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ABSTRACT

This research investigates the relationship between
industrial concentration and price-cost margin of
the micro and small enterprises (MSEs) in the
Indonesian food and beverages industry. This
research uses the survey data of the MSEs from the
Bureau of Central Statistic during the period from
2011 to 2014. This research uses panel data
econometrics to estimate the relationship between
the variables.

This research found that there is a low industrial
concentration of the MSEs in the Indonesian food
and beverages industry. In spite of this, there is a
positive average price-cost margin of the MSEs in
the industry. The industrial concentration affects
negatively the price-cost margin which suggests the
policy maker to increase the size of the MSEs to
gain more efficiency.

Keywords: price-cost margin, industrial
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INTRODUCTION

Indonesian micro and small enterprises (MSEs) of
the food and beverages industry contribute
significantly to the Indonesia economy with the
output contribution of this sector reached about
35% to the total output in the micro and small
industry in 2014 (BPS, 2015). In addition, the
number of MSEs of this sector is higher than the big
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firms, but the contribution of the MSEs to the GDP
is less than big firms®.

Naturally, the higher number of MSEs indicates
higher competition in the industry which may cause
low mark up of the firms, since the larger number of
firms in the Indonesian MSEs may cause the
reduction of the ability of firms to increase the price
over the cost. Firms tend to be more efficient by
reducing cost and increasing innovation to attract
more consumers rather than using the market
power. In line with this, Setiawan et al. (2016)
found that the higher competition increased the
technical efficiency of the Indonesian micro, small
and medium enterprises in Bandung Region in
Indonesia.

Previous research has investigated the relationship
between competition and mark up in the Indonesian
economy. Setiawan et al. (2012a, 2013) found that
the higher industrial concentration increased the
mark up represented by the price-cost margin. The
higher number of firms is found to be correlated
with the lower industrial concentration. Also
Setiawan et a. (2015a) found that the high mark-up
was caused by the ability of firms to keep the higher
prices in the highly concentrated industries.

Also research related to the relationship between the
industrial concentration and the price-cost margin
has been done in other countries (see Sizrazi, 1974;
Ghosal, 1989; and Prince and Thurik, 1992;

! The number of micro, small and medium enterprises
reaches more than 99% of the total firms, but the
contribution to the GDP only reaches about 60% and the
rest comes from the big firms.
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Dickson, 2005). Regarding the Asian Countries,
Gan (1978) and Kalirajan (1993) found that there
was a positive and significant influence of industrial
concentration on the price-cost margin in Malaysian
manufacturing. Furthermore, Go, Kamerschen, and

Delorme (1999) also observed a positive
relationship between the industrial concentration
and the price-cost margin in Philippines

manufacturing industries. Most of the research
conducted to date investigated medium and big
firms of the Indonesian manufacturing industry. The
information about the relationship between the
industrial concentration and the price-cost margin in
the MSEs will provide further insight for the policy
makers on whether the firms in the industry should
be larger in size to gain more efficiency through the
cost of lessening of the competition. Therefore, the
investigation of the effect of industrial
concentration on industrial price-cost margin in the
Indonesian MSEs is relevant for policy makers.

This  research  investigates the industrial
concentration and price-cost margin of the micro
and small enterprises in the Indonesian MSEs. Also,
this research is a fresh estimate of the relationship
between industrial concentration and price-cost
margin in the sector. This research has policy
implication for the MSEs development in Indonesia.
The findings of the positive relationship between
industrial concentration and price-cost margin will
suggest the policy maker to encourage the
competition in the MSEs of the Indonesian food and
beverages sector.

LITERATURE REVIEW

This research estimates the effect of the industrial
concentration on the price-cost margin in the
industry. The higher industrial concentration may
lead to the higher industrial price-cost margin
(Bain, 1951; Gupta, 1983). Furthermore, Saving
(1970), Cowling and Waterson (1976), Fischer and
Kamerschen (2003a, 2003b), and Kamerschen,
Klein, and Porter (2005) run a mathematical
derivation to prove the existence of the effect of the
industrial concentration on the price-cost margin.

Research investigating the relationship between
industrial concentration and price-cost margin or
mark-up of the firms has been conducted by many
researchers, but the research is mostly done for the
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medium and big firms. Few studies have been
investigated the relationship between the two
variables in Indonesian medium and big firms of the
manufacturing industry. Setiawan et al. (2012a,
2013) observed the relationship between the
industrial concentration and price-cost margin for
54 subsectors of the Indonesian food and beverages
industry. They found that the industry was highly
concentrated  with  high  price-cost  margin.
Furthermore, there was a positive effect of the
industrial concentration on the price-cost margin.

Regarding the relationship between industrial
concentration and price-cost margin in the MSEs,
Prince and Thurik (1995) found that there was a
negative effect of the seller’s concentration on the
price-cost margin. They investigated small firms of
the 3-digit ISIC level in the Ducth manufacturing
industry for the period 1975-1986. Furthermore,
there is a rare research investigating the relationship
betwen the two variables in the Indonesian MSEs.
For example, Setiawan et al. (2015b) only
investigated the competitiveness of the SMEs in
micro, small and medium enterprises in Cimahi
region of Indonesia. Also, Setiawan et al (2016)
investigated the effect of the competition measured
by number of competitor on the technical
efficiency. Therefore, research investigating the
effect of the industrial concentration on the price-
cost margin of the Indonesian MSEs will give
contribution to the literature.

MEASURING THE VARIABLES

This research uses the commonly measures of
industrial concentration i.e. the concentration ratio
for n firms (CR,) and the Herfindahl-Hirshman
Index (HHI) as suggested by Setiawan et a. (20123,
2012, 2013, 2016). The measures are based on the
market share of the firms and calculated by the
following formulas:

4
CR4,=>"MS, (1)
i=1

HHL = 3 (MS)? @
i=1

where j = 1,2,..., m is the index of the subsector, i
= [,2,...n indexes firm i in a subsector, and MS; is
the market share of firm i in its respective
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subsector. CR4 is the collective share of the four
largest firms in a subsector and HHI; includes the
inequality of distribution of market shares among
all firms in subsector j. The use both of the CR4 and
the Herfindahl-Hirschman Index (HHI) can cover
the limitation in the calculation, since they
complement each other.

Moreover, the price-cost margin (PCM) is
calculated according to the formula proposed by
Domowitz, Hubbard, and Petersen (1986), Prince
and Thurik (1992), and Setiawan et al. (20123,
2013, 2016). This formula considers the changes in
inventories (Alnventories), as follows:
\Mmmmmmammmmemmm(w

Sales + Alnventorés

Where value added is calculated by sales minus
intermediate inputs except labor cost.

PCM=

EMPIRICAL MODEL

This paper uses econometric models to investigate
the relationship between industrial concentration
and the price-cost margin. This paper also uses
capital intensity measured by capital-labor ratio that
can affect the price-cost margin as suggested by
Prince and Thurik (1995). The final model of the
industrial concentration-price-cost margin model is
formulated as follows:

PCMj =7i+0:1Cy + 6,CLR + vi  (4)

where j and t are indexes of subsector and time,
respectively. CLR is the capital intensity (measured
by capital-labor ratio), and PCM is the price-cost
margin.

Regarding the relationship between industrial
concentration and the price-cost margin, this
research considers the endogeneity problem in the
variable of industrial concentration (Clarke and
Davis, 1982; Kalirajan, 1993; Setiawan et al, 2012a,
2012b, 2013, 2016). Therefore, this paper applies
some instrumental variables for solving the
endogeneity  problem  of  the industrial
concentration. The instrumental variables chosen
are based on the works of Go, Kamerschen, and
Delorme (1999); Delorme, Kamerschen, Klein, and
Voeks (2002) and Setiawan et al. (2012a, 2012b,
2013, 2016). The main instrumental variables used
are industry size (Size) and capital output ratio
(COR). In addition, equation (1) is estimated using

© 2016. The authors — Published by Atlantis Press 0074

unbalanced panel data techniques with random
effect models based on the Hausman test (1978).

DATA

This research uses the data from the Indonesian
Bureau of Central Statistics (BPS) for the period
from 2011 to 2014. The data is sourced from the
survey of micro and small enterprises. This research
uses unit of MSEs classified by 5 digits ISIC level
in the food and beverages industry. This research
uses only 10 subsectors listed in the Indonesian
food and beverages industry of the MSEs survey
data.

Table 1. Descriptive statistics of the variables
from 2011-2014

From Table 1, it is seen that MSEs of the
Indonesian food and beverages industry is not
concentrated  with the average industrial
concentration of 0.259 and 0.066 for the CR4 and
HHI measures, respectively. In spite of this, there is
high variation of the CR4 and HHI for the industry
with the standar deviation of 0.220 and 0.143,
respectively. Furthermore, average price-cost
margin reaches 0.121 indicating that the MSEs still
have positive profit. In spite of this, there is also
high variation of the price-cost margin (PCM) with
the coefficients of the standar deviation reaches to
0.397 or larger than the average PCM.

RESULTS

Furthermore, Table-2 shows the mean of price-cost
margin and industrial concentration between the
years in the period from 2011 to 2014. Average
PCM has a fluctuative trend during the period of
estimation. In spite of this, the average PCM is
better during the period 2013-2014 compared to the
period 2011-2012. Moreover, there is a trend of the
negative relationship between the industrial
concentration and price-cost margin during the
period of estimation. For example, the average
industrial concentration during the period 2011-
2012 is higher than the average industrial
concentration during the period 2013-2014.
Correspondingly, the average price-cost margin is
higher during the period 2013-2014 than the one
during the period 2011-2012.
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Table 2. Trend of The Technical Efficiency Score
and Industrial Concentration

Table 3 provides the estimation of the effect of the
industrial concentration on the price-cost margin.
The coefficients of the CR4 and HHI are -1.141
and -1.477 indicating that the increase of the CR4
and HHI by 1 unit, decreases average price-cost
margin by 1.141 and 1.477 unit, ceteris paribus. The
CR4 and and HHI significantly affect the price-cost
margin at the 1% critical level, respectively. This
suggests that the larger size of firms can increase
the efficiency larging the gap between price and the
cost. The economy of scale may also apply in this
situation. This result supports the finding of the
Prince and Thurik (1995) who found that the
industrial concentration affected price-cost margin
negatively.

Table 3. Results of the Relationship Between
Industrial Concentration and Price-cost Margin

Moreover, capital intensity (CLR) affects
positively the price-cost margin. The coefficients of
CLR are 0.017 and 0.019 for the model with CR4
and HHI measures, respectively. These indicate that
the increase of the CLR by 1 unit, increases price-
cost margin by 0.017 and 0.019 unit for the model
with CR4 and HHI measures, respectively. This is
also in line with the finding of Prince and Thurik
(1995) who found positive relationship between
capital intensity and price-cost margin.

CONCLUSION AND POLICY IMPLICATION

This research investigates the relationship between
industrial concentration and price-cost margin of
the micro and small enterprises in the Indonesian
food and beverages industry during the period from
2011-2014. This research finds that there is a low
industrial concentration of the micro and small
enterprises in the Indonesian food and beverages
industry. This suggests that there is a high
competition between the micro and small firms in
the industry. In spite of this, the average price cost
margin is positive with better price-cost margin
during the period 2013-2014 compared to the period
2011-2012.

Furthermore, the industrial concentration has a
negative effect on the price-cost margin indicating
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that the lower competition may reduce the price-
cost margin. This happens because of the size
affecting the efficiency. Regarding that, policy
maker may want to increase the size of the micro
and small firms to the size of the medium firms to
increase efficiency of the firms and the ability of the
MSEs to compete with the medium and big firms.
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Table 1. Descriptive statistics of the variables from 2011-2014

Variable Mean Standard Min Max
Deviation
CR4 0.259 0.220 0.061 1.000
HHI 0.066 0.143 0.004 1.000
PCM 0.121 0.397 -0.999 0.951
Size (Log of VA) 16.121 1.680 8.899  20.480
COR 2.961 0.161 7.6.10° 198.690
N-Subsectors 10 10 10 10

Table 2. Trend of The Technical Efficiency Score and Industrial Concentration

2011 -0.547 0.445 0.151
2012 -0.341 0.673 0.243
2013 0.306 0.171 0.034
2014 0.089 0.269 0.057

Source: Indonesian BPS and authors’ calculation

Table 3. Results of the Relationship Between Industrial Concentration and Price-cost Margin

Dependent Variable : AVERAGE PCM

Independent Variable Cosfficients

Coefficients

Intercept -0.184 -0.517
(0.315) (0.311)
CR4 -1.141%**
(0.251)
HHI -1.477%**
(0.389)
CLR 0.017%** 0.019***
(0.0039) (0.004)
R? 0.796 0.764
F-statistics 6.520*** 5.390***
Source: own calculation
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