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Introduction

The importance of export oriented incustries in the industrialiszation
process of develcping countries has bcen analysed in a paper presented
by URIDO at the Third Session of UNCTAD which took place in Sartiago,
Chile, in April-bay 1972.y

It showed that, with the exception of six countries (Hong Kong,
Taiwan, Indis, Yugoslavis, Nexico, Republic of Korea) which represent
slons nearly 604 of export of selected manufactured gcods from
developing countries, the progress made by the remaining developing
countries in expanding export of mamufactures have been very limited
and not compared with the incresse of industrial production.

The need for export oriented dustry in a stretegy of
industrialisastion of developing oountries have been widely scoepted
a8 en addition to the poseidbilities offered by import substitution
industries. In order to help manufacturing entorprises of developing
countries 0 increase their capability of entering into world trede,
two types of separate yet ocomplemsntary action are proposed by the
two U¥ organisations dealing with trade of mamufactured goods,

UNCMD and UNIDO,

UNCTAD, in the past recent years, has exerted major efforts
towards the sstablishment of preferemtial tariff qst'em Zor goods
originsted from less developed courmtries to be exported in
industrialized countries' markets, OSimilerly assistpnoo hes Lokl .
mede availebler to provide_these producer:s with merketing and market
intelligonce., Also governments' involve.~nt in export promot ion
has becn substantially increascd and ¢’~rts wera geared to the
estadlishment of expnrt incentives and the ~rcation of export
promotion ingtitules.

UNI hos ooamplanerted thoso prozreames Wi'll Weré CONCys-: OT .|
t~words market acleseitility wiih solutioas and sssictcnce for s
not of oLwsiacles origirstisg from the products tharscives.
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These obatacles were represented by the insufficient level of
sophistication and quality frequently encountered in products from
developing countries, the inexistcnce of an efficient commercial
and after—sales servicing coupled with some reluctance of consumers
in the industrialized world in mocepting goods with trademarks from
developinz countries.

International industrial co—operation between entervrisca oan
help developing countries to overcome these obstacles and implement
an export oriemted sirategy of industrialization. Such co-operstion
oan take many forms from licensing to joim vemtures. This document
will concentrate on International Subcontracting, &s not only an
agreement to mamufacture parts anc components but also to transfer
the production for marmufacturing or assembling finighed products
under the specifications and the trademarks of & principal contrector.

This type of jnternational co—operation between firms offer an
in-built solution of technolozy and knovhow problems. It is in fect
the interest of the principal contrector in transferring to the
subcontractor all possible information and helping him with techiiral
and wanagerisl assistance so that the production of tho latter is in
accordance with his requirements. As to the problem of market, the
componente or products manuTactured under a subcontracting agreenert
are channelled to the consumer through the pre—existent distribution
channels of the main contractor. This constitutes a definite advantage
for the subcontractor who can concentrete on the manutacturing
operations without direct involvement in market and after-salos
techniques.

This sort of agrcement is an iicreasingly common practice in

the business sorld especially when the increesiny cost of labour
in industrialiscd countrics on the onc hand, and suffioiunt level
of productivity achievod in developing cowrries, on the other, provide
s strong stimulus and the necessary clemcnus for the reciprocal
involvemant .
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‘The Conoept of Interm~tional Subconiracting

Subcontracting, aleo called coniract manmufacturiry:, oan be
deofined as a contractual arrangciient between two fimms Ly which
the subcontractor exccutes an order to produce, manufacture or
assamblo parts, components or iinisiied products aocordir;; to taec

roquirements or technical specificatiorns of the main contractor.

The basic structurc of subcontrecting is the mutual dopendency
of the two partncre. The coxt-a:ctor substitutos his own manufacturing
process with tho production of the subcontractor and rclies for the
contimuity of his own production on th¢ performances of his partner.

The degrec of dependency of the subcontractor is however greater
a8 ke is in debt for the know-how, technology and acceas to the
market to the contractor., This dopendency varies considerably
whother the subcontracting &;rccment covers the production of only
parta or compononts or il it contamplatcs the assombling or mamu-
facturing of finished products with the centractor's tradomark,

In the first case the subcontractor will not acquire the neccssary
knou-how to produce an indepcendemt basc while in the second cese he
will receivc a corsiderable amount of teochnical information uscful

t0 either impove 118 existiag producticn or crecate his own market.

Ranufacturing through subcontracting agrcements bescd on cost
savings and transfor of production have teen the constant and growing
feature espccially between Nor.h Americe rud Western Europe or
botweon Western and Eastcern Earope, znd tctwcen Japan ari aurrounding
Far Bast Asian countries, Pro:2rtly there is a Aclinite trend to
involve, to a jrcater =xtent than prov susly, deviloping countries
in thesc opportunities. 'The wuiistovcce i theso countries of a large
stock of underutilised, yet rufticiontly skilled manpeor, ccnstitutes
an sppoal to Buropcmi, Jepancsc end Dlov'h fucrican maaaciurers wio
have increaring ilficulties ia surplying their products at coipctitivo
pricos and w#:th ¢ siable delivery schodule, These roquiremce:ic medt

with the need for marmfecturcrs in dcvelcping countrics to uviilize

nxcces production camacity, mobilize local labour forco urd raw
materials and have acce:s to sophisticatod techniquos and merkots
which othorwise we 1ld be difficrit to rcach.
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Howevcr, irtcrnational cubcontracting and cimilar typcs of
industrial co-opcration, are not a panac.a and without & carcrul
approach, disadvantague and risks could ofiset the advantagcs of

such a-recemonts.

From the viewpoint of qcveloping countries' manufacturers,
soveral prolloms may have to Lo faced. For inetancc, thc impact
of ugincss cycles walch in casc of a downward cycle, slowing
thc damand, would be irmcdiately reflected on the volume of orders
passcd to subcomtractore abroad. Theac fluctustions would bo oasily
absorbod by the contractor tut will have cxtensive negative
repercugsiong on the suvcontractor, particulariy in thoec cascs
whore oxtre investmont wrd labour wrrc involved.

Particuler attention should also be given to the conditions set
for subocontracting: work. As offaors for subcontracting activities
arc usually greator than domand, thc woeker bargeining position
and the high compctition botwaen pccsible subcontractors, leads tO
prices and conditions which arc frequently ecstablished at an
unecoaomical level.

But, of all tho probleme confronting suvcontractors, the situation
of dopsnduncy oficn crested Ly such egroamcnts, is particularly sorious.
is ocours vhen a small fimm is cntircly dependont on onv sole
contracto. who tekes all or most U his output. Th¢ potential sub-
contractor in a devoloping counisy ghould be advised not to unduly
concentrate his activitios with one sirgle main contractor but
divoreify his output among aoveral contractors or meintain indepondoncy
on a larger portion of his production.

Proam the point of view of tho contractor, however, the situation
is unfavourable when the output of thne subcontractor docs not conform
to the spccifications ani whon inferior quality and raw matorials,
inadocuatc finish, high rates of rojoct, dolayed and erratic
dolivorios, offsct the acvante-o of sctting up & production agreo-
mont with a firm in a dcveloping country.




In a growing numbcr of cascs, howover, positive results have
bean achievod and this was sccured by thoughtful and cetailed
nogotiations and carcful appraisal of economic, financial and
tochnical conditions for the mar facturingz, therot,  ggtab) ishirg
mutual confidencoe between partncrs.

In such a casc, international subcontracting and trensfer oZ
production in devclopiig countrics may rcpresent a successful moans
to acceclerate industrial dovelopmort and in many caeses the firet
step to tho cstablishmamt of joint vonturcs and crcation of investment
opportunitioes.

Before illusirating the UNIDO aetion in this ficld, it would

bo useful to propose for discussion some topice of goneral intercst
such as:

(a) The nocessity for a developing country to analyse the
benefit of intermational suboontracting ana trensfer of
production and the way they meat tho country's roquircaents,
This onablos a selection among the various propoued ArTANgo-
ments and/or invostment on thc basis that thoy oorrospond
with national priority policiocs such as thc amobilizetion of
labour, utilisation of local raw matorial, improvement o/
looal tochnology. Those requirements can be compl omentary
but arc often alternativ.s (Singaporc concemtratos now on
co—oporation for high technology producte while South Xorca
is looking for labour intemsive proccecscs).

(v) Discuss the aspcots of financial ana legal guarantees in
case of disruption of contract (eco Mr. Bernard‘'s report om
"Automobilo Subcontracting with tho Developin, Countries”),

(c) Ways and moans of organixins so—operation and improving
contacts either on & bi--iateral or multi-daterel ievcl
through channclling tham through national organisations or
in intemational bodios.

(d) The ncod of conformitr of teohnical standards to facilitate
negotiations.

(e) ™o nocessity for the devoloping cowrtrics to ostablirh a
strategy to upgradc the level of work of suboontractors and
enable thom, aftor a cortain proparatory period, to soquire

technical independance from the contractor and establish
their own production and market.




UNIDO's Involvement in Internaticial Subcontracting

The growing importance of International Subcontracting end
the wish express~d by sevoeral doveloping countries to roccivo
UNIDO's assistanco in this [icld has led the organization to the
conclusion that it could pley a rolc both as an adviser and as a
promotor of contacts betweea petential partners of developed and
developing countries in view of facilitating coniract manufacturing.
Conscquently, UNIDO, starting in 1971, has d.veloped an Intcrnetional
Subcontracting Programme with two main components ~ adviscry and
promotional, These activities erc in fact very closely linked and
usually performed jointly by UNIDO's oxperts and staff mumbers during

missions to devclopirg countries.,

(a) Advisinz Role - UNIDO's action in thie ficld is excrted both
at the level of gjovernment es woll as of individual mami-

facturera,

In the first case, UNTDO ic in a position to provide
agssistance to improve conditione for industrial co-operation
and in particular, international subcomtracting. In
particular, advico is available on incentives to facilitate
interfirm egrcements such as riscal reliofs and tax holidays,
arawbacks and temporary import regulasions for parts and
componcnts, the creation of cxport processing frec zoncs,
establishment of pro—shipment quality control institutions cte.
Furthcr to this, UNIDO would provide assistance in invoetigsting
the conditions for the crcation of natioral orpanizatione such
as subcontracting exchanges which could play an active role
in fostering and promoting interiirm rclationships at national
level ani/or at intcrregional or interaational lovel.

In the second casc, dircct assistance to menufacturers
can be provided in the form of mans;ument and technical
assistance, fellowship and training of lavour and general
information on the roquircments to be met for international
subcontracting. Whenever possible tailored information
connectod with practical cnquiries or cascs, can bc provided

upon roquest.
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Other proerammes of UNIDD such as industrial infcrmation,

frdining, management clinico, quality control, investment

promotion, product adaptation, are invslved whenevor necessary.

{b) Promotional Role - In addition to the advice to governments and irms

of developing countries, it haa besn felt that there was some need fox
UNIDO assistance in promoting direct contacts between potential part-
ners in industrialized an? dovelrn~i-; emmtries. The programme was
set on a very preotical approach concentrating on identifying specific
products and epecific offors by industrialists in developad countries
interested in subcontra:. compcnentas and transfer production
abroad. It responded to a nced and involved firms intvirested in
gotting in touch with each other. Iis immediate objectives are the
following:
(1) +to identify, in the industrialized countries, manufacturing pro-
cusses which could be subcontracted in developing ccuntries;

(11) locate 3pecific firms intereated in subcontracting a portion
of their operations in developing countries;

(1ii)establish a co-ordinated network to identify potential sub-
contraectors and ascertain their willingness and tsir cape~
bility to participate in such agreements;

(iv) assist the parties to create the prerequisite of these
business negotiations.

No exhaustive preliminary surveys were organized on the potential
avallable for wsuch arrangements in induatrinlized and developing
countries. To meet the osbjectives o1 the programme, tw. simltaneocus
actions were launched in order to establish workable contacts with
organisations and producsrs. The following developing coantrias ajrsed
to participate in ‘hLe programme's activitiess Argentina, Brazil, Cameroon,
Chile, Coi-mhia , Cyprus, Chana, ‘‘rea2cw, Guitamala, Hong Koag, India, Iran,
Ivory Coast, ¥orea (Republic of), Luobaaon., Y-laysia, Malia, Mauritius,
Moroceo, Pakistan, Poru, Philippinea, Senugsi, 3in:apore, Thailand,
Tunisia, Turkey, Uruguay.

In these ocountrie. points of coalact were cstablished with an
organisation or an office sither i1 the privste or pudblic ssctor, iith
the central position in respect to the manufactn -i»~ maectors and <. nabi-
lity in ideniifying for the prougramms the firms interested in produotion
co-operation agrocments. This idontification was made on a pragmatic

basis with case by case invastigations based on definite asubcontracting
offers.
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Certain critcria were adopted for identifying prospectivo

subcontractors:

(a) ™o potential subcontructors wore identified amony local
nanufacturers alrcady operating in tho ficld covered by the
offor. This guarantced morc rapid ncgotiations and the
possibility to comparc on tho spot oxperiences, samples and
roccive quotations.

(b) The local manufacturer normally had cortein oxcees capacity
of production. By this criteria it was not only possible to
schiove promptor implomentation but also ¢guarantec the
suboontractor against the risk of hcavy dependency on tho
conmtractor's docisions as only a minor and undor-utilised
part of ite opcrations would be involved in the intor-
national contract.

(c¢) Looal manufacturers suarantoed, in principle, the necossary
quality lovel of production and reliable deliveries,
protocting the programme from the loss of confidonce which
might have been causcd by recommending unsuitablo firms,

As & raesult of this investigation it was possiblc to identify
and select 320 potontial eubcontractors locatoed mainly in Asia,
North Africe and Middlc Bast countrics. It is cxpected that a8 &
result of a recent cxpansion of the programmo's opcrations, firms
from Latin America will be includeC in the oporations of the programe.

Theco firms cncompess & large number of industrial products
oapocially in the automotive and automot ive parts industrics,
metalworkinz, tuxtile and gaments, clectrical and c¢lectironics,
optical, furniturc, rubber and plastic, chemicel and pharmaccutioal
industrios. IFor cach firm detailed information is aveilablo on their
production, available capacity, labour costs, lists of products
thoy would be rcady to nroduce under a subcontracting, acreument and
dctailod description of machinery, A roster of theso firms has been

nroataod,.
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In industrializod countrice, the programme's objuctives
were explaincd, with the help of field expert:, to the buniness
communitics and specific {irms in the foliowing indurtrial izod
countries: Augtria, Dilgium, Wrance, Feicral Kepublic of Germany,
Luxombouvrs, Netherlands, Switzor!and, Dawmark, Norway, Sweden,
Finland and U.K, Nuwmerous contacts were estatlished in the courso
of saveral missions with public aud private orianizations such as
development and investment banks, foderations and chamburs of
industry, sectoral orisanizations, followu: Uy intcrviows with as
many industrialists as posesiblc. Thosc industriealists werc
comtacted on the basic that thuy opceratod in inductrial sectors such
as automotivc parts and componants, toxtiles and gexrments, furniture,
motalworking and cleotrical industrics, whore subcontracting is a
common practice. As a result of this activity the programme ic in
direcct contact with a part of the manufacturing sector ol Xuropc.
If financial and stafl roquiramentes arc met, the same action will
be undortakon in North Amcrican countries, Japan and Australia,

In ordor to facilitatc further tho contacts betweon interostod
manufacturcrs, UNIDO has cstablished co-operetion agroemente with
PINCOM (Forcim Trade Company of CSSR), the Ministry of Economin
Co—operation and the Association of Importcrs and Yxportors of the
l'edoia.l Republic of Germany, the Cantre for Promotion of Importse
srom duveloping countrivs of the Nethorlands. Through thesc
agreamants, UNIDO will be advisod of subcontractin: requiroments
t0 bo processed and will in roturn identify suitable subcontractors
in dovoloping countrics., Murther acrcements arc anticipated with
similar orsanizations in Aus‘ria, Hwrzarv, UK. and Caizada.

So Ter ecveral firms mostly Trom +e Federal itopublic of Germany,
Auctria, Bcele:wm and Fothorlands, wnd to o limi‘ed extent from U.K.,
Pinlund, Swoder, Norway end fracce have made some 60 oifurs fou
subconiracting or trans{erring gert ¢f their production in developing
countricn. Tacse offere cneompacs a very larze number of produ~ts
but arc lerzely concontrated ir the ficld of mut-~luorking, qer +is
and farniture, Seme of thom were originatced from larpe Jawopoan
firms and covcred producis such as mnchine teool:, fabricetion, films,
cameras and Jongce, smull diescl traciors, injcction moulding maclines,
sportiny guns, automotive and truck peris,




The mctiol of processing enquiries and offers is the following:

- the offer is either identificd by field cxperts or sent
directly to UNIDO by interested firms from developed countries;

~ upon receipt thc descriptio. with all availabl. details of
the offer is introduced to potential subcontractors in
developing countrics. Subcontractors are informed either
directly, if they are registered in the UNIDO roster, or
via the loeal contact point in each country;

- replies, quotaticns and eventually samples from interested
subcontractors are screened by UNIDO. Vhenever necessary
further clarification or information is requested, and then
UNIDO scnds to the firm placing the emquiry all the relevant
material. It is normsl that from this stage onwards, the
contractor entera directly into negotimtions with prospective
partners, and further UNIDC action is generally not required.

In order to stimulate further possible offers and, in general
the active interest of manufacturers in developed countries, the
information assembled in the roster is statistically processed and
distributed to organizations and firme of industrinlized countries
which are in contact with the Programme.

This information concentrates mainly on capacity available.

Concerning the results of prc¢ esscd offers, in - yveral cases
such as those concerning small tractors, machine tools, automotive
-arts, sporting gunes and several garments d furniture enquiriocs,
negotiations are concluded or in an advanced stage, the co~operation
agreements are expected to be finalized soon. It is obvious that the
creat difficulites inherent to international subcontracting such as

distance, different govornmental policies, different approach,
non-standardized techi.cal measurements and requirements, political
factors have played a negntive rolc in scveral cases which failed

to reach o positive conclusion.

At this early stage no systematic analyeis has been donc of the
operations. Information will be collectcd on these factors and UNIDO
will try tc identify, in spite of the great variety of conditions
of ea~h nogotiation, a set of guiding principles to uscfully advise
the negotiating parties.
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Puture Crientation of UNIDO's Astivities in Subcontractin:

S0 far the main activity of UNIDO has Leen concentrated on

esteblishing worliable contacts at the level of indu trial organisations

and industries in both developed and cevelopily; countriec,

At trie stage a set of quest s aroc raised and it wouvld Le

very useiul to havc the views of the participants.

(1) It is apparent that there is a strilias difference between the

(2)

bargaining power of the partners, This has been underlined in
many documcnts presented to this meeting, The necessity
therefore exists to advise the weaker party anc ensist him to
gein knowled e anc information on the requiroments and foresceable
oconsequenves o’ international manufacturin; agreaments, DBy
improvin; the position of less advanced parties, it wonld be
poasible to reach more saticlactory and durable contracts and
benefit indirectly the more advanced partner. As said previously,
it seems that UNIDO's advice to manufacturers ol devecloping
coumtries could be incroased and may cover such aepects as

the econawic and financial, le;sal and technical requirements

of intermational mamufaciu 'ing agrecments. Such assistance

could be extenced, upon request, at all stoges of negotiation.

The question should also be raised whethor it is necessary to
extend the role of national orzanizations which so {ar acted

a8 oontact points for UNIDO, and limited themselves to the
identification of prospective suvcontactors sor particular
enquiries., Such an extended role could enzlobe a more active
representation of the couniry's potential for sulocatrecting
and production a;reemeate., If this action is considered uceful ,
UNIDO coulc supply export advice to local institutions so as to
holp them to set criteria Tor sclection of subcontractors, to
investigate the poteatial for subocntracting and production
agreements of thn local induutry snd reprosent this poteniial
with maruiacturers and o1 znizations of industrialized cowr'ries
end by this promotiotal activity elicii intcrest end originate
new indusirial co-opcretion preposals. The same reprenantation
could then Ye envisaced tor similar related fields sach a
promoticn of investments and tranafer of technoloy requiroments.
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If this ic the ocase, UN.DO assistance could be provided throush

the country programming.

(3) Furthermore it might be worthwhile to consider useful, on the
part of industrialised countries, csteblishing a national
machinery to act as a counterpa | of developing cc uitry's
organizations. It might be advisable in such cases, to
entablish an organizcd action in order to, on the onc hand,
inveotigete itho needs of local manufacturers for transfer of
lsbour intensive production and the country potemntial for
investment , transier of technology, licensing in developed -

countries, The same organization could process direotly, or
throuzh the UKIDO Programme, all the ercriirice relatod to
the above meantioned fields.

(4) 1t mizht also be advisable, at this stage, to maintein the
direct promotional activity of UNIDO so as to take care, on
the onc hand, of the enquirics which require a mlti-national
approach, end, on the other hand, to cope with the requirements
of developing countries which have not, at prosent, the
necessarv local machinery. UNIDO's promotional activity will
also allow the constant analysis o results of nejotiation
and. acowmulato experience from them so a: to advise interosted
partios whecnover neccoeary. UNIDO will, furthermoroe, be in
a position to aci es & oentre of discussion and evaluation for
the reference for intorested co atries and organi: .tions,

(5) Anotior subject for discussion could be the necessity of
securinz bettor liaison amon; oxisting national machinery and
possibly envisage the croation of a contral intornational point
o. contact under the auspices of UNIDO. At this stage, howevar,
{t is not clear whether this orcanizetion ic neoded and if it should
limit itseli to thc requiraments of intornational subcontracting end
transfer of production or cover & sort of general co—oporation
prozramme betwoen industrialiucd and developing countrics.

It is not curtain whether this sot of questions will caofinitely
be clarified in the proscemt mceting but discussion will provide pro-
liminary indication and possibly ostablish a set of priorities and
orient UNIDO's action further in this field.
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