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Abstract. Innovation capability is an important factor for a company's competitive 
advantage. This study aims to prove the effect of innovation capability on 
market/industry-based competitive advantage in manufacturing companies in Indonesia. 
The study population was all manufacturing companies that listed on the IDX. The 
research sample was taken by purposive sampling by selecting manufacturing companies 
that are committed to building innovation capabilities through investment in research and 
development (R&D). The data collection method used documentation techniques. The 
data source is the company's financial statements. annual reports, summaries of listed 
companies, and the IDX Facts Book. The data analysis technique includes descriptive and 
inferential analysis using linear regression analysis. The results of the analysis conclude 
that innovation capability has a positive and significant effect on Operating Liability 
Leverage; innovation capability has a significant negative effect on Inventory Turnover 
(ITO) and Receivable Turnover (RTO). The innovation capability has no significant effect 
on Financial Leverage and Excess Funds. Expenditures for companies in R&D must be 
able to substantially increase innovation capabilities so that they have an impact on 
competitive advantage. 
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1 Introduction 

Innovation is an issue that has received increasing attention in the last decade. The 
development of information and communication technology has proven that innovation has 
changed the ways people do things in life. Old ways will be replaced by new ways because of 
innovation. So that innovation is also called creative destruction. This phenomenon also 
proves the opinion of Joseph E. Schumpeter in 1934 who stated that the key to growth is 
innovation. According to him, innovation determines the progress of a nation more than 
resources [1]. 

Since the 1990s, many innovations have been studied in relation to the achievement of 
the company's sustainable competitive advantage. Competitive Advantage is an advantage that 
a company has because it implements a strategy that is successful and difficult for competitors 
to imitate [2]. According to the theory of Market-Based View (MBV), pioneered by Michael 
E. Porter through Porters Five Forces model, the performance of a company that is superior 
will depend on the company's unique position in a competitive environment. The five 
strengths of companies in this competitive environment are the bargaining power of buyers, 
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the threat of new entrants, the bargaining power of suppliers, the threat of substitutes products 
or services and rivalry among existing firms [3]. 

The innovation capability of a company is believed to be the key to competitive 
advantage. Innovation capability is a factor that determines success, performance and 
competitive advantage [4]. 

The next development gave rise to a theory called Dynamic Capabilities View (DCV). 
This theory was put forward by Teece & Pisano [5]. Dynamic Capabilities are “the ability of 
companies to integrate, build and reconfigure their internal and external competencies in the 
face of rapid environmental changes”. The components of Dynamic Capabilities include 
Sensing opportunities and threats, Seizing opportunities, and reconfiguration, adaptive 
capability, absorptive capability, and innovative capability [6][7]. 

The relationship between innovation capabilities and competitive advantage was 
suggested by Ou et al. [8] which states that Dynamic Capabilities in R&D activities, a proxy 
for innovation capabilities, contribute to a company's competitive advantage. Several previous 
studies have highlighted the relationship between innovation capabilities and competitive 
advantage. One of them is research by Delgado et al. [9]. Delgado et al. [9] in their study of 82 
scientific papers concluded that innovation capability affects a company's success in gaining 
competitive advantage. Breznik & Lahovnik [10] research concludes that innovation ability, 
managerial capability and human resource capability are the most relevant capabilities that 
enable companies to successfully adapt to changing environments and strong market demands. 
Aziz & Samad [11] prove that innovation has a strong positive impact on competitive 
advantage. Companies must invest in innovation to gain competitive advantage. 

This study aims to prove the influence of innovation capability on Competitive 
Advantage with market/industry indicators which include the power over suppliers, power 
over customers, and the credibility of expected threat of retaliation.  

The research hypothesis is as follows: H1: Innovation capability has a significant effect 
on Operating Liability Leverage (OLL); H2: Innovation capability has a significant effect on 
Inventory Turnover (ITO); H3: Innovation capability has a significant effect on Receivables 
Turnover (RTO); H4: Innovation capability has a significant effect on Financial Leverage 
(FL); H5: Innovation capability has a significant effect on Excess Funds (ExF). 
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2 Method 

Innovation capability is the company's ability to develop new products and/or markets, 
by aligning strategic innovative orientation with innovative behaviours and processes [12][13]. 
Innovation capability is measured by the percentage increase in Research and Development 
(R&D) activities. 

Market-Based Competitive Advantage is an advantage a company has due to 
industry/market factors, including the bargaining power of buyers, the bargaining power of 
suppliers, and the credibility of expected threat of retaliation. The indicators used to measure 
Power over suppliers are Operating Liability Leverage (OLL) and Inventory Turnover (ITO). 
Power over customers is measured by the Receivables Turnover (RTO) indicator. The 
credibility of expected threat of retaliation is measured using the Financial Leverage (FL) 
and/or Excess Funds (ExF) indicators. 

The study population was all publicly traded manufacturing companies in Indonesia. 
Based on the 2018 IDX Facts Book, the number of manufacturing companies that went public 
in Indonesia was 166 companies. The sample is determined purposively where the sample 
firm must expose its R&D expenses in its financial statements. The availability of this data 
allows researchers to measure innovation capabilities. With these considerations, a sample of 
35 companies was obtained. The data collection method uses documentation techniques. The 
data source is the Indonesia Stock Exchange. The data analysis technique used linear 
regression analysis. 

3 Result and Discussion 

Based on the results of testing the research hypothesis, it can be summarized as follows: 
 

Table 1. Summary of Hypothesis Testing Results 
Path TTest Sig. TTable Hypothesis 

Innovation capability à Operating Liability 
Leverage 2.075 .039 1,960 Accepted 

Innovation capability à Inventory Turnover -3.063 .002 1,960 Accepted 
Innovation capability à Receivable Turnover -2.581 .011 1,960 Accepted 
Innovation capability à Financial Leverage -.989 .324 1,960 Rejected 
Innovation capability à Excess Funds -1.408 .161 1,960 Rejected 

 
The results of the regression analysis show that innovation capability has a significant 

effect on OLL. The direction of the influence is positive where an increase in innovation 
capabilities will increase the company's strength against suppliers as indicated by the increase 
in OLL. Innovation capability has a significant effect on ITO. The direction of the influence is 
negative where an increase in innovation capability will reduce the company's strength against 
suppliers as indicated by a decrease in ITO. Innovation capability has a significant effect on 
RTO. The direction of the influence is negative where an increase in innovation capability will 
reduce the firm's strength against suppliers as indicated by a decrease in RTO. Innovation 
capability has no significant effect on Financial Leverage and Excess Funds. 

One of the components of dynamic capabilities that play an important role for a 
company's competitive advantage is the capability to innovate. This capability is increasingly 



relevant in the current situation or era where old ways will continue to be replaced by new 
ways or known as the era of disruption. 

The company's efforts to build and maintain these capabilities require investment 
[14][15][16]. Investments in the form of expenses are inevitable because the company is in a 
competitive and constantly changing business environment. If the company is in the same 
operating routine from time to time, this is clearly dangerous [17]. In an effort to build 
innovation capabilities, companies will invest heavily in research and development activities. 

An innovative company is believed to have a competitive advantage in the market. 
Market-based competitive advantage is shown through several indicators, namely having 
power over suppliers, power over customers, and the credibility of expected threat of 
retaliation. 

A company that has a competitive advantage means that it is able to exert power over 
suppliers to obtain favourable trading terms for the company. The indicators used to measure 
the power over suppliers in this study are OLL and ITO. The results of this study concluded 
that innovation capability has a positive and significant effect on OLL. Companies that 
intensively build innovation capabilities through R&D will have greater power over suppliers. 
Suppliers' trust in the company will increase, thereby increasing operating liabilities. This 
conclusion supports the results of the study Delgado et al. [9] as well as the research results of 
Adeniran and Johnston [18]; Aziz and Samad [11]. This conclusion is different from the 
results of research Ou et al. [8] which found that innovation capabilities through investment in 
R&D had no significant effect on competitive advantage. 

The results of this study conclude that innovation capability has a significant effect on 
ITO. The direction of the influence is negative, where the greater the company's spending in 
R&D, the lower the ITO ratio. The more intensively the company builds innovation 
capabilities, the lower the inventory turnover. This shows that the greater the company's 
efforts to build innovation capabilities, the greater the expenditure on R&D activities. Thus, 
the available funds to produce goods and or services will decrease, thereby reducing the value 
of the cost of goods sold. The results of this study contradict the results of research by Aziz 
and Samad [11]; Li and Liu [19] which concluded that innovation capability has a positive 
effect on competitive advantage. 

Furthermore, companies that have competitive advantages are marked by strong 
bargaining power over customers. The results of this study concluded that innovation 
capability has a significant effect on RTO with negative influence. This means that the greater 
the company's expenditure in R&D, the lower the RTO ratio. The more intensively the 
company builds innovation capabilities, the lower the accounts receivable turnover is. 
Introducing the company's innovations to customers requires a series of costly promotional 
activities, one of which is credit sales. The more innovation the company has, the greater the 
sales credit is given to introduce the company's innovation. The results of this study contradict 
the results of research by Aziz and Samad [11]; Li and Liu [19] which concluded that 
innovation capability has a positive effect on competitive advantage. 

A company with a competitive advantage means that it has the ability to retaliate against 
attacks by newcomers or existing competitors. This capability can be measured using the 
Financial Leverage (FL) and Excess Funds (ExF) indicators. The results of this study indicate 
that innovation capability has no significant effect on FL. This means that the increased 
innovation capability does not affect the company's ability to obtain loans in order to 
counterattack. Large expenses in R&D activities can affect creditor confidence, especially if it 
is seen that these expenses do not show a significant impact on increasing the company's 
capability. This conclusion supports the results of the study Ou et al. [8] which found that 



innovation capabilities through investment in R&D had no significant effect on competitive 
advantage. 

To be able to perform retaliation, companies must have large funds. The results of this 
study indicate that innovation capability has no significant effect on ExF. This means that 
increasing innovation capability does not affect the amount of excess funds owned by the 
company. Large expenses in R&D activities will not change anything if these expenses do not 
show a significant impact on increasing the company's capabilities. This conclusion supports 
the results of the study Ou et al. [8] which found that innovation capabilities through 
investment in R&D had no significant effect on competitive advantage. 

The company has sacrificed a lot of money to increase its innovation capabilities. 
Therefore, this investment must have an impact on increasing innovation capabilities. Without 
an increase in innovation capabilities, the company's spending in R&D will be wasted, even 
having a negative impact on competitive advantage. As stated by Eisenhardt and Martin [20]; 
Zahra et al. [21] that having Dynamic Capabilities does not result in superior company 
performance if the substantive capabilities built are mediocre so that no advantage will arise. 

4 Conclusion 

The innovation capability shows a positive and significant effect on Operating Liability 
Leverage. Meanwhile, the influence of innovation capability on ITO and RTO is negative and 
significant. This study found that innovation capability did not have a significant effect on the 
company's ability to retaliate as indicated by the ratio of Financial Leverage and Excess 
Funds. Based on the research findings, it is suggested that companies ensure that expenditures 
on R&D should be able to substantially increase innovation capabilities so that they have an 
impact on competitive advantage. Future research can use different perspectives in identifying 
the main factors that shape competitive advantage, especially in the current disruptive era. 
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