only 6 per cent of the
companies undertaking BPR did not have any links with CI. While the definition
used by Davenport may well prove to be different from that used in this paper, the
implication/suggestion is that innovation can involve out of a CI initiative or
culture.

Broader definitions of innovation also exist within the literature. Brown
(1994) contends that “innovation is about doing things differently or better across
products, processes or procedures for added value and/or performance”. He
defines a concept called Total Innovation Management (TIM) which concerns
itself not only with product development but with implementing creativity across
all aspects of an organization. It is suggested that TIM works on two dimensions —
firstly by doing things better and differently, adopting the best of evolutionary and
revolutionary practices, which secondly, impacts on products, processes and
procedures to provide a positive influence on profit and performance.

A distinction between “radical and incremental” innovation also exists in
the literature (Tidd er al.. 1998). “Radical innovations refer to products and
processes that result from advances in knowledge whereas incremental innovation
refers to the continual process of improvement of techniques” (Mole and Eiliot,
1987). They state “Innovation is the process of taking new ideas effectively and



profitably through to satisfied customers”. It is a process of continuous renewal
involving the whole company and is an essential part of business strategy and
every day practice (DT1, CE i anufacturing il, 199

J ] alitilld ! ) - b .
Reflecting the above discussion, effective business innovation will be
defined as “the harnessing of creative ability within individuals and the workforce
in response to change, by doing things differently or better across products,
processes or procedures through the continual process of improvement of
techniques and the successful production, assimilation and exploitation of
novelty”.

b. Beyond CI to innovation

Is it possible for organizations to progress from CI to effective business
innovation as defined? To answer this, two separate but related underlying
questions need to be addressed.

1. Why would SMEs want to become more innovative?

2. How can SMEs progress from CI to effective business innovation?

c. Why would SMEs want to become more innovative?

“Although CI can simplify or streamline a process — it can take a crooked
cow path and straighten out the kinks or widen a bottleneck so more cows can
travel in less time — it never asks whether the path was the right one to have the
cows take in the first place” (Samaha, 1996).

The working definition of CI refers to a better way to compete based on an
approach of Continuous Improvement that adds value to existing processes. What
if, as Samaha suggests, these processes were not right in the first place? Would
there be any point in improving them? Wiele and Brown (1998) contend that
SMEs should view CI as the starting point of a journey that will become
increasingly innovative and* which is closely linked with increased
competitiveness.

Reynolds (1994) draws attention to this debate by analysing one of the
largest companies in the world — IBM. He records that IBM had been one of the
first companies to introduce CI both in the USA and UK by developing
departmental purpose audits and introducing quality circles. However in 1993
IBM lost $9 billion — partly due to redundancy costs, and partly as a result of
refocusing the corporation’s strategy away from making mainframe computers to
microcomputers. He concludes “To oversimplify things somewhat, IBM did a
superb job of producing large mainframe computers which were becoming
increasingly irrelevant. If the organization is broadly heading in the right direction
— in other words it has the right strategy — CI can help to implement that strategy
efficiently, but if the direction is wrong, CI is not the best tool to turn the
organization around.

Samaha (1996) suggests that by “fostering an environment that encourages
innovation, companies can learn not only when to straighten or widen crooked
paths, but also when to blaze a new trail”.

The idea that companies need to innovate to help maintain the correct
strategic direction has been further developed by Samaha (1996) and Brown
{1994) who both contend that innovation can help companies maintain or increase
competitive advantage. Samaha (1996) states “when a company is an industry
leader, quality processes can produce incremental improvements that will help
maintain its leadership position — for a time. However to maintain such




competitive advantage over the long term, companies need to push ahead
relentlessly always innovating”. This idea of continuous innovation was echoed
recently for SMEs at the publication of the UK Government’s White Paper on
Innovation and Competitiveness (DTI, 1998).

Brown (1994) reached similar conclusions. He believes that companies must
innovate for three main reasons:

(1) they may seek to gain advantage by taking an offensive stance and an

industry lead in the use of new techniques;

(2) they may have to innovate in response to innovation by competition;

(3) they may innovate to forestall or pre-empt innovation by others that

would harm their own business.
Lefebvre and Lefebvre (1993) show that stronger competitive position, cost
and quality are linked to an SME’s approach to innovation.
d. Can SMEs progress from CI to effective business innovation?

Kanji (1996) is very specific about the link between innovation and CI. He
maintains that there are six main categories of innovation — product, process,
application, system, core competence and horizontal transfer. He states “The
linkage between innovation and CI can be seen where each type of innovation
goes through the CI process for successful innovation. Successful innovation
depends on the CI process, the Continuous Improvement strategy of CI and
innovation will enable SMEs to develop their management understanding for
future growth and competitiveness”. Gunasekaran ez al. (1996) list key elements
of this progress as JIT, Zero Inventories, FlexibleManufacturing Systems and
Computer-Integrated Manufacture etc.

Kanji, is implying that Continuous Improvement and innovation are
actually integrated in an evoldtionary process which can turn innovation into
successful innovation and business excellence (Kanji. 1996).

Business organizations can progress from CI to effective business innovation,
with a substantial body of opinion now expressing the view that CI can actually
play a vital role in the process by instilling and developing a culture which
encourages innovation. Wiele and Brown (1998) see ISO and CI as suitable
building blocks on which to build an innovative organization. Kinni (1995) states
that SMEs should not have an exclusive strategy of Kaizen (CI), but should move
on to embrace innovation for greater competitiveness. Hale and Cragg (1996) see
SMEs’ innate flexibility and ability to reorientate rapidly as key elements in their
incorporation of innovation.

e. Innovation and Flexibility

Flexibility and innovation are often presented as indispensable to
competitiveness where scope rather than scale, customer-orientation and a
concern for quality present an image of a company committed to serving its
customers and responding to the specific wishes of the market. For Mouritsen
(1999), a “flexible firm” is one that orients itself towards customers, new
technology, lateral organizational arrangements and innovation.

From the seminal contribution of Atkinson (1984) about the flexible firm,
the literature distinguishes between internal and external workplace flexibility
(Grenier et gl.. 1997; Kalleberg, 2001). Internal flexibility involves efforts to
increase the firms' ability to adjust to uncertainty by changing the internal labour
market or work organization, whereas external flexibility uses changes in the




external labour market. These two strategies can best be illustrated in reference to
two distinct areas of workplace flexibility: labour volume and work organization,

Flexibility in the volume of labour can be sought externally by changing
the level of employment through layoffs or temporary employees. In contrast, an
internal strategy to make the volume of labour more flexible involves a search for
adjustment through changes in working time, e.g. by increasing and decreasing
the number of working hours. In the literature of flexibility, the former is often
referred to as “numerical flexibility” and the latter is typically called “working
time flexibility”. Similarly, a more flexible organization of production can be
externally pursued through sub-contracting or the creation of informal networks of
firms, all of which depend on “externalizing” the organization of production.
Internally, a more flexible organization of work can be sought through job rotation
or other workplace practices that make the deployment of individual workers to
particular tasks more adaptable. This latter form of flexibility is usually referred to
as “functional flexibility”.

Achieving fit between the organization and the environment is difficult
regardless of the environment, and therefore firms able to do so possess a resource
that sustains competitive advantage. Carmeli (2001) finds that the ability to
manage changes and environmental fit is among the most important resources that
differentiates between high-performance and low-performance firms. Regarding
the influence of workplace flexibility dimensions on innovation, each workplace
flexibility dimension may have a different impact on the company's innovation
process.

According to Atkinson (1984), the firm has two parts: a core, consisting of
employees who are most vital to the firm, and the periphery, consisting of those
employees of less importance. In the core, functional flexibility is necessary to
foster innovation behaviours and organizational commitment of employees. In the
periphery, numerical flexibility is useful to accommodate changes in the firm
environment throughout temporary employment or outsourcing. Innovation is the
result of core value-creation activities that contribute to sustain the firms'
competitive advantage. Employees in core areas are responsible for innovation
activities, and companies will seek to promote and protect them from adjustments
to environmental uncertainties. On the contrary, peripheral activities that do not
contribute to innovation are not in need of establishing long-term relations with
employees and can use external work arrangements instead.

Thus, Michie and Sheehan's (2003) studied innovation and human
resource flexibility in a survey of 242 UK manufacturing organizations, and found
that the use of innovative work practices (functional flexibility) was positively
correlated with all categories of innovation, especially process innovation.
However the use of short-term and temporary contracts was negatively correlated
with all categories of innovation. Storey ef al. (2002) also found that employers
rarely used flexible working to achieve innovation in a large-scale survey of 2,700
UK companies.

The resource-based view of the firm (RBV) states that firms which are
able to build rare, valuable, non-substitutable and difficult-to imitate resources
may achieve sustainable competitive advantages over competitors (Barney, 1991;
Barney and Wright, 1998; Wernerfelt, 1984). Knowledge-based resources are the

technical, creative, or collaborative skills rooted in the workforce that enhance a



firms' ability to innovate. These knowledge-based resources are crucial because
employee capabilities are embedded resources that are difficult for competitors to
imitate. Such critical resources —or the strategic core- should be governed
internally, while other resources may be governed by market mechanisms (Kogut
and Zander, 1996). Thus, it is recommended that external work arrangements are
used only outside the core value-creation areas vital for creating competitive
advantage. In this manner, firms have incentives to develop firm-specific
resources, to minimize leakage of critical knowledge, and to focus on a few
selected areas of competence.

Innovative. products and processes are the “outgrowths” of underlying
resources and capabilities (Prahalad and Hamel, 1990). From the RBV it might be
expected that emphasize secure, long-term and high-commitment-based
employment policies, would be more conducive to innovation. On the contrary,
flexible employment contracts, such as fixed-term contracts or external work
arrangements, could damage innovation. However the increasing complexity of
markets makes it difficult for firms to have all of the resources necessary to
innovate. Qutside technology sources are sometimes the only option for firms that
wish to keep up-to-date. Barney (1999) has suggested that firms do not need to
own all relevant capabilities to innovate, as long as they have sufficient access to
them. While the capability to manage resources in the innovation process may be
internal to the organization, the resources to be mobilized may be external — they
are complementary assets (Teece, 1986).

This line of argument begins to suggest that even quite extensive use of
flexible employment contracts and outsourcing may be perfectly compatible with
the in-house capabilities of innovation in dynamic and high-technology
environments to ensure the presence of knowledge and technological resources
that may be beyond existing internal capabilities (Kodama. 1995). Matusik and
Hill (1998) argue that contingent work, aithough so far mainly introduced for cost
reasons, can be more positively used for the creation and accumulation of new
knowledge and that it can contribute towards competitive advantage through the
innovations achieved by applying this knowledge. Externals may bring knowledge
and industry best practices into a firm, and they may stimulate exploration of new
processes and ideas outside the firms' knowledge stock. Thus, Nesheim (2003)
found that firms in dynamic environments often use external personnel
deliberately in core value-creation areas. Other scholars find positive relationships
between flexible employment contracts and innovation but they suggest a
different causal relationship because innovation may sometimes influence
flexibility. For instance, Arvanitis (2005) finds a positive correlation between
product innovation and temporary work at Swiss firms but he suggests the
existence of a demand for specialized services, which is satisfied by hiring high-
skilled personnel from specialized firms.

The dimensions of innovation and flexibility analysed are: internal
functional flexibility, internal numerical flexibility, outsourcing, external
functional flexibility, external numerical flexibility, financial flexibility and
strategic flexibility.

Internal workplace flexibility. Two dimensions of internal workplace
flexibility are taken into account: internal functional flexibility and internal
numerical flexibility. Internal functional flexibility means a process through which



firms adjust to changes in the demand for their output by an internal
reorganization of workplaces based on multiskilling, teamwork and the
involvement of employees in job design and organization. This flexibility may
enhance the employee's innovation behaviour through increased organizational
commitment because it can improve the quality of working life by reducing
monotonous, repetitive work (Lind, 2001). Although functional flexible practices
entail higher labour costs, particularly in economic downturns, the benefits are
increased loyalty and dedication to the company which can facilitate innovation
behaviour (Kelliber and Riley. 2003).

Internal numerical flexibility is related to adjusting work volume to
changes in demand through part-time contracts or flexible working hours. This
flexibility may also be positively related to innovation because workplace
practices like flexitime may increase job satisfaction and organizational
commitment of core employees, which in turn will derive in enhanced innovation
behaviour. Even part-time employees, especially if they have chosen this form of
employment, report a more positive “psychological contract” and a potential
higher propensity for innovation (Guest et af., 1999).

External workplace flexibility. Three dimensions are usually included in
this group: external numerical flexibility, external functional flexibility, and
outsourcing. External numerical flexibility adjusts work volume by contracting
and firing temporary employees. Although this flexibility dimension can
positively contribute to reduce labour costs, it may also have negative outcomes
because new employees need time to learn business skills and because innovation
behaviour requires organizational commitment that is less frequent among
temporary employees (Michie and Shechan, 2003; Posthuma et al., 2003).

However, in very dynathic environments, employing contingent workers
in combination with internal employees might be advantageous to upgrade the
firm's knowledge stock (Dyer and Singh, 1998). Externals may bring knowledge
of occupational and industry best practices into a firm. Additionally, the presence
of externals may stimulate exploration of new processes and ideas outside the
firm's knowledge stock.

Regarding outsourcing, a high R&D intensity may lead to lower levels of
outsourcing because there can be an increased risk of opportunism if innovation
activities are not performed inside the firm, especially when the R&D concerned
is of a proprietary rather than a generic nature (Williamson, 1985). Teece (1986)
states that outsourcing is not a means to innovate because outside suppliers lack
incentives to innovate for the buying firm as the supplier will seek to use the rents
of innovation for a wider range of clients. As a result, firms that outsource are
likely to lose gradually touch with new technological breakthroughs that offer
opportunities for product and process innovations. In addition, as suppliers gain
knowledge of the product being manufactured, they may use that knowledge to
begin marketing the product on their own .

Financial flexibility. In the model of the flexible firm, Atkinson (1984)
describes financial flexibility as a mechanism whereby employers modify
employees' wages as business conditions warrant or link pay to individual, group
or firm performance. Financial flexible practices may be considered as
antecedents or incentives to adopt internal functional and numerical flexible
practices (e.g. link employees' pay to multi-skilled team performance). Therefore,



the implementation of financial flexible practices that make functional flexible
practices more attractive for employees to adopt may contribute to enhance
innovation performance. As a consequence, we proposc a positive relationship
between financial flexibility and innovation performance.

Strategic flexibility. Strategic flexibility defines a firm's ability to change
strategic decisions in response to alterations in the environment (Verdi-Jover et
al.. 2005). Given that flexibility is a multidimensional concept, strategic flexibility
is included in this set of hypotheses as the firms’ broader approach to flexibility
that can comprehensively support the previous set of workplace flexibility
dimensions. A favourable (proactive) approach to strategic flexibility may
contribute to enhance some of the firms' workplace flexibility dimensions. For
instance, internal human resources flexibility requires the support of supervisors
to implement flexible practices like flexitime. Firms that are more proactive
towards strategic flexibility could also be more proactive to support the
implementation of practices that contribute to cope with uncertainty and fast-
occutring environments.

4. Research Methodology

The research performed on a technology provider company that provides
technological and financial solutions in the fields of Fluids Dynamics, Power,
Motor, and Environmental needs. This company is an Indonesian based company.
The company was set up in 1973, and has been growing steadily since then. The
clients’ base varies from small farmer to giant oil companies. This company’s
hope is to continually meet today’s and future’s challenges, especially in meeting
our clients’ needs in Indonesia, while cherishing our history. To support clients’
needs, the activities that include distribution, rental, EPFC (Engineering,
Procurement Fabrication and Commissioning), after sales services, maintenance
contracts, and project finance and education. The company organized as a
technical and distribution company with the various necessary departments to find
the right solution for customers’ needs and constraints within the fields we are
involved. They also positioned their outlets to provide maximum access and close
support for their clients’ activities, but maintaining and improving their technical
and non technical service standards. Currently, they have outlets in Jakarta,
Balikpapan and Samarinda. Their headquarter is located with the same premise in
Balikpapan outlet, with different organization structure.

The study involved both qualitative and quantitative research
methodology. The research involved the collection of two types of data —
qualitative data was obtained from the interviews with the Managing Directors
and Management Teams. Secondly, focus groups representing a “diagonal slice”
through the organization were asked to complete a questionnaire based on the
model. Quantitative measurement with this questioner was done towards all
employees through census (total population), by using The Centrim Innovation
Model, that was used to measure innovation. It comprises six main sectors which
are each sub-divided into three segments (Appendix). This was a method used by
Taylor (1995) and Teal (1996) and each point on the creativity wheel is backed up
by a series of validation as to their effectiveness as a measurement of
innovativeness, drawn from such references.



CI was measured using a series of questions based on the nine categories
of the European Business Excellence Model (EFOM, 1999). ’

Internal functional flexibility. Number of employees who are covered by
the following practices divided by the total number of employees: job rotation,
multi-skilled teams, total quality management, quality and problem solving teams,
employees involvement in job design and planning.

Internal numerical flexibility. Number of employees who are covered by
the following practices divided by the total number of employees: sharing week,
parttime contracts, flexitime, workload reduction and overtime.

External numerical flexibility. Number of temporary, fixed-term
employees, contingent employees, and layoffs, divided by the total number of
employees.

External functional flexibility. Number of self-employees who work for
the firm divided by the total number of employees.

Financial flexibility. Number of employees who are covered by the
following practices divided by the total number of employees: performance-
related pay, profit-sharing, employee-based financial incentives, and team-based
financial incentives. This measure of financial flexibility and all the previous four
measures of internal and external flexibility are based on items used by other
scholars to quantify measures of human resource flexibility (e.g. Cappelli and

Neumark, 2001; Michie and Sheehan, 2005).
Outsourcing. It is calculated by multiplying the percentage of activities

outsourced in the firm and the sum of degree of outsourcing (measured on a
seven-point Likert scale) of all outsourced activities. This measure is adapted
from Gilley and Rasheed (2000).

Strategic flexibility. Construet of three items (Cronbach's alpha=0 865):

1. “the firm reacts very quickly to new customer demands”;

2. “the firm reacts very quickly to increases and decreases of demand”; and

3. “the firm has several options to face changes in the environment”.

The items were measured on seven-point Likert scale with endpoints “totaily
disagree” (=1) and “totally agree” (=7), and adapted from Verdii-Jover et al,
(2005).

The organizations had the following criteria:

High growth SMEs.

Undergoing substantial change.

Companies from Indonesian.

Concem for innovative and flexible people.

The intention was to select SMEs which had shown a high level of growth
and which had a commitment to ongoing change. The hope was that many of
these companies would exhibit innovative practice.

5. Results and discussion

The qualitative data collected from interview and analysed was primarily
based on interviews with the managing directors, management teams, employee
focus groups and feedback discussions, find that companies are quite good at
attempting to direct a creative business and taking wise decisions but not so good
at developing a creative capability, building a creative culture, organising for
creativity or managing learning for ideas.



Innovation scores for the companies. Given that a likert type scale was
used the maximum innovation score obtainable would be a 6 with a minimum of
1. This gives a theoretical range of 5 — the actual range was 2.1 (maximum 4.92
and minimum 2.82). The mean innovation score for all the 15 companies was
3 57. This mean innovation score says little in itself apart from indicating that the
average SME is exhibiting some evidence that they have adopted innovation
practices but have still to reach the point where they are exhibiting the full range
of characteristics expected from an innovative company.

The SME appears to be quite good at producing business plans,
development plans and giving full consideration to ideas before decisions are
made, but that in practice the firms’ leaders do not actively support new ideas
which means that staff do not receive support from the top, nor are they
empowered or given encouragement to take on the role of finding new and better
ways of doing things. However, this is the general picture — average figures hide
the fact that some companies perform better than others. A review of the
qualitative data in the mext section of this paper helps to address this issue.
However in general if innovation is perceived as doing things differently or better
by harnessing the creative ability of individuals and the workforce, then many
companies are failing to create a culture which allows these essential processes to
develop and materialise. But how is the culture created? Kanji (1996) suggests
that “the CI process could reinforce incremental innovation with a commitment to
CI instilling a culture that was a pre-requisite for adoption of the innovation
process”. Could a culture of CI, defined in this paper primarily as a process of
Continuous Improvement lead to the development of an innovation culture within
companies? The next section considers this possibility.

a. Continuous Improvement dnd innovation

If Continuous Improvement is to be analysed to establish its relationship
with innovation, and specifically to ascertain if companies can go beyond CI to
effective business innovation then it is necessary to calculate/determine a measure
for Continuous Improvement.

This analysis would appear to suggest that a culture of Continuous
Improvement within a company can act as a solid foundation on which an
innovative culture and organization can be built. This statement gives rise to
another important question. Is the correlation between Continuous Improvement
and innovation strong for all aspects of innovation, or do companies with a strong
background of Continuous Improvement do some aspects of innovation better
than others? The next section attempts to address this issue.

b. Continuous Improvement and different aspects of innovation

The results highlight that not only is there a very strong link between
Continuous Improvement and innovation, but that the same strong link exists
between CI and the different aspects of innovation as assessed by the Centrim
Innovation Model. Given the very strong correlation between CI and innovation
discovered in the last section, these results were not necessarily unexpected
however. What they indicate is that in addition to a culture of Continuous
Improvement within a company acting as a solid foundation on which an
innovative culture and organization can be built, the organizations which have
adopted a CI culture are much more likely to have successfully adopted all the






perceived as addressing different aspects of a company’s strategic development as
the company’s CI approach matures and grows. '
c. Flexibility and Innovation

This reseach found that internal functional and internal numerical
flexibilities are related to product and process innovation in the firms. This
research also found that financial flexibility is positively related to innovation
performance. The adoption of financial flexible practices may support the
adoption of internal functional and numerical flexible practices, which in turn may
have positive consequences for innovation performance. Similarly, the positive
relationship between strategic flexibility and innovation performance suggests that
a favourable (proactive) strategic approach to flexibility may contribute to
enhance the firms' innovation performance through internal workplace flexibility
dimensions.

The result of this study indicate that the use of internal workplace
flexibility is more important than external workplace flexibility in high-innovative
firms because external workplace flexibility dimensions are not related to
innovation performance. Firm that is more innovative do not adopt work external
arrangements and outsourcing more intensively than less innovative firms. The
average adoption of functional flexibility practices and the intensity of using these
practices by employees are greater in the group of high-innovative firms which
‘may suggest as well that numerical flexibility can be used to support innovation
activities by core employees. These results would support those theoretical
perspectives which emphasize that innovation should not be carried out through
external work arrangements but by employees in core value-creation areas with
functional flexibility.

The finding indicate that in some firms the increasing use of external
workplace flexibility may be in paraliel with the increased emphasis on innovation
in dynamic environments. Flexible labour may be used sometimes to support
innovative ventures or to access scarce knowledge. The development and effective
management of external alliances and human resources are important to maximize
innovation performance. Outsourcing key functions such as R&D presents
challenges to firms in managing the cross-boundary interfaces to externalize and
assimilate external knowledge.

6. Conclusions
This research findings in this paper have indicated that there appears to be

a strong link between CI (Continuous Improvement) , innovation and flexibility
for SMEs. It can further be contended that companies which have developed a
culture of Continuous Improvement have discovered that it can provide a solid
foundation on which a culture of effective business innovation can be built.
Companies with a proven track record of Continuous Improvement appear not
only to be more innovative, but perform better in all the different aspects of
innovation as measured.

The second major finding to emerge from the research is that small to
medium enterprises adopted a programme of Continuous Improvement and are
now experiencing the beneficial effects of becoming more innovative. These
businesses have discovered that a culture of Continuous Improvement has helped
allow employee creativity and ideas to flourish and grow, with the result that



businesses should be able to more readily react to change and respond by doing
things differently, or better, across products, processes or procedures.

The business has not however embraced a culture of continuous
improvement, and score quite low on the Centrim Innovation Model’s assessment
of their innovative character. Suggestions have been presented to help explain
their lack of innovativeness.

The result indicates that some workplace flexibility dimensions — internal
functional, external functional, external numerical, and strategic flexibility —all
dimensions of flexibility are equally important in different competitive settings
(Michie and Sheehan, 2003). There are must be owned by every person who
works, if the business want to make continuous improvement.

As regards to limitations, the very smalll sample size is a potential threat
to the validity of the study. The use of managerial perceptions to evaluate
innovation performance should also be taken as a limitation and a need for further
validation of our results in future studies. A number of avenues for future research
may be suggested on the results of this study. In order to analyze the degree to
which the use of external work arrangements in the core is a general phenomenon
among firms in dynamic environments, more across-sector studies should be
undertaken. Besides, longitudinal studies should be used to test the relationship
between innovation, continuous improvement, and change in flexibility practices
since cross-sectional studies made very difficult to test causal relationships.
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