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teohnlogy, product quality, sk1ll of mansgement, specialization ol pro=-
duction, and so on? Shoeuldl 1t be mainly the recponsibility of government
aencien or ot private crounles Lions to promcte oubcontouctlng, or nf both?
What methode sheard be U brnat end? 1 1t encugh to acsiot subcontractors
i pettine oraess 1ron prime contractors and an oreeting their ~Uligations
towards the latier, »r should SDeClal measure s “f rprotection alse be adopted

tn cafeguard the antaro  te Af e sraller fars? Can an nbligation 1o sub-
contract pa. . i sk o Cae i impened by the government on .arge
indugtries a. o condition for thor catablachrment, expansion or divereifi-
cation, and chould suech compuisnTy subenntracting mpose certain obligations

or. all partien concerned, aare Ly the Government, contractors and subcontractors?

H 3

Te spswer Lane, el many ot relat. 1 questions, much moere information

and analysin than 1o cu Cently avairlacle Leeded,

In an eftort to ccilect daty o the o aperience of eortain countries,
the Secretar. .t -1 the tentrr for Tndustrial oevelnpment 0. the United Nations
(now the lnatoa i fions [nlustrial Develepment Orpanization (WNIDO)) com=
migsioned, 11 fnae oot few yours, o number -{ ~nuntry monographs. A study
Af subcantiacting oo rans ant one Western Burcpean rountries was prepared
by Mr. H. ioltye, o srotar, i neral, loternational assoelation ~t Crafts and
Small and Moo s o4 Bntovprase s s by 4 subcentricting an India, by
Mr., Be e b vy Dareetor (nn-xllarx}, and ir. DeVeo. Sharma, Director
(Flamwane ), Srooe ot e pove Lapri nt Crngareroner for Small Gcale Industries,
foiractre 0 Intwtroad Do lerment, S rament of Indie, dew Delhiy a study of
gubeant At inocapar, by Mmoo 0. Okita, s outve Director, Japanese Economlc
Wesearch Derter, Uokyer ondonoatudy nf cubeontracting rno the United States,
by Mre ile o wrt nolaen, congultant, !ormerly Ford Feundation crnsultant and

Faculty Perber o1 the Smali Industry Lxtension Tiaining, Institute, Hyderabad.

At the «nd v o, the Seer tariat ol BNIDO sent a quectionnalire on

gubcont cacting o lected weveleping countrled. The replies to the question=
1/

§ i . L
nAalre arr anedlyBel ooa coparate report o=

. AN AN W

1/ "Sueecrtiactin = s Aualysio 1 lnternational Lxperience",
ID/WGe 1 /% = €D/ IME(A)) e
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The present paper is bascd both on the country monographs and on the
general knowledge and ¢xpericnce ot problens of industrial development,
especially 1n the faeld of small=scale ndustry, “oined by the gecrotariaet
of UNIDO. While 1t rofers to the sbhove=nentioaed 1osuee, 1L doer not attempt
to provide fully=subrtantist.d sclutlons to o1l questions = wauch more rescarch,
reflexion and poolin ~f the anformaticon and exnorience of many countrics are

needed to that end,

The paper ondeavours te cort out anl clarify some ovasie problens = th
definiticn of subcontracting, 1to advantoges nd disadvantager, the cenditions
and mcthods for promoting it, the role »f the govermment and of privite groups
in organizing and regulating 1t,  Bome concluglens on the relo ol subcontract-
ing in the industrialization of ‘hoe developing countrics are tentatively put

forward in thc various parts of the reporte
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The nature oi subcontrasting

o B A W

One of b haracternobioos ~f o modern 1ndustria. economy is the inter—
dependence ol mary D, both large and omalle In the industrial countries,
aven gaant oo raony rely T LADEE nambers of other firms tor the supply
nf many 1tefin reoeisary far the produstion of thelr coode e For example,
General birtooo, e ot Corld't laroest o ocorporstiens, de ends directly on
33,000 other rompadico whi by 1 1904 alone, receivoed over $7,700 miilion in
orders, Tepr:iernili, ab~ul A5 per ~ent of Genesal Motorn' grocs sales for the
vear. While the companies ceyvine General hotors were ~1 all vizes, more

/

; . 4 . 2
than 79 per cent ot thon pad fewer than 100 ~mployees, /

The de’ reent dependence on smaller firms varies from one large under-
taking, te the other, but reliaanece on outelde producers s the rule rather
than the excenticnl, €ven in oompahlocd whicn, 1in the pact, cndeavoured to be
qelf=sufficient. For example, Ford notor Crmpany was intended by 1ts founder
to be as oelf-contalned As possible and to rely or vertically integrated de=
partments, rather than on ~utoide industries. lron ore wae mined 1n company
mines, tuen corriod by company ships oo the company steclmills which pro=
duced the woterials teor the many metal parts manutactured and asszembled 1in
the Dearborn plantu. wince 1940 there has beeh a definite trend away from
this prlicy. 1n the proceas of donentralization, he tire ppaunt was sold
and all tir ¢ are now purchased Crorm tire manuf oturcrse  Whale steel con=-
tinues tn be produced, the companiy buys wore steel than 1t makes. About
24,000 compaliics supply the Ford Dotor Company annuclly with »4 billion worth

nf materials and parts that oo into 103 vehicle preduction.

The above examples ecai be muitiplied by tae thousands all over the worlde
This does nnt mean that, on ihe whele, there iz today less vertical inte-—
gration in the coconomies 5f the irdustrial countries than in the past. In

actual fact, some industrial fields are today more intcgrated than ever, as

5T
:: Source: Heport by He Stuart Holdene
2/ Tbid.
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exemplificd by petroloum companyen conducting oxploraticng, (o roausty o, o=
fining and marketing ~f ol and boravietav oe 0 i, chemr oo 0ot e i
malnly se lf=suttraent an v tencod by o their anto raten Uror paw el Ml
gourcor o the marke b laece oty ity ontope, o e ULy e the
cngineorirng b brie wy danys v rret cae v atly cepondent v the 1o PO
ducers, many of which ave omall firos,

he automenrl ared - Lo strvieat heuscheld appliane indwirice are o
charactirictic ~t cubeortracting that, an Foane, tor examplo, trom 50 te
60 per cent ot the vaitue »f tainal shipmente 1o accounted for by subcontracters

and suppliers,

Conceptual framework

The meat wmpertant {~ctor in the establishment of subcontracting relation=
ships between firme ~f differont f1zes, 10 the indwrtrial countrics, has wen

the recopratinrn ot the role »f tecale in andustriel ftioloncye

The tenct that productyivity tnerecoes with o cale of oneration 10 tra
only withirn certain lamitee A largsr firm can pertfom o number »f coctivities
that give it def imite advartagen over rrallor preduacerse 1o ean nperte o
more efficient production yur, affoprd te utrliz larn v oand more mesh rhocqulye
ment, buy in lar:or quantitico at pero tavoaratds o oriee o, crtadn bighly skalled
management, marsnail creator rocourcos fer o investie B O CXpANSIon purpes i -
in other words, 1t car “blain creater Meconcma of  cale. Thir conoideration
and the desirc to achiove prvaber ccononic oower o the ooaading Ioron i
efforts to cxpanl virtical and herivontal 1tommaticr, Yet, there comes a
point beyond which 1t is net advicable te cxpande Thor 13 an ptamam s12c
to any activity and to oxecod 1r poduce:r officiiney onoa por o unit baoie,
Beyond a certain size there s vaste in many I'oras, (xceas capaclty, an aveps
burdened cost structurc, and rmsmanagoment,  The over=cxpandinge fivm may  be
confronted with "decreasin, rveturne to ooalo 'y Output ol this clage may be=
come less cconomical, on a per unit basis, than when the size A~ the tirm
was smaller, Many large fairms roecognize that, for coriain productive aotle

vities, separate units can operate more cfficicntly than integrated plants,
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A oiconesry fartsr heo been the ~errective action -aken by industrial
firme i1 ocopengc to pressure e gevernnent antiemencpcly actien, such as
the comprononsive anii=trast toalelation adopted an the United o*ates and

the anti=cart © 1opulataiom Poharopias countiricd.

Whil  cere ~f e wats c=oc o apatins o0 Le producticn of the large

e

1ty cube ntractin, o twoen independent

ane may be crootr lloroy v oo :
unite appecrs tr b the croveiiar inro of ar-anizatien, It is this type of
relationvhip, eopeerisly botneen qarae and sm=1l unite, that 1s the sublect

of the precont studva

Definitici. ~1 uboontractilg

Suberntractin,, 1. o oniractual arrangement between a primary company
(coutl‘»‘v*tf*r\ and 4 oerinaary coppany (Subcontracter) tors

(a) 1 sappiy, oy the subountracter, o Srder frors tne primary company,
of partc, componontd, sue=zsoenclles and W3scmblies that 2ie then incor-
porated i - ‘,.z‘n«i@xm arit by the nrimary ~onpary, beth companles velng in=
volved in marut - otaring:

(b} thr prc~oozins A7 mat cials or o the prirary conpany = whether the
materials ar .1 vie b Tooot oAr oact = ant the oroccocang or firishing of

parte proviiaea hy, aniooc tarae o to, free [rioury Tompany,

A crrellory e b o iiniti~n o the* tiors 1. no 3ubcentracting 1in

fanmd

the casc St purchaning by e large cempan ~1! sheli items or o of comronly

availalle servic o, ruech o7 tranascristisr, <1 ~frocity, tolerhene, au’iting,

i

research, lesign, maintinance o toe Governms ot porohasing rremoindustry,
wheso 1 turther precossarng, assombly or other manufacturing Sperations are
involved, v i1l et oo contiporoi as subeconiracting, evern thougn the term

subcontracting 1o Ao o d on tuat sens.e

:I‘YE':S f subern

ot

L
ot
=z
et

Subconrtactin, car tak. vlace between companies of different size =
large and lat., lirgme and small, small and smalls. In Jdeveloped nations
the *+rm subcontracting does nnt necessarily define the subcontractor as a

small rne,
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Both companies can be apprcximately cqual in size although in that case
the subccniractsr usually perfrrms for mrre than ~ne contrart~r cr has a

complementary product line for sile to cthir clicnts,

In a few lines of cotivaty {(suern ae precuessing ~1 raw materials in
saw mills, rlaning ri1ils, lecther tanning plants, stone cutting « 1Ce whel
the material 1o providicd oy =nd roturned o the ~mntracter) *he subsontrocter
may ever. be lavger trhan ary one ~f nis eontractors. In that cuse, ther. are
usually mere econt.iactors thar subecontrectors snd he latior orjoy an we
usually strong ~ompetitive prsltirr, ant 4n nnt need atsistance fren other

sourc«s. Thiz, howcver, 18 nct o typical caoc,

Subcortractin: i froguently practised amony, srall firms. OSuch re-
latiouships may semetimez be lastin: and steady; in many cases, however, *hey

~

arc occasionai Jobbing arrangoments ~f linit.d (concmioc impact.

The main feorm ~f subcontracting, =nd the mest impertant for industrial
development, is the one that takes vlace tweer a large=scale ~r mediun-
sized firm and scoveral sraller cnos, -ven very small ~nes, whatever the
measurcmert criteria — numbor ~f ompleoyecs, f1aed asscts, net warth, value

added, value ~f shipment -to,

Often, Tirms woreing ac subcontracters for large onterpriscs also
function as supplicrs te the open markete It 18 semctimes iifficult to
1ifferentiate th. twc concerts, subconiracting and cupplyinge. Thus, when an
automobile nanulacturecr starts preducing o model roo.uiring betherics of a
type se far nen=-xistent ~n the market, he will ask ~ne ~r soveral makers to
supply him with the new batt.ries, 1in =z subcontracting caparity. The battery
manufacturer will enter this new mocel 1in his catolozue, to mect net anly
the original contractor's contiraing requirements but also those cf the re-
placement market, In this case *he battery produccer is beth a subcontractor

te the a2ute wanuw’acturcr, and & supplicr to the replacement market,

Subcontracting relations nre o stablished for numcrcus reafons and take
several distinct forms,
(a) Full-capac:ity vubcontraccting - contrectrr tirms whosc «x15ting pro-

v

duction capacity 13 insuft:~ient to eet the normal flow of arders offer
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subcontracting ~racrs, usually up to 2 fairly fixed perccntage of their
total >utput; = variant is peak=lcad subcontracting: when the contractor's
product facrs fluctuating icvels of demand, subcontracting orders are given
during tempcrary "peak-load" rerinds,
(p) Specializcd subcontracting — ~ontractier firus give, usuzlly on a
regular bacis, ~ricrs tc subecriractors whe have specialized machinery
and equipmont and have aeveloped zpecial techniques and skills in process—
ing or in makly: certair. parts or COmponents.
(¢) Margiral cubconiracting - ecntracter firms faced with orders which
arc either teo small i iz or tr~ infrequent to Justify internal pro-
ductinn pacs nn thosc Ardiers to subscortractorse.

(d) Cost-saving surer~rntracting - centractor firms subcontract process—
ing or ranufacturing compenents mainly becausw cf the subcontractor's con-
siderably rheap-r factor prices (labrur, machinery, overhead, taxes, power
etc.).

I1 ADVANTAGES A!D DISAIVANTAGES Or SUBCONTRaCTING

Advantages to the contractor

.

One of 4ue wnst important advantages to the contractor of a subcontract-
agreemer.t 1s the opperturity 1t afferds him for reducing costs. The rcasons
far whi~h costs may be .cducei by rlacing ordew™s with small firms are:

(a) Labour cnsts are often lower in small entcrrriscs than in large firms,

(b) Mnrst subeontractors have less equipment and machinery ard simpler

workshops than large firmms, and thelr depreciation ccsts are smaller.

(¢) Subcentractors spend little on rescarch and marhcting, which also

reduces their costs.

(@) Subecontractors have mere flexabil:ty; management decisions can be

taken more guickly and production programmcs may b changed or adjusted
more €asily.

(e) Subcontrzctors — aspecially when highly specialized - can often

produce rertain items more €fficiently and cheaper than contractors.
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Some contractors obtain impertant advantages bty wsing subcontractors to
supplement their production capacity, <juipment or technique. A oontractoar
having a capacity geared tc a given level -ast 4w 21de, when faced with an
inecrease in orders, c¢ither to expand hi1s rapacity (by additional 1investment
in plant and cquipment) er tc subcontract., If *he incr.ase in Oraers re-
presents a temporary or scasonal trend in iemand, *he contractor is mere ine
clined to subcontract thar to c¢xpand his rapacity and theredby risk under—

utilization ~f his investment during periods ~f the yeare

When faced with a declint in orders, a full., self-sufficicnt large
manufacturer may be inclined te reduce perscrnel, in which casc he may have
difficulties with labour unirns. Subcontracting cnables him to cut down his
production and his costs and to minimize the _ffrcis AT a recessien on his
own facilities. When he gives out short-torm subcentracting ~rders, the
contractor enjoys a hedge against 2 decline in ranufacturing: acrtivity, It
1s reported that some European vnterpriscs maintain, as arn average, about
15 per cent of thiir ~rders with subcontracters tc protoct themselves in the
event of a recession. If 2 rcduction in cracrs ef 2 given ragsnitude takes

place, thc contracter stnps placing his ewn ~rders with subsentracters,

Thus, the ability te adjust producticn te fluctuatinns °f demand is an

important advantage of subceortrarting.

Seme changes in demand invoalve =1zeble ro-cquipmert and re=tnoling,
Some large manufacturer. with heavy investmert tead to use plant and equip-
ment well beyond the depreciation stagis They hesitate te acquire new
machinery and turn out ncu goods. Subcontracting may racilitate change~overs
due to tcchnelogical innovation; by rclying, te a greater ar smaller extent,

on small but modurn entirpriccs havirn: the ncecssary cquipment and the re-

quired skills,

In general, an important advantage o the rontractor is that he may ime
prove his capital efficiency, in particular by aveiding cXcess capacity

through the use of the capital investment cof his subcontractors.
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Also, . contractor may & prove his canital efficiency by subcontracting
certain wor< it wnich the s.ocontractor has speclalized knowledge or uses
a patent jprocess. 1t 1s tnen “ore economic tu subcontract than to acquire
the necessary nowledse ¢ license the patented process.  Jnall companies

acting 38 subcoatractoss =ften nave opportuattics o developing innovations

1

by concentrating on narrow fi.lds of zpecicliization.

¢

Al

itnefact.rere wit. nZ)r naseatly operations prafer to sccure alter—
native source. of su-ly.  Dven tavugn good inventory pleaning protects them
ag21nst short interrupticns 1a the supply of cosnponents, taey need to guard
agalnst total :nterruptions ia the ovent of najor nachinery treakdown,; work
stopnage or fz1lire i1n tuc *raisportation system. Large contractors Wwill

oftzn acnortion th. supply °f the smic components =mong several subcontractors.
Somc large aznuf~-turers wit. ossembly cperations will subtcontract even

though thcy make the part tacasclves 1n order to have 2lternative sources

of supply to allow for denasnd fluctuations, to valance tazir inventories and

sometimes to elleviate the troin of fall capacity production,

Juocontracting cas =ziso Helr to solve certain probleas feaced by con-

tractors due to ligitstion of faocilitfis and rescurces. These include:

(a) Lacx of space whether frr additional plant or for storage

of aaterials, wor in nrocess or finished goods.

(b) Hign transport or freigit cos's arisiag out of 2 particular

geograpnical locatina.

(c) Objecticiable cc1di1tioas, SUCh 28 SXCeSS1Ve 11018e, vibrations,

noxiocus smells deangcrous gases, waste disposal probleas etc.

(d) Difficulties of co.plying witi regulstions prohiditing certain
industrizl activities conflicting with sanitary, zoning or

town nlanning regulrs.cents.

In all the above cases, tle contractor may be able to solve the
problem by selecting = s.abcontractor with the nccessary resources or

appropriate location.
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In addition, subcontracting iay solve sanufacturers! problems arising

out of shortage of skilled labour and mzterizls.  Vhon skilled labour is
ungvailable, rather than invest tiae and =Xoense 1. training the manpower
needed, 2 laerge menufacturer can utilize skillod lacour avoilable with A
subcontractor. In the cese of nater1tls an chort supply, ©ither through
insufficient 1mports ar throush the leig lead t1 ¢ needed to procure the
materials concerned a contractor nay be atle to overcome +he difficulty

through recoursc to 2 subcontractor who nas the aaterial 1n stock.

Finzlly, when facad wit: conditions wiere .achinery 1s unavailable
either through overloading during periods of high aemand, Shrough break-
downs, or bec=usc of t:ie lac. of suitavlc opurators, subcontracting iay
extricatz thc contractor fro.1 2 critical sltuation that would otherwise lead
to defaulting on orders. 2ven where amachine ~.2 oncrator arc nvallable,
but can be utilized only with consideraile overti e caarges, subcontracting

may provide a cheazper solution.

a financial edventrge accrues to contractors in the ability to pass
off to thc subcontractor some working capital costs {labour and other
variable costs) sprecad over the production period. The controctor pays
for the componeat, part or orocess only upon delivery if he sroduced these

himself he would besnr =11 tne onsh reyaents whien duc,

3

Another advantasc occurs to tlc contractor ia saving storage coats.
If he were to produce the iterm hiasclf he would aave to storc materials,
parts and supplies during weeis in order to achieve profitable load planning

for his machinus.

It 1s difficult to assess the relativ. laportence of the above reasons
in 1nducing large firms to subcontract. The nore genercl reasons would
appear to Le cost reduction, saviugs 1a and better utilizstion of investment,
and better adjustient to fluctuations in dem=nd. Their reclat. v 1aportance
would vary according to the typc of sibcontracting, uspecially 1a the case
of capacity or oeak-load suvcontractirg on the one hand, and specialized

subcontracting on the othur.
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Disadvantagcs to the contractor

The problems of which contrecters complain mest ore thesc waich have

their nrigir irn the tochnical and managerial weaknesses of the small firms,

Onc of thw meut froquest enmplaints by oontractors 13 that the sub-
contrictor's ruttut decs not confoarn to cpecifications. Telcrances may not
be respected, raw motorials moey be nfoerier, gquality and f1inishing may be
inadequate, and the rrte of reject may be highe Te provent such 2 situatinn,
the controcter may, neve to provide nis subcentractor with some training and

assilstance and with mntorials ot the roquired gquality.

The inability ~f th. subcentroctor te meet prrductien delivery targots
presents anothor problor for the erntraectrr, This dirficulty 1s related to
any of a2 number ~f monacement weaknesses ot the subccntractor. It can be
caused hy prcor productinn planning, dbut inadequatce inventeries of parts and
raw matoerials may silac contrivute to 1te  Poor maintcrnance nf equipment, re-
sulting in machincry breakdown, is o rrequent sause ~f ‘delays in production

and in shipment.

Other mana,sement and toehnicnl weaknesses of the subcontractor are bound
to result, 1f net cnreccctod, in an lnadequate implementation ~f the centractual
agreemcnts.  Lack nr inadeguacy »f qpuality econirel, shoartcomings in production
planning, in training ~f porsonncl, poAr brok—kecping and crst accounting, are

among the leading: cawsv o of unsatisractory subcontracting relationships.

Advantagc:: tr the subcontractor

Onc »t the major advantages obtainced by small companies from a sub-
contracting arrangement 1s the stability »f oruers it may nffer. OSmall pro-
duccrs hope to mbtain — und somctimes do obtain = sizable orders assuring them
of a given market ~ver oo perind of times This, Qowever, is not always the
case. Yet cver nccasinnal suovcentracting brosts production and turnover and

is cagerly sought aft.r.

An efficient smcll ontorprise ontering a subcontracting relationship can

normally c¢xpeet te increase its quantity of orders. The subcontracting

agreement may 3tipulate the quantity as a certain fixced level of orders to
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be placed aver o given period, or 1t may take the rarm. 1 IS ST Y

|V

the sontrector's backlog I crorv. What ver b arrangomet, The imount

of subcontracting witl bo dar ‘tiy rel tod te the conteccter's | reduction

activity. In porinis ot bonry the subeentra ter oo re 2soniably capoot an

i

lncrease 1 oriers, he wils M"eorant o0 hic o contrLotor's ety a® In

.

periods of 1o pre.saion, dn will evaidentl, vothe tir ot o1 ot

Whern oo Lo an wsourdd nork Ty Mhoaubenntrocter mocs 4 r ra te introe

duce, sem tire s with the contr- tor's arElotant oy the necussary machinery

anrd cquipment te onablce hie te produce Lot ot ond e tter p o te speclitllac.

Through greator goeclalization hooocan Cecome A e Pricieent produce roand
can «xpand his narkot, 1 particular by ocaceentiooting Gith o siditional cone-

tractors, Speeinlicsting caves hin the many bonofite  t igher praductaivaty

and griater inlependenscs By coneontroting: oroi narrew Diokdy a small

enterprise may acqiulre © Level of o xporiiss o whioh conobloe o1t e v {ap

innovations 1in the tocnnclngy ©oorac 5 imvolved.  Phis rry rlace 1t in a

position nf ebtairing patonts and ot boesmin reminent on Lis ficld, and

sometimes Af growin. to medium ~r lurge iz,

Other advantage: to subcentractors nay o cerue whe n they roovive 'rom
& . .

the contrictar raw meiorials =nd 4 chinical ard canags rial ooosilstance,

Scarcity nf raw motorials 10 o conmon foourre o an eon Adevele ing
countri.s. Prices wy over orice te tr sornt o where (bt Loecorw s moare advantae
gEOUS Lo s 11 muw materials cllecoted by tne Jovernment than te process them,
When small producers, 25 13 Aficr the ans

sources the materials they nood, subecontroeeting with auprtly ~f materiols by

Laat

the contracter may be 2 iistiactive adviantas to L subceontracter,

o

To provide subcentriciors witi oam t- chniieal assi, tanee 1. sometimes
’
even 1in industrial countri s, ~ necossity Inr the rentewctors  as o rule,
large industri.s ar nct inelinci te beer coots Af teohnical assistance or

training, but th. y may b rompclled to de on cspoeially wh n subcontractnrs
ng, Yy ma; '

producc complex parts roquiring invelved t- chnolngi- o ~r bk juility and
precision, 1l the oivaneed ~ountrics, th neods for such assitane iy bo
minimal: assictance may b required, for oins anec, ot the Jlanning and boe

ginning of producticn, and far sctting up seme forms of quality control. In

A8y cacne s o vern abiian from logitimate
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the develeping ~ountrics, 1t may oe more substunticls 1f large industrics
resart to subcontracting, 1t 1s in thoar own intorest to minimize rejects

and tr noure asrced aren delivery ccohedules,  They o - consider the provision
of technical -md naniy o raitl cssistanse (in widition “hiat provided by
industricl cxt nsier centros, vhir theoe oxiot, ar o in licua of, as the cusc
may be ) A booeer Gurdoen, el s Leure 1 eost than sutffvring dclays in their

owWwn productl n and Acsermbdly Lo,

Pravision f finaneing by the ecortroctor dnus not appear teo be common,
theugh ~rcurrcnccs L roportod 1n Japen, «8peecially (or "affi1liated” sub-
contractors, [t o ccncrivable thaet in oome cascs, «fficient subecontractors

with 2 long ninteory of eutistactory so—epiration with o larse firm may re-—

ceive some noelp waey Ueod wath financanl datficulticsa.

In develenin, cowrntrwes, such wwsis ance 15 at times provided, especially
in the forn At advane:s paymernts, op oravate large=scale cnterprices, but this
is not commen. I tirancial wssistane ~1von to subesntractors by Governmente
owncd large faotorics i lndia and privet. large coneorns in Japan in the
form ot low—eont rontel ot coandard tacterios in mnecilllary industrial estates
may not reecossarily be dupiicatcd irn other esuntrics. This question is dise-
cusscd below in ernncxicn with the areillary industrinl state,

Disadvar.tsy . 4~ th Dubcont actor

Conditirne 1v which prices 91 subcont.noting wark - roe determined may
be highly & trim~otnl re subesutracters,  Bocause of the disparate bargain-
Ing strength betever lars contractor nnd small subcoatractor, priccs are
froquently impesod b the oemopo ooy the Lotter. At tines, the small enter—
prise so woloono o ot ~rpertua ty o te ontor oo subeontiueting sgerceement that
1t wvall gave Inoafricaont ttention te the prising arrangements prescnted
by the conteter. Sem tires, small «nterpriccs mey b cngaged in "cut~
throat! ecompevition witl < oh ather, r'er instanc far obtaining subcontract—
ing orders, “nd my Yeooeoives roduer thoir priccs e anoennomic levels., In
other ansianccs, crel'l ntorpriso s ray b0 the vicetimg o0 their own inability
te caleulats coxte corr ctly, and whicthor threagh over—pricing or ﬁndcr—

procing, find taomeolves bypass.d by contranters ~r confrontcd by acute

difficultion,
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Delaycd payment by the contractor is one of the main complaints voiccd

by small subcontructors in all countri.s with o history of subcontracting,
In India and Japan, for cxample, instances of paymento being delay.d up to
8ix months have been repertcds  Through this prictice, the contractor saves
on the amount nof working s~apital needod to Iinance =ny porticuiar line of
manufacturing activity., It is vspeeially profitible te the large company
whosc subcen'racting amounts to o re atively hirsh pcreentage of the value of
production. lerms of payment 15 an Licm thot reqyires carctful negotiations
and has become a focal point of conccern particularly in aetivitios involving
governmental cxpenditurcs (government procurement).  In Japan, o law was on-
acted in 1963, "the Basic Law «f Sanll Business™, ar which ecrtain provisions
(articlﬁ 18) are aimed ot preventing: Lrrears i pryment by parcnt cnierprises
to subcontractors, and ot cnabling subcontrictors te csnduct their business

indcpendently.,

4 problem quitc oft.n viicountired by smll subcontrr etors ig that of
unreasonable delivery deamands on the part of contr.ctors, This difficulty
arises especially on the part of 2 lar;« ~untrictor nuving o widely distri-
buted sales noetwork. The salce Tburcaucracy' within such on nrganization
may give assurances tn purchascrn of the Iir~l nroduct witheut considering
the lcad timc required for delivery from the nuhcontractor, and considerable

pressures may be «xerted on the lattcr La aceclornt deliviry,

Technical difficultics faced by subcontroctors include vXeoss1vely taght
tolerance requirements with consequent high rate of rojection and changces
made in specifications without adequate warning.  Thesc problcem: roefloeet
exacting technical demands the (yccution of vhiich should be dotormined in a
legal sensc oy the contractual agrociont made,  Yot, such business trans—
actions require good taith on the pert of both partners long with a certain
amount of flexibility rcguired for day-to~duy transactions. Thore i1s much
evidence that subcontrectors ~rc aftin to blam. for tcchnical shortcomings.,
Assistance and training by the contre tor =nd Ly povornment=suppertoed
industrial extension centres can £0 o long wiy toward:s ~liminating them,

Another difficulty may wris whin, in order to «nsurc timcly deliveriea,

subcontractors arc requircd o maintoin o certain level of finished parts
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inventory at all times. This ntock could act as o cushion in ocasc of any
intcrruption in manufocturing for such riacons as shortage of raw materiael,
cquipment failure, labour problems vte. LI the cost of maintaining such
inventorios 15 not included an thwe quoted priecc, the subcontractor may find
himsclf 1p = tight financinl situation. Some contracts speceify that this
inventory should oo peid by the centractor «ven thouzh it is stored at the

subcontroctar'oe,

‘

One nf +the complaints oi aubcontrector. 1 that large firms do not al-
ways adherc tc the conditions ~f long=turm orders., For cxample, there arc

instanccs whore orders arc cancclled while they are being cxccuted.

Of nll problume confronting subcentracrors the most lamentable is that
of "eaptivc" [irms producing under cconomically oppressive conditionse 4
small firm may be "eaptive™ in the scnse of boing cntircly de pendent on only
one contractor who takew 2ll or most of its output but who may‘five its sub-
contractor an cquiteble and {nir treatments  Thoe casc discusscd here 1s that
of the "captive" firnn cconomically cxploited by its contractor. The latter
may bring the former to o state of eomplete subordination through wnfair
pricing, delayed payments, failurc te provide raw materials, ote. and may
cven reduce it to a stote of "peonage" through permanent indebtednesse  Such

cagus, howover, oTo bocoming rarc,

Both in India ~nd Japun, small-scale industrics have been - and still
arc, though to  diminishing cxtent - cngaged in production for large firms
through middlemens, Thesce middlemen = jobbers in India and wholcsalers in
Japan - makc bidi or tounders on oowders oitended by large companics and have
the work done by small onterpriscse 1n both countrics middlomen have played
a positive 1cle at carly oo.ges of industrialization by providing financing,
in particular cdvanc. payments, by procuring row maicrinls and machincery and
by {inding markcts for small firms. At the same time, they retained high
profit margins for thomsclves, held the small firms in subordination and gave

them ne incentav. feor specialization, touchnological improvement and innovation.

In both countrics, subcontracting bogan largely through the intervention

of middlemens  The "tonder" system, however, rosulted, among other things, in



the fact that botis the raddlomon and the smoll indw: tric. CATTV g al il
contracting orders changel from one contruct to anothor. G nte oot v = b
contraector rolationships were thao unsteady und haphazard, Diro ot ~ontracts
between large and aragl tndustrics, fosterine duratle Litone, wenld be of

mutual advantapc,

Advgmtag_u:s Lo _the cconomy s A whole

Apart from the bunerits that i1t ~ffers to both aontricter and subcontractor,
subcontracting may play the rolc of n aeccliretor o pelustrial dove Iopment,
but to do so, subecentracting progromme s should be rotionadl A wane o,

One of the most obvious bondi1bg provited by cubcontroeting oo that ot
may cxpand industrial activity within the Tegawer: -1 producticn complo-
mentarity. It may broeaden the itndustrial S, a6 o WAt I who ro by roources -
whether scarce nr not - ar. cificiontiy utilizede It cininazes wacte by ro-~
ducing unuscd capacity, which i: particul.rly valuable for dove Lopire, countri s
as long ar their morkets romairn lindtbeorde bl bk ~an cerrly beomads in v
estimating the market, the rosuit biirg an unprefitabi. plant investment with
excess capacity which may roquire years ta be ful Ly, and thorctere painful ly

utilizcd,

Subcontracting may help in imvort substitutinn whern 1ndigonous  marnue
facturcrs take on the production oi variows partsy componirts, cub=asronblics,
etce Which werc previously imperted and loonlly nssemblod, 1t my thus con-

tribute to ulleviating the scureity of forcigr (xchango,

Not only dncs fubcontrecting - xpana he indus trin base, 1t alsn~ improves
the technical competence of the subcontractorss Due Lo the specilalization
which it induccs and to the vorious acsirtane. measure.: provided by the
Government and/or by the contructor, thic productivity ~i the ol manufacturing
companics incrcases. Subcontract rs sain o aree of woecurity whieh vnahle o
them to concentrate mn the (ffici nt rroductinn of 4 narrow rangc ot products

O ProcessesS,

Subcontracting may, und.r cortairn conditions, contribute to industrial
decentralization., As a rule, most of the subcontrieting: work 15 placed with

small companics ooetid closce te the primary companys. The main roason 1a
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ceoncry ir transport costy nRoth(r rocson ir cailer oontact with thc suo-
centracter. iHowever, where a coed transpoeration notwerk - xists, with ade=
qua‘t . handling f.cilitics and moderate Uroaght cestn, subeontracting may be
practiced 1r opit o of dlotarce botwe noprimagy et Sonendnry companies. The

decentralizoticr 1 rory Lor o oateririncs oo Jloe bring aocut the omergence

of subcentrooiine smoll=-c 10 indotrios 10 tno surrcundirg arcd.
Sutcontrintire ¥ 1pt © mel o oore onoonlr sniild ontreproneur, 2

searce arl hiehiy desir.ble tootor an st v Iojing countrios, vep--cially

in those 1in which <t indigernous su2tc t1 pepulition hardly participatos

b

in industrisl lov.olopm wte Throu n th  t ~hnical upgrading ~0 the subcentracter

and the trolidine provided Dy o the lraustricl - sLnslin 0 oYVieses T hy the

]

large contractors, the v lopront of nionop ckaillod lobour can be anticipatcde

Tro ~ft.or, cthore 1 2 mareacl toenderns, wmens brth large ~nd small pro-
ducers in doveilepin countrics 1o 1, nor. cach cthor during the whole proces
of manufacturir, . & o result, ther in littl. Lnt gration -r co—operatien,
and even lack ~f ‘rust, © tween the two groupr of producers, and the divisior
cf labour “meis d1rforont lines of prcductisn 13 loft undevilopeds Sub-

contracting holps to cerr ot thac,

Limitaticns arnd poss ible dergors of subccntruct“ag

’ﬁ

Subrirte etan, ia 1iffievlt when the lev 1 of preduction technique on
the part ~f crmall firs 10 ton low t~ bo specialized for usce in any section
of industry. Onlv a lirat d nwier ~f snnil tirms have the capacity and
othcr requisites 1o root orders from athor entorprises and fulfil thoir re-
quirernnts with = reasenible wmeunt ~f assictinco. Obvicusly, if the trans-
ition ~f am- 1l firme it~ viabkl. subcentricters 1s ten ~estly for the con-
tractor, thern 1t will net take places Unfrrtunct. 1y, this situation leads to
a s:endzatill 1n the ddlvisiern ~f lazbour, wlach 1s se important for developing

counitrivs,

In scie Lveloping countries the srowth »~f subcontracting ray be
hindered when sove ral large firme manufocture a product, having & relatively
limit.od market, with ai1f rent standerd spocificaticns for parts and components
of diffir nt desighe Tor inoinnce, 1n the automervile 1ndustry in India, three

larg: manufi cturcre wsing di1ff reat dosigr ond spocifications manufacture
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several makes of cars, undir collaboratinn agreements with foroign orue

facturcrs. The adoption of differe nt standards by the manufr~tur re

prevents

interchangeability of parts und COMpencnis uscde dince the puantaity of parts
and componi nite regquirid bty _zch vinufactur.r i rolutavely snaell, some of
them could b manufar~tur 4 by srnailes 1 e Ntlactiig rirms, but, boe czusc
of the small ciz. -7 production, the nete A0 Toruloctur. of theo. small
firme are i h 1 thar the ~ncts ~f imperiing such parts ang ~rrponentse  The
adoption f unif-rr Standerts fer -ope. a4 temnenonts by th

tatiorent large

manufacture re ~f utemeril Would racglitat th st L e nt ~f viable

O N RY RIS

small-scale subeontracting wnltse Dherm gy rewovery 4 consulerble amount

of subcortracting ir the Indinn ~utomebil Shdustry, Tne oo fer sube
contracting wruld xpanawith = s1zab] CXpLnoinn or the 1nt rral carket tor
automobiles; 1t would furthsr xpand if wifere Stardards f'or o~ ortairn parts
and compencnts werc adepted by the Ai1ffiront Lirge manufacturers,  In the
casc of certain cther industrics ir Iniia 1ike bi~yel 5, s wing machines and
radios, there 1s already consideratle intorcharsoability o1 parts and ~ompc—

nents and subcontracting has bogw. te tiye ri-ec ard s ETOW1Ig e

In Latin amirica, the lirmitatiorg tu ta the rarrowness ~f the national
markets arc partly svorceme threugk rrargomonts viereby manaf . cturers of
automobilis 1i1cv.ug. smalles-zi. industry o teosreduce phrte wod eempenonts te

asscmbly plants in 5 viral country - ~f ‘he SRS

In countrics where there 1o CXCOSELVE sompe t1tien wmorng small rroducers,
and a large gap in ardustrial skills and oergainins peWw. r botween larg: firms
and small ¢nes, subcontrectirn: mav hav. brth fositive ard ne ntiv o ftoets,.

The casc of Japan is ~f 8p.clul r_ iovanc .

On the resitive side, dustrial subcirtracting has ~ontribut A
enormously teo Japan's abtility te preduce . - nerrcally for hewd consumption
and for export. Somc ne mtive ACpeets anvelve Eecial Lbuse o oand misuse Af
economic pow. r wiich Lave lod ta aap. remedial measures an the part of the
Japanesc Governmont., The s mensures anciade 1ogislatien and support of
small industry associations, alorg with programece 4 signed tA improve the

over-all competince of amall-scalc irdustry.
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‘iithout proncr regulction and assistance on tae part of Governments
and larcc contractors, scnial abuscs can develop. Some subcontractors may
take advantas. o thoir ioccal acnoncly position to pzy abnoraally low
wagcs to taclr wereers. Thio 1s particularly so 1n locations wiere the
fir: 15 the only source of coplsyoat. This ~ractic. nas bocn cvident in

devclopud zs woll as devilejoing counirice.

There ~ro cx-arles of smal: firao being gilves subcontracting agreements
becaus. of itniir tower cost structurc prirarily ~ttrivated te non—-paynent
of soul~l welfare ducs - retircent, wavimnloyaent, healteh, insurance and
other payncrts Ir scme enses, ioglslation rogerding wigc rates and social

welfar. costs docs not apply to s:all c:t-tlishaonts.

J

There are cascs of tuc —c~1led "slavo-trader" subcontractor who 18
sought out by cuntractors not intercsted 1 - hai~h juelity product or

not ebiding ty scceptatle btusincss practices. Such swocortractors usually
anjoy & local aonopoly anl o +al unfalr advantzge of thuir lapbcur by
offurins low prices.  Inoy do aot resnect cither nizk st-nderds of production
or safcty conditions. iwet of taelr wWork 15 wniteclercd in en ~ttumpt to

cvade payuent of trxes.

Sulcontrecting nzs beca zccused (1n Freance and the United States, for
instance) of gencratins ¢ catl-ualon pelicy aud trade uanlons have adoptcd
an advepsc ottitud. to it. Trade unions o011 %o the vicew that lerge con-
tractors aitilize succontractlng &as & ne ffer" to mnlaazs the offects of a
business rcecessinn.,  Thney feer hst during o n-r1ci of »roduction cutbacss,
the large contractors first r_d.ce tholr orders to thic saall subcentracto
whosu employcus =ro tnc first to fucl the offects of uncmployment. The auto-
motive, vloctrical ~ppliacc.s st stoel industrics are often cited as indus-
trial f1clds whore suct practices ccour.  In +he Tn1ted States, the attitude

on the pari of lzbo.r rionsg scens to te less eaot z1lly chargcd then 1t
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is in France, waerc subcontracting is ofte. openly used by (ndustrial c¢nter-
prises as a weapon 2gainst unions. In sonc industrics 1o *he Jnited Stetes

unions exercisc consideradble control zand this position scons *o flictunte

o

with gener=zl economice conditions. Ia sole £25¢D, wailons ~etuxlly Tavour
subcontracting wicn 1t 1s possitle to gala job spportunitics for thcir

b}

meabers 1n t.c suocontract:c.c caturorizées.

delther .do wor.ers empleycd oy tho contractors favoar subcontracting.
In the United States, large coitractors, im particul-~r in thie heavily indus-
trialized arcas ol the couatry  hove tonded (o resist the introductisn of
the subject of subcontracting 1o 1n0our negetint:icns. Yot 2 nuabor of
labour contracts do 1.clude clauscs governing subeontr cting csoeclally 1a
the autounotive and steel industrics wnich ~re hislhly .aionized.  1a the

gouthern arcos

)

f tie United brates, where unions rogoresent 2 s .zller pro-
portion of workers, tradc urion reproescatoiives foar thot sueceatracting
will reducc the amount of woric -wvaillable 1o union caovers in larse factiorics
in favour of non-union {lowzr p21d) woikers .aployoed by subcontractors. A
recent study of 211 .ejor l-cour contrzets {cther th:x railroad and airlice

industries) roevcaled that acarly onc-fourta of the cerccncnts in effect aade

some referance %o soucontractingo.
£

Suoccontracting, liie 211 1industriel relationships, c=i taxce plece under

oppressiv:z conditicns tazt ~re incoapatible with on ~dvenced industrial
structurc. Ye¢t soac of tal orovlems cre-ted by subccatracting, in particular

the undcsiravle social offects, may be notniag or. thon the normnl orovlums

created by industraiczlizetlor inp =y soclety. They repr scat potential un-

desirable side offcets of o larec.r, ore 1oportant cleaent - growtn 1na in-
dustrializatiou. Such provlens cw te cevrected,; anu often prevented, through

governmental and ot.er ilastitutions as well as “rivatc groups.
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CONDITIONS FOR SUBCONTRaCTLIG

Sizc, markct, leve] ~f technology

Histerieslly, sutcortracting nas dcveloped in the industrial countries
and, though t~ a much srallor wxtont, 1in thos. duvcloping countries which
have reach:d = rolatively olvanced stag. »f industrizlization or where large

industrics ~1 sulteble types exist.

The reascns for thisz arc juit. cvidert in the casc of icvilnping countries
having no iarge industrics ~r ir the casc of rountries, such as, for instance,
most of thc newly—indopendont rations ~f Africay whore no modern small=scale
industry c¢xistse In some cruntrics where pepulatinn and market, present and
prospcctive, are small, ~nd wnore rosources arc limited, fow large industries
will be sct up ard subcentrasiing will o limitod.  Sizo of the morked, hewever,
is & morc impartant consid. rotinn than rize of vopuleticn,. Some small countries
may, cithcr bicausc they beleng to o commer mrrkct, 7r becausc nf very favour-
able goographical lncatinn, have access te forcigr. markcts and may develop
lerge industrinl cotoblishments — zomo times with satcllite subcontracting
small firms - c¢ven it they 4o not have their own raw materials and have to

, I
process import:d oncs.i/

It ic probatl. that, in dovilsping countrics where the industrial struc—
ture includes beth larg 2nd snoll ostzblishments of suitable types, the
former de not subcontract with th. lotter mainly because of the inadcquate
quality, lani of specializntion, lack of appropriate ecquipment and defective

managemcrnt of the smell firms,

Under sabeontracting, any ~f these shortcomings could jeopardize the
production and asscmbly nporations of the large industrics. Whilc sub-
ocontracting with <fficicnt srall-scale industrics wculd invelve economies
for the large one, subcontracting with incfficient small firms would involve

appreciabl: lesscs and difficultiese

A basir acnditi~n fAr subrontrecting, thererore, is the existence of an

¢fficicnt modur: small industry scetor in lincs of production corruvsponding

g/ For ¢xample, Heng kong and Singaporce
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to the requirements of the large firms. In the absence of small industry
promotinn nrganizations and nf industrial ¢xtinsion centres providing assiste—
ance in te¢chnique and managoement, small industricl <c*ablishments are not
always avle to mcet the rathor stringent conditions in rospect of Juality,
tolerance and time »f delivery, r quired by the contr-ctore The «xistoenecco

of compctent industrial  x*. nsion coiatres is the refore on important factor

for the duvilepment »f subeontracting ir the Aoy laping countrios.

Even whor. such cuntros xist, a relatively lorg: time 10 nocded te
bring existin,; small=zc:l. industri- o to the lev 1 ot . fricicncy required
for the dcevilopment of subcentracting. In many cages, it 18 also niceesary

for the 1ndustriil xtinsion contre te ctimulete the - ~toblishment of new

v

spccinlized small subeontrocting firme. For this roasen, it is very unlikely
that, in many doevelnping cowntries, & large sndustry could be planned, from
the outscot, tr operate te 2ny sizabl wnt und-1 . subcontracting sut—up.

55
In most cascs it would have tr be larzoly 2o 1f=sufficicnt.

However, rot all subeontracting werk reguir:s execcptionally high skill
or epecialization, precision and quality. Hany simple items incerporated
in a large industiry's product may be manufacturcd to rolotively 1w aceept=
ance standards by very ordinary small firms having convertional cquipment
and avera;~ skillse Firms capable of manufzcturing such items arc found in
alvanccd and devieleping countrics nlike, throughout the werld., There is no
reason why simple parts and componints should not be produccd far large
industries by subcontractors, cvin in crurtrics at relatively carly S cages
of industrial dcvelopment, The number of such parts will urually be rather
small, and thc impact of =uch subcontracti:.:: will be limited, Howcver, it
may be a2 beginning, and thc volume and typc »f the subeantracting operations

may be expanded in the futurc,

It may be neted in this connexion that, in many dev.loping countrics,
small~scale industric: preducc = viricty »f parts »f autemobilen, tracters,
and othcr machincry, for the rcplacement markete Such parts ar. manufacturcd
for both import.d and demcitic products. While many ~f the onterpris.s weuld
not qualify for subcontracting with drmectic lares. producers besnuse of ine=
sufficient quality of product, thcy ~ffir much secope Inr becoming subcon-

tractors, ifa@sistance and support arermade available to them,
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Compulsory subcontracting

It has becn proposed somctimes that in ordcer to stimulate subcontracting
the goveraaent of ¢ developing country should use legal powers to Cnsure
that large industry :akes greator ase of facilitics nvaillable in small
factorice.  hether o governaent will find it csirablce or not to use a form
of compulsion on large iodu.tiry to lucrease subcontractiag will depend on
its gencral cconomic polleoy. la cconoaics waer: private entcrprise 1s well
dceveloped, governments goenertlly feol thet 1t 1s preferable to cllow such
relationships botween largc ond sm~1ll firas to develon of their own accord
and to restrict the role of th. goveriacnt 1o oroviding a favourable economic

climatc and conditions cnsuring tho growth of subcontracting.

However, whcre a govorntent 1s committed to an cconoaic policy whereby
it uses 1ts autnority and administrative aachinory to direct economic devel-
opment along lincs which 1t considers decsirzple, therc erc a number of ways
in which it can uxert 2 form of coipulslon to cxpend the volume of sub-
contracting. Tho goveraichts of several devoloping coungrics have cntered
into binding ogrecments witn lerge forolgn industrial gsroupings, under which
they cllow tiem to set up arnufacturing operations 1a their countries only
on the condition thet thoy will undertace witnla a snecificd period of time
to subcontract 2 fixed percuntags, usually substanticl, of thc total manu-
facturc of tho product to loc-l firms. This hos beea tho case of, for
examplc, tue lurge autowmobilu panufacturing enterpriscs in certain Latin

Ancrican countrivs anda in isracl.

Another forim of compulsion — uu.d for cxplo 1a the United States -
is to operatc the powerful lastruaent of govern it purchascs in such a
way as to ensurc tnat o givea sercentage of the valuc of the 1tems ordered

by govern.cnts or governacnt-controlled organizations 1s subeontracted to
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small firms. Som. use of the weapon of withholding government purchescs
from firas that do not make sufficient offorts to supeontrict has ooen
made in Indin.  Since 1 various developins eovrtrioe the role of tho
governacnt wiohan the ccouomy o age dly v sieirie witorwd eovors not
only dircet governacnt activitios bt oo doloie o Sadias, bhe operation

of public ut. litics, ~na oftia of puaclic coroor tiong Soaswed o .

and manufactuaring, too oo Or governnott oarchasl. s cowid 1o gome situntions

bc a2 powerful iostruacat to oro ot

oL heon Lo oL,

Another acthod weeroby over. ot oowore L b Lsod to <xpand sub-
contracting by lerse wndustrys 1o revidod Coorttaztions where the sovernaent
dircctly wpproves or rojocts ordpesals o oxparsion ool tie oot blishicnt
of ncw frcilitices Josy soverioects 1 dovelovr s Goontrieg have tbals
POWCT 11 Ovs war or twotior, waotuer threach tie srantiag or vithholdin
of concussious or privilorcs of toproush 155 11000 licung.e L vapory the ro-
quired machincry. In 1l thcse situztio o wiere too covernaont 1o the fiaal
arbitor, whether to give or withh bd i coprovl of o e corperation's
expansion plans, 1t 12 10 o2 positica o wnsur. that 1! vallobic tacilitics
existing in ta. countr; ar. utilizeds  [E o thorofare rasion thnt Al
opportuniti. o of cubcontractins ro rusorted to Gefore nou weilitios, which

1n most cascs 1nvolve the cxocaditire of scare. Corcoig. cxchagre, we created.

All thes. actiods of usin cempulsion to 1ncreas. the cmount of cub-
contracting have their liairtations.  Thoy coneraliy Jo not nroduce the desired
results unless saali-gseale wndustrics 10 L. couwntry o s fticiently devel-
oped and arc given thic neo. Liory supoort oo sorve as efficlont sabeontract rs.
No govermment can succevd o Loecin s Larger cotororises o 8 beontract weri
to 1nefficient suvconirnctors un~ilo to aairntown ~doquat. standards of pueality
and dcfaulting continuously 10 delivery scacd los.  liewever, wiere snal
industrics »f tic reouired stacdards do cxast, a4 ocertoan acciat of governnent

compulsion on larse contractors whc would otlicrwise he reluctant to sube

contract can L. consider.d.
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Productions suited to subcoatracting

A most iaportant condition of subcontracting - other conditions being

equal - 18 the existence of large—scale [irms in certain types of industry.

Al though suocontracting 1is nrevalent 1 certain industrial activities,
it may be prrciised to varying cxtents ain a varicty of scctors. With some
exceptions, ~ :h «nx cortayr chouleal industrics whore integration 1s a
technological rcquirument, . degroo of subcontracting nay be found in differ-
ent types of 1adustrics which arc exposed to competitive pressures and have
optimum sizes dictated by tecehnological and economic congiderations.
Historically, howover, come industrics have been wore involved 1n subcon-
tracting than others. This 1s thu casc of the automobile, ship-building,
acronautical construction industrics, clectrical houschold appliances, com-
puters ctc., »ll of whica usually consist of very large concerns nanufacturing
and asscmbling multi-component products of high coamplexity and requiring
many different production cquipment and techniques. A lighter industry in

which subcontracting has a very ancient tradition is watchma<ing.

In India, o nwiber of industrics and product lincs are considered by
the Governmcnt tc be particularly suitable for subcontracting betwecen large
and small industrics. Ia order to cncourage small c¢stablisnments to carry
out orders for largc industrics in tucsc scctors, a special definition of
mancillary small-scele industrics' has becn adoptcd. Thas definition (1n-
vestuents 1n fixed capital up to Rs.1 million (%133,330) ig more liberal
than that of small-scalc induetry in guneral (investment in fixed capital
up to Rs. 797,000 ($100,000)). Thus, ancillary industries romain entitled
t0 the various mcasures oi promotion and assistonce nrovided by the Govcrnment
(admission to industrial cstatcs, tcchnical ~ad managerial assistance from
small industry sorvice institutes, procurcment of aachincry under hire-purchase,
prefercntial purchasce of products under the Government stores purchase pro-
gramme, ctc. ), OVun/though their size mey be larger than that of non-ancillary

4
small pntcrprisus.‘y

j/ Whilo therc is no compulsory licensing of small-scale (and mediu-sized)
industries in India, voluntary rcgistration 1is possible - with the
Diroctor of Industrics for non-ancillary units aad with CSI0O for the
ancillary oncs.
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The industrics licted by the Indian Government as suitablc for subcon-
tracting are as follows:
(1) Industrial machinery, including zmong others:

(a) textile mochincery

) sugar mill nachincry

) chunical plants

(d) building und road construction machinery
) flour mill nachialry

) o1l .nll aechinery

(g) paper-asking plaits ~nd machinery

(2) Agricultural and carth-moving aachincry
(3) Machine tools
(4) Industrizl, scicntific and muchanical instruments
(5) Locomotives, rolling dock, ships aid zircraf
(6) Bicycles
(7) Boilers and steaa-geacrating plants
(8) Stcam ongincs turbincs and intcrnel combustion cngines
(9) Automobilcs
(10) Commercial office and houschold cquipment
{(11) Electrical inachiacry, vquipment ond appliances
(12) Telecovunication coulpment
(13) Industricl instrumcnts (clectrical)
(14) Radios aud clcctronic couipacat
(15) Air-conditioncrs ~ad cold-storege cquipment, including refrigerators
(16) 1fineral oil =nd petrolcum industries

A summery list of parts and components which can be subcontracted under

several of thesc catcgorics will be found in an anncx.
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MEASURLS TO PROMOTE SUBCONTRACTING IN THE DEVELOPING COUNIRIES

The decisien to subscontract or not to subcontract is always taken by
large companics. Small enterprises may offer their scrvices, but the final
decisinn is taken by the contractor., The decisive consideration is therefore
whether, in the view nf the large compiny, it and it alone, will benefit from

subcontracting or not.

In making this dccisic., the contractor may be hampercd by lack of in-
formation or bv prcjudice. Even in the industrial countries, the lack of
information on thosc rmallcr firms which arc able te carry cut subcontract
orders is considerable, and the means usually relied upen to find such firms
do not always yield prompt or satisfactnry resulte. Managers of large firms
resort to consulting dircctorics and tradc publicatirns, place advertisements
in trade papers and roviews, inquire with profissional assoclations, chambers
of commerce and even with competitors. 1t is mainly because ~f the inadequacy
of infnrmatinn in industrial countrics that subcontracting exchanges have come
into existence there. Some more calightencd firms arrange exhibitipns of parts
and componcnts for subcontract and cven subcontracteris feirs, with demon-
strators and snccialized personncl able to provide ieckaical and cconomic
guidancc. In gencral, however, the subcontracting warket, c¢ven where sub-
contrecting is widespread, is ponrly organized and there are rcasons for
thinking that, in many irdustricl countrics, it could be eonsiderably broadened
and improved. Oubrontracting exchanges have becen tried, with a varying
measure of succoss, in o fuw countrics only, and the possibility of organizing
international n~r rcgional subecorntracting, in particular in countries members
of a common markct, has bees envisaged only voiy rceeently and in a preliminary

waYy.e

In the develnping countrics, lack of knowledge of potential subcontractors
may be aggravatcd by prejudicc against small industirics. This may often be
bascd on unsatisfactory actual cxperience, and the adoption of a generally
adverse attitude towards giving orders to small-scale industries 1s, under-

standably, the rcesult. Sclicitations by smali establishments may be hampered

by their own lack of knowledze nf the requirements of large industries, and
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rebuffs by the latter can only discourage any further attempts by the former,

In the develnping countrics whore subceontrecting is prssible, the pewer
of dceision will evidently, an everywhere lsey be vested in the large firvms,
However, the Government will have o most mpertant role te play 1n ercatang
conditions inducing large firms tn placc more ~rderse  The actien hy the
Government - cspecially 1 the industrial cxtonsion Ggeneles = will need te b
supplemented by the larce “wdvstricoc themse lves.  Some :nstruments of pro=
motion such as the subcontracting cxchanges which, 1n mest industrial countricys,
are operated by private groups (cmployor's fud(?ntlﬂnﬂ), will probably nced,
in the developing countrics, teo be sponsored by gevernment agenciys, As
industrialization proceeds, the senpc for actinn by private groups will un=—

doubtedly incrcasc in the developing coruntrics.

The role of the Government

The role nf the Govornment in promoting subcontracting will vary
according te the desrec of planning ~r of laisscz-~faire characterizing its
development pnlicics. 1In planncd cconomics in which privote investment in
large industrial projcets is subjuet to government control, the establishment
of small subcontracting cnterpriscs can b dovetailed with the cstablishment

of large plarts from the planning stage,

Compulsory subcontrac.uing, te which rfercnec has boen made carlicr,
may be more casily set up in such ceonomie s, provided of course that govern—

ment agencies arc able to give subcontractors the neeessary support,

In a number of doveloping countries, heavy industry and large mechanical
and electrical engincoring o.iong vo the public sceter or to mixed companics
with goverrment vwarticimat an,  Subeontructing can thor be planncd by the

Government as an intcgral part of the large industrial pro ject,

Even when certain industrial secters arc not reserved to the Government,
large industries, in some developing countrics, arc usually set up cither with
government participatien o1 underl government control, There iz thus sceope -
other conditions being equal — for dircct promotinn ~f subcontracting by
the public authoritics in many countrics. In develsping countri.s where

private enterprise predominates, subcontracting will somncr or later be
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practised - provided conditicns for its Jevelcpment are met - becausc of 1is
efficiency and beecruse larg. irms have inter.st in reserting to it. But 1t
should always be ur tn the Gevernment te ~rozte those conditicons fer which it

is ruspensitle.

Pcrhaps the mest impcrtant acticn incwrnbent ~n the Jov.rrment is the
provisicn of industrizl :xtoisicn scrvices to umallesoile industrics. This

igs ceonsidered in mero actails in che next seotiosna
Othur measuris may incluue:

(a) Adeoption of = pelicy ani programme facilitating the development
of ancillary uritr, by troviiins incintives te large entcrprises
licensed by the Gevirnment =awd tr large orntractors tendering
for goverament _urchases tn cubcontract part o7 their aroduction
19 small urite, srd by rroviding sevistonce to the latter.

(b) The adoptirr. A% = special dcrfiniticrn ~f zncillary industries with
ce1linge ~r empleymert and/-r inveutmen® higher than those apply-
ing to ather small-s-ele indurtri s. The purpese ~f such a de-
finitien ic to alls~w subecontracters t~ -veil themeclves of the
benefits provided by the sdevernment, oven though thelr size may
be larg.r than that ~f prnearcillary smzll-seclc industrics.

(c) The introducticr ~ =i ~ppropriate a2y 3ystorn, the tax or value
added beirn s the nost favouratle to subcontracting. Under this
system, which is practiszed in rrance and seme ~ther Common Market

- countries, the contracter ozn deduct frorm his ~wr taxes the value
nf the purchasc tax inveicen tr hir by his subconiractors. Each
producer pays tax only on the besis of the value ~f his »wn pro-
duction. Nther nyctems ~7 ~ommedity taxatiorn, such 25 sales tax,

excise duty, turncver tax, <tece. result in cumulative imprsition
regardless cof the number o1 manufacturing preocosses, znd are not
favourable 1t~ subcontracting. OSuch systers have a heavy impact

on the final payer and penalize firme wailch have 'to pay tax on

tax (taxati-n e¢n ra

— -

rade) for transactions with cach other. The

existence ~f taxation or. valuce added is net oo basic condition of
subcontracting, though it remeves barriers te its devclopment,

Subcontracting is practised in countries having a cumulative tax
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system, but thec disadvantagc of higher taxatien is ~ffeet by
the cconomies of lower costs and better utilizaticn of equlp-
ment.

(a) Acceleratvﬂldeprcciatinn ~llowances on new cquipment nd
machincry.ﬁi

(e) Exemption or roductien from impert dutics or machinery rniceded
by small subcontracting enterprices (esjpecizily 1t the activities
of subciitrictoL. .riiadie LLperu substitution),

(f) Spceial finencing freilitics ani/er subridi-s for rrocureme it
of machinery and for working capital,

(g) Allocatior »f scarce raw ratirizls te sucerntrachtars with the

same prinrity on I'nr the ~~riracteors,

It will zlsc bo the resparsitiiity ~f the Government to adopt measures
to protect small-sczle indwstries f1-m ~busive practices ~n the part of the
contractors. 1r Japarn, fr1 inctance, the Javernment incorperated in the
Basic Law of 5rall DBusiness, 123, = number ~f regulaticns tn prohibit in-
equitable or unfair practicos oy crrtractors, such ar: unfalr discount;
compulsory purchisc; retaliztory acts; iemanding payment for raw materials
or other gondi at an unduly carly iate. The lew prevides that a centractor
must pay interest on arrears at o stipulated rete te = subcentractor if 60
days have elapscl cince the lzte of iclivery o7 the ,cerds. TH alarify sub-
contractnr dealings, the contractor is rbliged te deliver a letter to the
subcontracter stating clearly the nature »f the nrder, 115 value, date and

method ~f payment,

€/ In cases in which the prices of some major items like automnbiles and
tractors arc fixed by the Government, inicrest and depreciation on
carital investment in plant and machincry arce sometimes considered as
elements of overheads This enccuragesz large <ntrepreneurs te set up
plant in their ~wn factory te produce themsclve: as many components
as possible, instead ~f subsontracting with cutcide firms. Price
fixation of such items on the bacic of, “edey Similer imported 1tems,
irrespcctive of loacil enst »f plant and mzchinery, might be preferable,
Such a system would not ~rnly crenurage subcontracting but would also
contribute to = more cffective use ~7 capacity ~f many factories -
small, medium and large,
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The oentraster io alse roguired te grepore and maintain a decument recerding
th. whrle process from the delivery ~f geode tc thelr payment. Scre of thesc
measures hove alsc been adrptedl in other countricse

T~ erf~re. the law, the Japancse Fair Trade Comrmissisn rejucsts reports
from onntracteors, and if “ny buscs 2o Sulpectod .t n°nducts spot inspection
nf erternrises, In less thon & year's time orfter the introducticn of the

-

legislation, aryreximately le, 70 .siablishmonte of Lursz. contracters were
reguir d te cubpit rccuments An ehelr subcentracting activitles and zbout
1,50C establivhre roceivad spet investioaticns.  about 1,000 establishments

were feund comm. tiing some foudt ard were given cerrective advice.

The rele ot ir.dactrlag TLonEic ontres

Pre main Twneticn ~f iriastrial st or3icn centros (else called small
industry corvico institutcs, sooll industry cdvisory ountres, ¢tcs) is to
stimulite the < tabiichament ~f aow small inductrizl orterpric.s 2nd o wodern—
ize =xisting ~ncs thrcugh = variety ~f measures ci premotion and ascistance.
Thes. irclude the proparation ~f foeusitility and pre=invertiment studies, of
"model schemes™ ~r "inausiry frot sheets?, azcistances wnd trainirg in technique,

managemer.t and wark ting, froooilitation of firancing, and 80 nn.

i

Ir mest dovolopins erwntrics, the industrial o¥tersien cerntre would be
the natural o oney for pronctir: sabeentristing Lo iwoen large and smell in=
dustries. Itz wviry tuncil~one, whish sur 1t 1 dnily ooptact with small
¢stablishmernts, plzcoo 1t irn » unique prsiti-. te gathor informatirn not only
on the machin ry =nd cquipment =veiletle :in 3mell urnits, but alsc o their
skills, cpicializatirrs nnd guality ~f preductione  Mezi -~ oniros would be
able t7 c¢stablish 2 rigistor ecorntalnine this typc »~1r informatiern and to function
to some extert 5 o subcentrzeting oxchange. As will b 3cen below, the

establishment ~f =n exchange weuld be justiiied reirly in tewns or regions

Wwith largce cqrnoertrations of cmall-crole industrics tihere the number of
small cstablishments - - ‘cially those abic t~ cerve as subcentractors = 1is

not excessive, the industricl oxtonsier centre sheuld be able to colleet and
keep up tn date the infermation cr. o systemotic basis and te serve as a

clearing housc tn bring together demand and supply for subcontradting operations.

The centre weuld establish contact with large unaertakings to find out require—
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The Small Dusiness Adnministration (3Da) of the United States carries
out activities of f=zr broader =cope thor cucse nndertacen by industrial
extension ceatrci. oSince 1953, s 584 has besn promoting sirall-scale
industry tnrough v rioun mezsures including [inancial assistance, manage-—
ment and sechnicsl 2881, tanco, procurement assis.ance designed to give small
industry a { ir zh oo of Jevorroment osurchases, i/researéh studies and so on.
[hese mMeuLsSures are AVZllavle (C 3MALl enter riscs in general, 1ncluding
gubcontractors. Special me.anrses for soscoiniracters include racilitation
of contracts betuecen lar,;: and small ~ompanies. he Small Business Ad-
ministrasion bas cornvinced severnl of the large -t purchasing offices to
include in many of ke c-sic contracte specific provisions that subcon=-
tracting ill e uadertaten wits small fairme by large prime contractors. -/
The agency his devised a ‘nertifisat: of compeisncy’ programme whereby an
officer ~f the Adminisir.tisn will inspect the premises of small firms and
certify their techrnical ana financinl capakbility to carry out a ccntfact.
Subcontracting 1s further encouraged by jovernment-sponsored “contract
opportunity meelings® whica are hela tnroughout the ccuntry in order to
bring together zovorament contrac ang officers and reprusentatives of

hoth large and small firns to ilesrn about the Government's needs, buying

methods and Yiading pronedures.

Tne role of large-scsle udusiry

Despite 1t5 ~cst and irconvenience, tecinical assistance is sometimes
given to subconiraciors Ly larme—scale industry in the industirial countries.
Contractors usually suplly ranings and blue-prints; occasionally, they
also make avarlable the sorvices of angineers to give initial guidance,
and of inspectors o checs gquality, expedite nroductinn and maintain
schedules., arrangements tc enable subcontractors te produce under patents
or licences ne<d cften to ve mads. The effert and expense -1nvolved by
guch practices are evidently lergely compensated by thc over-all savings

resulting frou subcceniracting.

1/ On the pclicices and pri~tices of India and the United Statles in the
field »I Gevernment-=procurement see "Promotion of Small-scale Industries
througn Goverrmert Purchasing', by Kennard Jeddell, in Industrialization
and Productivity, bulletin Lo.l? (Sales No.: E.68.I11.8.3).

§/ A c1milar syerem Lo practised 1n India by the Directorate General of
Supplies and Disposals.




In the¢ developing countries, ihe large industries wculd prcbably have
to do even more. Although, as mentioned in the preceding para,rarhz, the
industrial extension centre — where 1t exisis - should play ~ major rcle
in the provision of technical and managerial assis‘ance and of common
service facilities, thuc contracter woulid st:1l noed v ;1ve nelp unobtain-
able from an;- cther scurce., wher. row materials are 1n shert supply, pro-
vision by the con.racior me, te neccssarye. Swecialized technical know-how
may be availablc onl; in *he large company snd ‘cchnical assistance may
need to go beyond initizl idunce; training courses in specialized toche
niques and in quality control may have teo be provided by the contractor,
Special tocling f.cilities and cther equipment Ny

.....

Lave to be leaced to
subcontractors by the givir of ecrders. It Lo conceivable that, in some
cases, some forms of financial assistance, help in eltiinin- machinery,
leasing of premises or other hely in csecurin: physical facilities to a

growing small firm need to be provided Ly the conirictor.

Assist’nce may - and does - go even Ueyonl thate Pateraalism is
8till, in many countrics, a strong motivation of the mznagerial policies
of some big companies. The nutual advantages of pavcrnalistic policies -
as seen by the management of the large company — are not necessarily
limited to the rel.tionship betuecen tine lerge firm and 1is employees, but
may well be extended ic thosc bLetween the firm ang its subcontractors.
It is conceivable th~t, from the standpoint of the lurge company, provision
of finance, macninery, premises and even of factories in "ancillary’!

indugtrisl estiates may be a cosi ensuring sccurity through subservience.

The quesiion whether the strengthening of small-scale industries
through paternalistic pclicies on the part of bir companlies is, especially
in the devcloping countries, a desirable or an undesirsable feature is
beyond the scope of tho pricent report. The only conclusinns which may be
drawn herc are that larze companies will have to 40 more for their sub-
contractors in the developing countrics than in the more advaroed ones; and

that, as a rule, they will provide those scrvices which industrial extension

centres are unable to supply.




Subquppaqp;ggnnghagggg

In recent years, a new type of facility to promote subcontracting -
the subcontractine ex~hzaze, also called engineering capacity exchange -
has been estaclished 1n 2 f2v Lest Juropean industrial cowitries - France,
the idetherlsads, the “nited .iardoa, opcla zad Sweden, and projects are
being considered ia some ~taer countries — argentine, Chile, Greece, India
and Turiey. oli these coo oles have @i waportait small industry sector and
it 15 the lack of information on the capacity whicn it could make availatle
for subcontractin,s work tiizt leads to the creation of exchanges; wialch are

olearing houscs for bringiiy, together dema.d and sipply for such transactions.

A subcontraciing exchanse is, casically; a si1:cle facility consisting
of a card-izdex system, a2 telepioie and a snall steff. suaple as tae facil-
ity may be, the cerd-index cyste . coctziniag informeticn on the capacity and
gpecializatio. of small firas aust de quite elaborate and mist e continuously
kept up to date. The staff should consist of an e2xperienced engineer heading
the exchange, an assistant ~.d scme clericzl pursonnel. The head cf the ex-
change sinould present ar unusuzl combinaticr of abtulities: advanced kiow-
ledge of technologies, thoroush administrative sxkill, and telent 1n public
relations, even in dipluomacy. .le should have first-hand rnowledge of the
enterprises which he siould bring togetier, zand of thelr requiremeuts and re-
gsources. ThQS; the systea is siaople, but it 1s not simple to set 1t up and
operate it.)/

subcontracting exchanges were first establisied in IFrance about 15 years
ago, under Governaent sponsorship. Because of insufficient use of their .-
facilities, iany of taem were closed, rnd the remaining ones were taken over
by employers! federatinns. The excihanges currently in operation function on
a broad regional basis. Some provide managemeat consultaicy in addition to

their main task.

In Sweden, 2 central suobcontracting office set up in Stockholm provides
services on o nntlon-wide lasis. Very recently, its services were extended
to cover the other tinree Scondinavian countries - Denuark, [Minland and
Horway - with wnich Swedon co—-operates in the dordic Union. As in France,

the office 1s operated ny the ewployers' federation.

4

See '"Tie Subcontracting Bxcnange' by B. Ldwards,; Document ID/WG.41/8 -
CD/PLE (62)1C.
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In the United lLingdom, two cxchanges — one 1in London snd one 1 the

lMidlunds ~ are opsrated as commercinzl, profit-wotivated veat:ires.

In the .ctherlands, a surcontractines oxchanse o Jder tie name of BOTU

(B’e‘v_o‘r‘d_e‘rmf; underlinge Toelevering en {itbesteding) 15 operated by the

[, N -

Hetal Industri:s l-deration centered in Cil+hoven weor trecht.

There 1s undoubtedly zcope for subeontracting cxchouwwros in those dovel-
oping countri 3 vier. ool oary polofionsning ona be proaotad on o large
scale. gt protobly, the exchanges would aeed to be sct up under Government
gponsorshilp and woulid malntals the closest poussitle relationshnlpy with in-
dustrial extens.on centres. i view »f the decisive rele of technical and
manageriel assistance 1n tac developucnt of subceoutracting, there would often

be advantrges 1f the exchanr:s were operated by the contres.

It has been suggested, In connexion with t.o closing down of several
exchanges 1n rrance, and wit. the underiaking by the survivin oncs of man—
agement and tecinical couascliing: in additics to their bisic elearing house
activities, that the cxchange was 2 sclf-destreying instrument. Once firms
have becn brought together, thcy tead 1o continue to worik togouther without
further calls on the exchang: and, ntter 2 few years, the uscfulness of the
exchange comes tc ar end - its tasik has been fulfilled.  This vicw, however,
18 likely to ke 1ncorrect 1n = perspective of long—toerw srowth of i1ndustry,
both large and small, in which the ngeds for inter-industry scrvicing will
themsgelves pgrow ~nd becume 1acreasingly diversified: the need for information
on capacity availeablc for gubcontractin- will not decliine 1 sach a casc.
What probably heoppened in France wes that too amny exchances, cach of which
covered too small a territory, werc oviginaolly sct up, and that the dis-
appearancce ~f o auvher of £ o4 wag 40 mere te this reascn thian to the lack

or slackening of over-all demand.

In other developins countrics, their functions could be assumed by the
industrial extension cenvres as one among thelr various activiticsg, without

setting up a special 1nstitution #znd evolving claborate methods and procedures.

Ancillary industrial estates

Specialized industriel estates for subcontractors have been set up 1in

India and Japan. In India, the Hindustan Machine Tools factory (il.M.T.) in
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Bangalorc, a public-scctor undertaking, bdbuilt in 1960 cin industrial cstate
for small enterpriscs manufacturing parts, components, castings, forgings,
accessories and packlng crses for machine tools. nbout 50 small units
selected by i{.I%.T. occupy fectorics of thirec diffcerent sizes - 1,500, 3,000
and 4,500 square fect (133, 2/, and 41¢ square antres), reated on rcasoncble
terms.  .00.T. nrovides v iterizls aad stores ot cost plus overhead free
techniczl advic. [or sotting wo the winit 2nd for manufacturing the parts and
components ordcred by it, training of workers nt a nomiaal charge, and
technical inspection, tooling and testing at moderats cost. wll the machinery
of the subcontrzcturs is ownced by them; wuch of it wne obtolned on Lire-
purchase from thc ucational Sunli Industrics Corporation, den.T. standing
surcty for regulns payauit on behall of $ae zacillary units, thercby reducing

he amount of normal carncst aomey froa 20 to H per cent,

the occupents are under oo obligntion to execute all the orders given
by i.11.7. at rotes fixed by the coascny for propristory i1tems and articles
in substitution of imports. Tor iadigenously procurzble items, HLILT. in-
vites open tenders [rom firas 1. and outside of the estetc and the ratcs are
fixed on tae lowest offer. Preforeace nowever, is given to ancillary units
in the ustatc in reerrd to rate as well =z orders'! placement. For instance,
if the lowest tender is From oo outside firs wialch happers to be large-scale,
a price prefercnce up to o waximum of 10 pur cent dis givea te tie unit in
the cstatc. In sowc cescs, . .T. negotiates the order with the ancillary
units in t.c cstate o that tiic order cen Lo distributed at the lowest rate
between thie cstate unit ~ad the outside firm.  This is found to be advan-
tageous by i.0..7. sinc: it ecan depond on wors than onc source for supply in
case the uutcide anitsn are unabic to acet delivery schedules.  also, 1in-
spection is facilitated if the orders arc cxecuted by anits in the cstate.
The units in the estate way use twir surplus capacity to .anufacturc for

the open marbtet.

The units on tuc voagalore ancillary cstate arc cvidently "captive!
from a bhusiness and sanegument standpoiunt, but tiey are well-equipped, use
advanced technologies and produce items of very high quality. It is difficult
to say whethor H.i..T. set up the cstate becausc of government directives so

as to provide a demonstration of what could be done to promote the development
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of ancillary relationships: or whether the large factory considercd 1tsclf
that 1t could not obtain the parts 1t necded, in tae required volume,
quality and time, from cxisting unite in lysorec itate or ~ther nearby
states, and had thereforc to resort to tiac industrizl cstate as tae only

means of achieving tiais result. Uerhaps both reasons uxplain the project.

In 1967-1968, tlic occupents of tice cstate produced at the cxtremely
low ratc of =zbout 15 per cent of capacity. The main reason was cvidently
the reccession which cut short new 1nvestment znd dewmand for producers goods
in the country. [t 1s quitc probable that the ancillory wnirts of Holl.T.
suffered more than the average small-scal. industry i Indin, since H.MLGT.
was itself seriously offcected by the recession and grssed 1L on to its sub-
contractors. The situation .alght however neve been diffcerent in an industry
manufacturing durables of other typcs, less affccted by the slow-down,; but
the fact remains tiaat captive subcontroctors siharce worce dircctly both the

fortunes and the vicissitudes of thelr "porent" companies.

Another ancillary industrial cstate has becn set up in Madras with the
help of a private manufacturcr - Inficld - India, a major producer of motor
cycles and scooters and of cngines for industrial ond agricultural use. In
1961, Infield assisted in setting up & co-operative industrial estate for
its subcontractors. The co-opcrative built 20 factorivs on thc estate, of
a total covered area of 60,000 squarc feet (9,574 square metres), with finan-
cial assistance from tiic Governmeat and frow tic large fiem. Gnfield built
a tool room with thc neccssary machincery, which supplies tuc occupants with
dies, jigs, fixturcs ond other toolings. The coapany provides process sheets,
drawings and specificationz: technical assistence in sclection, installation
and maintenance of machincry, in production and 1n1 quality control as well as
in production plaaning and schiecduliig, and raw wmaterials when the units are
unablc to obtain them from other sources. [Pinancisl assistance is given by
the compeny in the form of advance peyment towards uncxpected capital oxpen-—
diture such as ai incrcasc in the cost of wmachincry, the advance payment is
recovered from the units in instalircnts. The purchase prices of the parts

and componcnts arc fixed according to mutuclly agreed formulae; payments are

made¢ against delivery.
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infield 1s reportzd to purchase from the small-sccls scctor 1650 parts
and componuiits valued =t le.2C million out of 2000 perts and componcits
valucd at Rs. 25 million the roaciader is purchasced from the large-scale
gector. onficld subcontracts with 547 waternrisce, of which 450 arc small-

geale and ¢ ar: large-scnle industries.

The case. of poficld 1g provabiy wore sienificant for the promotion of
subcontractine i tas dcvel nirg ceuttrics thaa thel of "LLM.T. As a rule,
largc industrial cnterprascs, whether publicly- or privately-owned, would
not consider bearing themselves all or the largest part of the sizablc invest-
ment costs of developiiys land aad building the standard factorics of an
industrizl estate.  On the other hand, giving assistaacs Lo privatce groups,
especially co-operatives, 1a developing their own industrial cstates in the
vicinity of the large plant, may be an cnlightoncd form of sclf-interest on
the part of the contractor. It is likely, however; tiat in developing
ccuntrics where ao or very fow government-sponsorcd industrial cstetes exist,
it would be hardly possible to encourage tic devcelopment of co-operative
estates at such an carly stage. The expericrnce of India incicates that co-
opcrative industrinl estates could develop orly after tnc government-sponsored
industrial cstete prograamc deucastrated 1ts worth.  Thoere are reasons for
believing that, with proper support froa the Governiment of lndie, moi. pri-
vate large companies could be iaduccd to help 1in sctting up co-operstive
ancillary estatus, ond that such developaents could also be gxpected, some
time in the fature, 1. other countrics having iloportant government programmes

for the establishiient of industrial cstates.

In Japan, wierc co-operative assuciations in general, and subcontractors!
co-operatives in particular have become very iaportant, the Government has
given speccial cncouragement to tine cstablishment of co-operative ancillary

indusiricl custates.

As part of o general programme to encourage small industries to move to
. 10
special areas of the country~—{ loans arc extended to subcontractors! co-

operatives for acquiring and developing land and building factories in

| ———— S . o vo——— ¢ — ——

_yg/ In 1965, ©4 "factory arcas" wcere designatced as eligible for special
goverament assistance to smull-scale industrics moving there; of these,
10 were allocated to groups of subcontractors vcloaging to the same
parcnt company: 12 to groups of small caterprises in need of modernization
at traditional producing centres; 13 to groups cvacuatced from over-

crowded districts, and 5) to groups evacuated becausc of 'public danage'.
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designated arcas. To be cligible, the co-operatives must consisi of at
least 20 cnterpriscs ongaged in the same kind of manufacturing or having
correlated activitics. Two thirds or more of the members of ihe cu—operative
should be companics with 2 capital of less tirn ope snillion yen {(USE 2, 800)
or employing less than 300 woriicrs. The proups scttling 1n the "factory
areas'" should belong to the same parcnt company. It 1o gqulte probable that
assistance fc the cstablishinent of thie ancillary cstatc is also provided

by the parent company.

The role of private groups

As stressed carlier, goverament-sponsored agencics such as the industrial
extenslon centres will play « major role in the promotion of subcontracting
in the developing countries. .uch support, howcver, can be expected from
private groups, such as tradc associations, chambers of commerce and 1ndustry

and co-operatives of subcontractors.

As a rulc; tradc associations, 1including federations and confederations
of small-scalc industrics, arc more concerned, in most countirics, with the
protection of the interests of their members than with thelr promotion. llost
of thesec organizations cngage primarily in unlon activitics and "lobbying"
with governments. These activities arc undoubtedly nccessary and useful,
but much would be gained if the trade organizations also cndeavoured to com-

plement tine promotional efforts of the government agencics.

[t 1s quite probable that, as tnc small-scale industry scctor grows in
the developing countrics, the resourcces of the industriul cxtension centres
will not expand in the seme proportion. It will be derirable for the Govern-
ment to encou-age measurcs of self-help by the swall producers. Tradc assoc-
lations and cuambers ot comucrcec could undoudtedly proviae some counselling
in techniquc, managemcnt and martceting, organize training cc;urses, wnderteks
market and other surveys, facilitatc filnancing, and so on~1~1/. wo far, hwwuvor,
in most developlng countrics, such orgeauizations have cither never considered
engaging 1in suci activitics or have been rcluctant to do so - for both organ-
izational and financial rcasons. The absciace of measurcs of cncourggement on

the part of the Government has probably also beun a factor.

1_1_/ In Denmerk, industrial associations providce scrvices to small firms through
their own consultants. Government subsidics cover about 50 per cent of
salarics and direct expenscs for such scrvices, the remaining 50 per coent
is covered by fees charged to client firms.
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There zro, however, reagons 1o Lelisve that trad. sassociations and
chanbers of andustr; could U2 induced to Lrovide some assistance in the
field of sutcontracting. Such srgenizaticns, wzpeclally when they include
industrics of «il sices oo sxaromsly well ,lze.l <0 nrovide information on
neceds and rusourcoes 1o tLolr rospective getzrapnical arcec, wd the facili-
tation ~f tronsacti.- o anons taclr aemiers wouwld nroiaily be corsiicred by
thenm 26 a o 1tionts activit . Tl facu thot, in 3ume countrics, members
of such orzanizatiz.s have csrecicr trust 10 thes tholl 10 sovernment agenclos
would be z contriviting factor. 1% 15 no sccident that, i Fraace, tac

detherlands znd 1o Dweacn, z.beontracting cxchanzor have heon sct up by

employcrs! fedorations, 1o toe Tmitzd Jlingdes, tac Znrincering Industrics

“

Association, i trade assoclzticon cf small cnginccering firme, regularly pub-
lishes bullotine riving winfornstien o cquipacnt zrrzcity availlacle ~nd
being offered vy nembers for s ocontrocting as well o5 details of work for

which subcontractors ar. tcing scught.

In many devieloping countrics, howoever. exchanges or clcaring housc
3 [~ ? 1]
functions would prebabl’, as siggested carlicr, nced to be set up or carried
out by cxtension ccatrcs, bat clese cc-operaticn with chanucrs and associations

could and should we achicved.,

Subcontraciors'! co-cparatives arc highly develcooed in Japan, particularly
1n the awtunotive, ciip-villiing and clectrical sppliance tadustries, wiere
thousands of subcontracter firims arce so orsmnized. These co-opuratives con—
duct a widc rzage of scrvices for tiivir aenbers irncluding assistence in
finance, cducation, inforaation, joint lzbour control,; joint purchasing,

Jjoint manafacturing el the li'c. Plnancinl asslstance to subcontractors

1s estimated to be provaded oy nearly O per cent of these co-operetives.
This 1s particularly significant .n view of the fact tihat payment conditions
by largec ccntractors hwola suc™ 1mportance to the sibcontractors. Financial
assistancc 15 ostly rendered ny discounting tills =nd re-lending leans.

The paper uscd for discounting c.oasists oo

&)

1y of bills r cecivable from large
enterprises.  Tost of tie subecontrnctors' co-operetives rely on the Central
penr. tor Commercial and luaustrial Co-oporatives bt vutain funds for lending

to their members. The co-operatives are also insiruaental in increasing the



productivity of their members through various menagenent and tcecanicel

agsistancc measurces and help in Sbtaining legasletive and othoer protective
benefits.

A particularly useful function that cculd be corricd out by private
groups would be tc help in drawing up subcontracting contractis, 1. rarticular

Ly providing well-informud locgal counscls.

The drewing up of 2 su.coniractlng contract represcats, like other
legal contracts, 2 privatc agreemont between the partivs wavolved., The
terms of refirenc., conditions 2nd policies with respect te the stipulations

agreced to will usually differ from case to casc.

y

The subtcontracting conditions wsy cover such t,pics o

v

30 Loron o gment
JTLSILT i l1cill rilpuent eondltilcas oaaccllation clause, guantity of orders?
varietions; liabilitizs accepted: i1asurance limtations: nrosecution of work,
delays etc.; surety bond; pernits, licenscs, fees, taxes otc.; changes,

additions and deductions: disputes, terms of labour agrcements.

Until subcontracting practiccs have preveiled in - country for some
time, during which a learning process 1s acquired, there will be occasional
malpractices carricd out Ly both contracters cad subcontractors. Thege mal-
practices might affect any of tac above 1tems. Trade ~ssoci~tions or assoc-
lations of subcontractors might hclp in tuc negotiations, might draw up uni-
form standards in legal mattcrs, znd might cven scrve =s arbitrators in dig-
putes. As statcd carlicr, suvie legislative action aight also ue necded to

correct abusmes.
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Ansicx Annex
. o R Pase 1
SUMMARY LIST OF PARTS AD COMPOJIAL TS
The parts and comporneats, t:e production of which Jay oe subcontracted
under the various categories 5f 1adustries listed by the Government of

India, include the fcllowins zmongs ctiers.

(1) Industrial sachinery

In this catezery, tie rroduction of the folicwing parts and components

grey 1iron castings - pup bodies, ULed pl-ted, gear

wheels ote
steel castings - rears, li.ers trackeis ete.
non-ferrous castings - busies, cearins~s 1:.cllers etc.
fabricatel coumponents - urackets, acuntine pails etc.
forgings - hzndles, Julori L, le.:oo ete.
complete co.aponents - cirellating ounps, fuas, blowers etc.

The value of sutcontracted items suca zs those listed above varies from
item to 1tem: in the average, 1t is estimatzd that 1% night account. in

1

India, for about 1C to 15 per cent of the tctzl cost of the coaplete machinery.

(2) agricultural and eerva-acviig nacih.aaery

Ttems that can te subcontractad 1 *..1

idler roilzars for arive

bronze bishes for rolliers a.d sorout wicels
U bolts for telting 1dler rollers

chains for drivers

bank rollers for zeiving zear rinm

hoigt and crowd-out ~lut-.: handles and levers
brake basds

pawls and ratcaets for woous

springs of various types

hoist gheaves

grease nipples

tractor guards

shafts of various sizes

oil seals

axles of various silzes

cylinder lines of various sizes

miscellanecus brackets, screws, bolts etc. ‘./‘
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t 18 estimated that the average value of subcontracted items of this
type wight reach in India about 15 to 20 per cent of the total value of

production.

(3) Machine-viols
Parts whic.. csni be sibecontracted for machine-tools lile milling
machines and lathes zie:
ilachine vices ecilrcular ranle, uiniversal 1ividing head and
toil stock, spur, level, and other types of gears
arbors
collets
three~ and four-jaw chucks
face plates and lathe carriers
steady rest, knuobs, pulleys

dead ceutre, revolving centre etc.

It 18 estinated that the average value of subcontracted parts and
components of this typs iight account for about 10 per cent of the value

of a2 machine tool.

(4) [Industrial, scientific and .ecianical instr. .ients

The components norially required under this industry group are:
bronze acd steel ulleys
soft brass
brass and stecl screws
brass staapings
cast 1ron stands
die-cast parts
perforated sheetr
fine wires anc springs
dials
low wattage electric motors etc.
It is estirmated that the average value of subcontracted components
might account for nearly 50 per cent of the output value of this industry

group.

/. |
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(5) Locomotives, rolling stock, ships and aircrafts
Parts and components that can be subcontracted in this industry group
include:
gauge cock fittings
boiler mountings
hand wheels
levers
handles
couplings
safety valves
axle hoxes etc.
Subcontracting of these parts and components might account for about
10 per cent of the value of the products. In India, nearly 211 subecontrating
units in this group supply almost =xclusively to asceablies. This may be

due to thc fact that the replacement mar.et for these 1tems is very limited.

(6) Bicycles

The bicycle industry 1s essentially an assembly industry and subcontract-
ing can account for 50 to 60 per ceat of the valuc of the couplete product.
Standardization and the consequent inter-change~bility of parts a.d components
have given iupetus to tne develop.c.it of this industry. The bicycle industry
1s claimed to be onehof those best suited for developuent on a geographically

. . A . . .
decentralized basis. There 1s also an 1amporta.t replacement warket in this

industry.

(7) Boilers and steam—generating plents

There are few large-seale manifwcturing units in this industry group
in India and the scope for suvcontracting nas so far uveen limited. It has
been estiaated that tlie value of couponents whicih could be manufactured by
subcontractors might amount to auvout 5 per cent in the case of puaps and

steam-generating plants and about 10 per cent in the case of boilers.

o/

- -

1/ A study of the contribution of small-scale industries to the production
of bicycles is being published by UNIDO under the title: Small-scalc

Manufacturing, Jo.1: Bicycles. 7
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(8) Steam cngines, turbines and intcrnal combusion cngines

e con.

Parts and components that can be subcontractud undcr this industry
group are:
forging stop to forging crank shaft conn._cting red, cam shaft
machining of croak shaft, cam chaft and conn.cting rod
mechining of liners and pistons
m1in bearing
valvee and valve guides
gudgeon pin, connccting rod bolts
stud and koy-scis
air and »il filter
fucl tank, silencer ond cther parts
Subcontroctin ~f thuso perts and compeonents might account for about
20 per cent of the value of cutpute
(9) Automobiles
It is well known that the asomobile industry offers wide scope for
subcontracting. In many ~ountrics, the percentage of the total value of
production of the nutemebile industry contributed by subcontracting units
is of about 99 t» 7 p.r conte. Following 15 a partial list of automobile
component purts, componcrts ard sub-a8soemblics which can be subcontracted:
Engines

piswunn

piston pins

piston pin bushings
piston piu retaincer rings
piston rings

crankshatt bearings (steel backed white metal or copper lead)
r« ller chein

valves

valve springs

roadiator

radiator cap

fucl tank cap

cxhaust muffler

exhaust pipe

tail pipc

fuel lines

carburctitor

fuel pump
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injection pump

fuel filter

oil filter

fuel hose

oil hose

air cleaner

cylinder casket (all types of casket and packings)

nozzles

nozzle holders

fiel pump <lements

delivery valves

thin walled bearings

ball bearings

bodcn cables

all types of oil scals

bolts, nuts, screws etce.

Clutch, transmission, propeller
shaft and differential

clutch platces

clutch focings

clutch cerbon or bearings
clutch spring

clutch precsurce plate
clutch cover

universal joint

propeller shaft
transmission bearings
digc wheuol

wheel bolte and nuts
front and rcar wheel bcarings
differcntial bearings

0il meals

brakec liners

greasc nipples

bolts, nuts, screws ctc.

Chassis framc, front axle
and stcering

leaf springs

spring brackcis, shackles, hangers (cast types)
shock absorbcrs

hydraulic brakc systcm
vacuum s.ive or air brakcs
brake cables

brake fluid

ball bcarings

rollcr becarings

taper roller bearings
bolts, nuts, scrows,etce
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Electrical Equipment

dynamos
starter motors

battery

starter cables

wiring harncss

ignition coil

sparkings nlu s

distributinit with vacuum control
voltapge regulator

all typcs of clectrical cables
all types of ignition switches
hcad lomps

tail lamps

side lamps

fog lamps

stop lamps

gpot liphts

control lamps

dircetion indicatoer

flashcrs

stop lamp switches

horn clectrical

horn buttons

electricel bulbs

bulb socketls

wind shicld wipers

clectrical fusces

eleectrical fusc boxes

contact brakce points

Rubber parts

tyres

tubes

flapn

fan belts

all types ni rubber hoscs

bulb horn

weather strip

door buffers and similar other rubbcr components
gilent block ~r resilient nountings

Body

door Locks

hinges

windows for bus and trucks

scats for bus and trucks

safuty plass (laminated or toughened)
window regulators

window ,-uides




ornamental fittings
upholstery materials
trimming matcrials

rear View mirrors

dash board instrumcnts
ammeter

speedoncter

flexible shafts for speedometers
0il pressur. jouge

fuel gougce

air prcisurc gauge
thermostat

paints, lacquer, varnishes
sun shadc

sun visor

luggage carricr

mascots and metifs

ash trays

door sandles

bolts, nuts, scrcws etce

Service equipment

tool kits

starter handle

tyre lcvers

mechanical and hydraulic jacks
hand andi foot tyre inflators
air pregsure (Quges
lubricating equipment

(10) Commercial office and houschold cquipment
Parts and componunts which could be manufactured in small-scale sub~
contracting units in this industry group include:
manulacturc of automatic 2and drawer locks
ball bewrings
paint manufacturing unit
plastic cane unit
castor wheels

label holders and handles
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manufacture of seam welded tubes
metal labels
machined screws and nuts

wooden frameo and handles.

The valuc of tliesc componeats wight vary from § to 50 per cent depending
on the major product. Th. scope for developaent seems to be 1mmense,

especially as electrical honschold equipaent becommes popular.

(11) Elecirical machinery, equipneit zad appliances

Important iteas of aachinery and coulpaent that come under this industry
group include motors, K transformers, switch gear, startcers, relays etc., all
of which offer great scope for subeontractinz units. I1 has been estimated
that parts anl conponcnis wort ~lout 0 per cent of the value of motors,
25 per cent of the valuc of traasformers and 50 per ceant of the value of

switch gear could be madc by subcontractiing units.

(12) Telecommunicationt quipment

There arc very few large-scale nanufaocturing units in this industry
group in India. The Indian Telephone lndustries, Bangalore, which is the
most important unit 1n this linc, has developed an ancillary unit to supply
cables, induction coil aid reley adjusting. The subcontracting unit is

located closc to tic parent vwnit, and supplies its entire production to 1it.
(13) lndustrial iastruicats (elecirical)

There are few largc—scale manufactaring units in this industry group

in India and subcontracting i1s little developed.

(14) Radios and e¢lectrouic equipaent

As in th~ case of bicrelae 4he radio receiver industry has benofited
by standardization and interchangeability of parts. It has been estimated
that conmponcnts and parts worth ebout 57 to 60 per cent of the cost of a
radio receiver could be supulied by subcontracting units.

(15) Air-conditioners and cold storage vquipment including
refrigerators

The parts and componcits which could be made by subcontracting units

in this industry group include:

oo/
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air filters

condensers and heat exchangers
cooling towers
nozzles for cooling towers
ducking
expansion valves
del ydration unit
cumpounu, pressure Lnd telaperature gauges
copper tubing with nipples etc.
relays
thermostat
It has becen estimated that these coaponents would account for about

15 to 20 per cuut of the value of the finished product.

(16) Mincral oil and petrolow idustries

This 1industry, and 1n particular the moaufacture of equipment for
marketing of rafincd petroleum proancts, is the latest addition to the
ligt drawn up for intensive development and only a fow small cnterprises

work as subcontractors.






