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T. CURRENT PRACTICES OF SUBCONTRACTING IN BANGLADESH

1. INTRODUCTION

1.1. Background of consultancy. Bangladesh, with 1its large and
rapidly-grewing populaticn and sharply limited land area, faces a severe
prcblem of providing prcductive employment for 1ts pecple. The USAID
Missiocn tc Bangladesh has long been concerned with this problem. Recent
analyses suggest that the potential for significant increases in labor
abscrpticn in agriculture are limited. This has led many tc consider the
pcssibilities for expanding jobs 1n small enterprises, both in industry and
in commerce.

while an apprcach tc job-creaticn through small enterprise development
nas galned widespread acceptance in principle, in Bangladesh as in other
~rcuntries of the world, the devising of pclicies or projects fo support the
growth of such enterprises has proven tc be a difficult task. A number of
apprcaches rave been tried; it may be fair tc say that the failures
cutnunper the successes. In fact some would say that the successes are
only relative, and are few 1n number.

In this situation, subccntracting systems offer interesting
pcssinilities as a mcans of channeling assistance tc small producers, and
alsc as a way of drawing small prcducers intc creative relationships with
ctrher firms. This cconsultancy was designed to explcre the extent to which
this might be true in Bangladssh. Its terms of reference were in three
parts. The first involved field work tc determine the nature of
subcontracting ameng small producers in Bangladesh, the characteristics of
the participants and of the relaticnships invelved. Section I of tnis
paper reports on the findings of that porticn of the work. The second and
third questicns related raspectively f¢ pclicies which impinge on
sibecntracting relaticnships, and projects which might be develcped to
support tneir growth., Those two issies are discussed in the second and
tnird sections of this paper.

It 1s inportant to note that the government ¢f Bangladesh has
exprossed considerable interest in subcontracting systems and linkage
relaticonships between large and snall producers. The government has
appointed a high-level ccrmittee to explore ways of develeping the use of
sibeontracting in various arcas of the econcmy. This committee has met
caly rarely since its formation in 1683, and mcst of its members have since
changed assignment, sc it nas not yet had any significant impact on the
pclicy of the country. The fact that 1t was appcinted, however, reflects
an unusual interest in this area among third world country governrents, znd
a good opportunity to direct its activities in rew cirections,

1.2. kpproach used. On arrival in Eangladesh, the first task was to
swndertake a preliminary review of tie extent ¢f subcontracting in the
country, as well as 1ts industry concentration. Discussions with a nomber
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of infcrmed pecple, both inside the Bangladesh government and cutside,
suggested that subcontracting activities are particularly impcrtant in
three 1ndustries: metal products and engineering; garments; and leather
shoes. Consequently, interviews were concentrated primarily in these three
industrial groups. A limited number of interviews were alsc undertaken
with a view to exploring subcontracting systems involving people wcrking in
village households.

For each of these categeries, then, the apprcach used was tc seek out
anc interview a diverse asscrtment of enterprises: manufacturers of
different types and sizes, merchants invclved in wholesaling and retailing,
and cther kncwledgeable individuals. During the ccurse cf six weeks of
field work, entrepreneurs in approximately 125 enterprises were
interviewed. Most of these were in Dhaka and the iwmediate surrcundings
(including Joydebpur and Narayanganj, Tongi and Mirpur), but visits were
alsg ~ade to Comilla and Chittagong, to Mymensing and Tangail.

1.3. Definiticns. There has been a lively discussion in Bangladesh
ccncerning appropriate definitions cf subcontracting. For the purpcses of
this consultancy, a broad definiticn was used, Tased on twe features:
orediiction on order, hased on a lcnger-term, repeating relationship. This
definition might be contrasted with cther, more narrow ccnceptions of
subcontracting. One of these requires that the parent firm supply the
working capital, either in the form of raw materials cr of mcney to buy
these. While this is a freguent characteristic of many subcontracting
systems, it 1s not always so; there scems tc be nc good reason to restrict
cur d¢efinition tc situations where this 1s the case. thers choose to
limit the concept tc sitnations where the firm giving the order 1S a
ranufacturer, rather than & merchant. Scme have alsc required that the
supplier prcduce a part which 1s incorporated in identifiable form in the
finished prcduct (as when a bicycle manufacturer subcontracts the
oroduction of spcokes or rims). Again, this 1s a freqient characteristic cf
siboontracting systems in Bangladesh, but there scems tc be no reason to
limit the definiticon tc situations of this type.

Twe further things masy be ncted adbout cur definiticon. The first 1s
the emphasis on prcduction on order. No restricticns are placed on the
rnature of the enterprise giving the crder. Amcng sther things, this maans
that the prefix, the sub- in the word subcontracting, is recally
~edundant. A more accurate deseripticn of what is under study woild he
contrecting rather than subccatracting. We follow trhe standard terminclcgy
hier o not tecause it is more accurate, bubt because it is more commonly
.zed,  The sccond part of the definiticn-—requiring that the rclaticnship
be of a longer-term, repetitive nature--1s designed to sxelade situations
invelving cne-t.me orders (e.g. tC have a replzcoment part nade by a
machine shop).

1.4, Acknowledgements. 1 wonild live to express oy thanks and

appreciation to Dr. Jan van der Veen, Senior Economist at the USALD Minsion
te Pangladesh, for arranging this consultancy, triereDy giving Me an




cppertunity to learn more about a topic which interests me. His interest
and enthusiasm added greatly to the enjoyment of the undertaking.

Sezondly, I wculd like to thank Mr. Nizam Uddin Ahmed, also of USAID/Dhaka,
for sharing his insights concerning all aspects cof the Bangladesh

scciety. He was an excellent counterpart, translatoer, and travelling
companicn. Thanks also go to Mr. Anwarul Azim Syed of MIDAS, who
acccmpanied us on many of our interviews. Without their help, I cculd
never have begun my work.

2. METALS

In examining subcontracting systems in metals and engineering
enterprises, 1t 1is nelpful to distinguish between public sector firms, cn
the cne hand, and private sector enterprises, on the other. This
separation in turn leads to three major categories of subcontracting links:

2.1. Contracts between one public sector firm and ancother. A moderate
amount of subcontracting takes place between large public sector producers.
Examples include castings done by the Bangladesh Metal Tocls Factory for
Sangladesh Diesel and for Chittagong Steel Mills; the making of dies by
Motalex and Mehar for Atlas Bangladesh; and several others. Perhaps the
primary characteristic of these relationships is that they are treated by
the participants as being "in the family." Among cther things, this means
that price negctiaticns are rather relaxed. In scme cases, production
takes place first, with the price negotiaticns only being finalized at a
1ater date. from che point of view of contracting procacures, this is a
very <asy type of relaticrnship to establish and use. 1t alsc puts private
producers at a severe disadvantage, hcwever, since they cculd not cperate
cn such 2 basis.

5. 2. A second categery of transactions arises from contracts between
public sector producers and private sector :irms. These are relatively
rare, for reasons which shcuid become clear from the ¢iscussicn belcow. In
ome c28es, private producers place crders with public sector suppliers.
Ar example would be the purchase cof battans (used in light fixtures) by
Philips, from Atlas. We were told that Atlas is the only firm in the
country capable of making these items. Atlas is now mcre than two yeers
Lehind their contracted delivery schedule; they make the prcducts when it
is ~onvenient for them, which is only ccrasiconally. Philips can tolerate
this only because this is a very minor item “ur them; they sel’ what they
can produce, given that ~onstraint on their input supplies. For a major
procuct line, 1t would be an impcssible situatici.

wm

The converse type of transacticn takes place where privat sector
prodiucers enter into contractial arrangements to sell to public sector
suyers. This happens to a limited extent, e.g. when public sector jute and
textile mills contract for the reguiar purchase of spare parts from private
sentor suppliers. In making sich curchases, puhlic
resulred to use a tencering process; the procedures for vhis are

sector firms are

[30]




cumberscme, c<cmplex, and subject to all kinds of manipulations. Even after
winning the contract and delivery of the prcduct, the supplier is often
faced with problems cf delayed payment. It is not impcssible for a private
firm to cvercome (or learn to live with) these problems, but they certainly
do cause difficulties; many private firms have chosen tc stay away from
such activities entirely.

2.3. The third major categcry involves coatracts between twg private

sector firms. In most cases, the supplier rere is a small or medium-sized
enterprise; the buyer may be large, or may be ancther small firm.

Examples of scall firms dolng subecniracting work for large private
producers include the making (r¢’ling and welding) of pipes for major
tubewell manufacturers; the manufacture of wocden cases and metal stands
for Singer Sewing Mzchines; the making cf parts for local
ranufacturers/assemblers of centrifugal pumps, and for one local assembier
of ciesel engines {more pctential than actual right ncw, but alrecady under
way on a limited scale):; and the manufacture of power lcoms for large
private weaving mills. The final combinaticn, based on contracts between
two small private prodicers, 1s the most diverse and probably the most
widrspread of all. Some examples uncovered in the course of the interviews
include the fellcwing.

a) Tre making in a small (&' x 8') machine shop of dies, tc be used in
the manufacture of piastic knobs, 1n turn scld tc a radic assembler.

b) The making of drawer haniles 1In a srall workshop which receives
orcers from a wholesaler; places orders for casting with a neighboring
foundry; dees the machining "in-house," then sends the parts tc ancther
neighoor for electroplating, finaily buffing them himself before turning
them over to the wholesaler.

¢) The "dis-aggregated" manufacture of hand pumps for the rural health
program {the nltimate scurce of the orders): cne firm 4does the casting and
machining, s-nding the parts tco ancther firm ne.rby for boring, contracting
with a tnird firm to supply more finely machined parts.

¢) Tre mawring of ball presses and lathes by cmall wervshops, who
contraat with neighbors for heavy casting, planein the cutting of gear
=5 B 1% ’

e
teeth, and ctusr fine rachining.

2) ure of sznitary ware (pipe fittings, faucets, gas
valves) cotroplating cuné on a siubcontract basis.

) ! ure of bicyecie parts for local asszemhlers, with a
rimver of diffirent firms prodacing each of siveral d,ffersnt parts.

-~
3
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e
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oS seration of two firms (one to do tre casting, the cther the
milling), in maxing standard replacement parts (giars) for textile
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It 1s difficult tc judge the prevalence of these types cf activities. A
walk thrcugh market ~reas and discussiocn at random (in a non-statistical
sense!) with assorted producers suggests great diversity of product types,
and widespread dispersion, with extensive reliance cn subcontracting.

It seems appropriate to hold up the Mirpur Agricultural Werkshop and
Training School (MAWTS) as a particularly instructive mcdel, illustrating
both strengths and problems in the develcpment of subcontracting systems in
the metals industry. Based on the well-equipped facilities of its 3-year
vcecaticnal trainineg schocl, MAWTS receives inquiries for work it might adc
on a commercial basis from a wide variety of private as well as public
sector buyers. Mr. Ikramulla, the MAWTS director, makes a ccnscicus effort
tc channel many of these orders on tc smaller private workshops, either as
a whole or for scme parts. In a new prgject soon to get under way, he will
help establish 15 new workshops, owned by scme of his earlier graduates who
have ncw had encugh experience to start cut on their cwn as entreprensurs.

This is an interesting experiment which has many of the ingredients of
a well-focused activity aimed at the development cof subzontracting systems:
a ~rannel for crders, linking srmall specialized workshops with mere dynamic
rarkets, with a streng technical assistance component; that technical
assistance is carefulliy targeted tc enable the suppliers tc complete
par+icular tasks for which there is a dewmand in the market. 1If this
experiment ic tc serve as a model for a vroader develcpment of
subcontracting systems, howaver, one missing ingredient still needs to be
added; this concerns financial and management independence in the supplier
firms. Some of the supplier wWorkshops are repcrtedly currently losing
money. They have shown little initiative ir sceking cut cheaper scurces of
raw materials, in bargaining fc~ better terms on the products they supply
tc MAWTS, or in exploring cther products which they might prcfitably
produce and sell tc others. To a large extent, they seem to view
tremselves as appendages of MAWTS. Their failure tc develcop any
independent initiative and their "parent's" toleraticn of their apparent
failure to cover their ccsts suggest that, to date, this is a ccrrect
percepticn; in fact, they are appencages of MAWTR., This 1s clearly not
true for all MAWTS suppliers; some had been 1in biisiness for many y<ars
vefore they started dealing with MAWTS, are supplying many products to many
buyers, and deing quite well. It is most clearly true for thcse workshops
which were specially set up with an eye to sugplying corders channcled to
them by MAWTS. If these are tc be seen as providing a pattern for the
cstablishment of future workshops, it will be important tc ensure that they
move more quickly towards financial and managerial ingependence.  1f this
mizsing ingredient could be added, then this would be =n important case
whire an cnfside institution--in this case, a PVO, altrough the task might
alsc be accomplished by a government agency or 2 private tusiness firm--has
Leen irstrumental in making pcssible the establishment and growth of rural
small enterprises, using a system of subcontracting to link dispersad small
producers to dynamic markets.




3 GARMENTS

3.1. Introcducticn. The production of clocthing in a nation of 100
million people involves an immense and multifaceted set of activities.
Armcng the major segments of this market are the fcllowing.

a) Lungis and sarees: single pileces of cloth worn as garments by the
vast majority of adult Bangladeshis, these are mcstly woven on hand looms,
although there is aiso some pcwer loom and factory production.

b) "Western" outer garments: blouses, shirts, trousers, sweaters,
children's clcthing. A significant share, particularly of adults'
cicthing, 15 imported as used clothing. Of the rest, while there is a
significant amount of tailor-made clov hing, a substantial porticon comes
frem local small and medium-sized factceries and worksheps, mostly in and
arcund Dhaka and Chittagong.

¢) "Hcsiery:" a broad term which includes underclcthes and cthner
wnitwear as well as socks. Virtually all is locally made, much of it in a
complex set of small enterprises in Narayanganj.

d) Finally, there is the much-ncted production of garments for export.

our discussion of subcontracting is limited tc the second, third, and
fourth of these categories. While there may be scme subcontracting in
clotn producticon (particularly handlocms), we have nct expleored that ares,
partly because it has been more extensively studied by cthers. Wwe discuss
Lhe other three categories in turn.

3.2. Western cuter garments for the local market. Wwhile less widely
recognized than export prodUthon, this activity has also grcwn rapidly
cver the past 5-10 years. A number of pecple repcrted that the tailors'
nold on this market is declining rather rapidly, at the same time that the
share of non-traditicnal clothing in the market (specially for men and
children) is risirg. Relative to the tailors, rcady-made clcthes are
repcrted tc be more fashicnable (reflecting latest trends), are of better
gnality, and are scld at lower cost.

Subcontranting is fairly extensive among local gzrment factories. It
arises since much of the prciuction is on order, either from merchants
(often retailers) or from cther factories. The latter pattern 1is
exemplified by Prarsons Garments, the largest and mocst wiazly known
supplier cof garments to the local market. Pearsons has its own factory,
With about 200 worvers (all men!); it alsc buys clething on an order basis
from 10 other preducers,  With this flow of products, the corpany supplies
scme 200 buyers (wholesalers as well as retailers) from all <orners of the
country. In dealing with suppliers, Pearscns provides mode nls as well as
technical suye visicn in each supplier factery. Quality control is aliso
exercised through Pearscons' provision of all <loth and access ories. The
sopolier firms generally purchase thelr own sewing machines and work




places, altucugh Pearscns alsc scmetimes provides the machines,
particularly the more complex ones (e.g. overlock machines).

Pearsons started on garment production four years ago, relying at
first only on its cwn factory. Demand quickly grew beyond 1's cwn
production capacity, which led them to tae subcontracting sy:tem. The
company currently has subcontract work done in two contexts. First, there
are some activities which Pearsons does not undertake at all, but rather
handles only on a subcontracting basis. An example is embrcidery,
generally done as hand-work by grcoups of women working in households cr
small workshops. Women skillec in this work are readily available in a
household setting, but are less easily organized to work in urban
factories, sG subcontracting systems have developed naturally. Beyond
this, subcontract production of whole garments is done to the extent that
demand exceeds "inside" production capacity. Demand for ready-made
garments is rather highly seascnal, peaking in the months leading up to
Raracan; an indicative graph might look as follows:
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Thus, there is scome subcontracting of complete garments on a yeir-around
bzsis, but in the period before Bamacdan this is much more axtensive. It
is hard to kncw how much credance to give 1o the cff-handed estimates

of Pearscns' mansger. Taken at face value, his figures wonuld suggest
the following (on an index basis, taking total sales in the off-season
as = 100): '

of f-saason pre-feast scascn
cwn production 80 100
subcontract purchases 20 150
total sales 100 250

Tney are currently exploring the possibility of exporting tnese garments;

if that sicceeds, it would be in addition to (not in place of) their loeal
sales; the latter are rar tco profitable for them to consider giving them

up.




while tnis is the most extensive and well-developed subcontracting
system in this category, it is not the only one. A number of ready —made
retail shops regularly place orders with small garment factories, who in
turn receive crders from a number of different retailers (i.e. there are
multiple retallers giving orders to each factory, and multiple factories
supplying €ach retailer). This "multilateralism or each side" reduces the
risk of dependence cor exploitation in either direction; it also permits
scme product spacialization by the producers, while making possible a
variety of cholce ror ccnsumers. In a few cases, a single entrepreneur
cwns and cperates a retall cutlet as well as a factory. In such cases once
again the retail cutlet buys from several cther factcries as well, while
the factory cutput is alsc sold through several cther retail cutlets.
Lgzin, this makes possible specialization in production as well as
diversity in sales, while enabling the entrepreneur to make informed
derisions about production based on a detailed understanding of both market
conditions and the capabilities of his cwn work force. The producers often
are quite style-ccnscicns, searching cut catalcgs, magazines, even watchirg
movies from arcund the world tc lock for new styles. This diversity and
dyr.amic product develcpment wzs frequently commented cn as a major reason
why ready-made garments are displacing tailors, with thelr mcre
conservative and traditiconal styling.

In additicn to the crders placed with procucers by retailers, there
eoms tc be a regilar network of contract production betusoen manufacturers,

imilar tc that cperated by Pearscns. If one factory receives an order
heyond its cwn production capacity, with a time eonstraint which 1t cannct
reet, 1t accepts the order, tnen passes it alcng on a subcontract basils to
anctner factery which has slack capacity at that time. Tnis system has the
clear advantage of keeping "the system" cperating clcser to full capacity;
it alsc Fas a clear limitaticn, since the cverall demand increase leading
up tc Fa.-zdan means that all firms are facing the mcst sericus capacity
constraint at the same time; "passing orders arcund” wonld be of little
help during this period.

=

S
S

The Khalifa Pctti area of Chittagong represents ancther dimension of
the local ready-made garment market. Concentrated in one section of the
city are perhaps 300 workshops, employing an average of about ten workers
~h. These firms provide low-cost, low quality clcthes, particularly for

\ldren. Their sales channels are through hawkers and small market shcps;
merchants generally come to the proedacers to buy from accumillated
inventeries (procuction 1s generally not on crder). Subecontracting in this
pa 1s limited tc scme particular production steps (e.g. cmbrcidery),
times done by neighborirg workshops with spenialized machines or
special svills.  In such cases, the enterprise giving the order supplies
the partially conpleted garment, paying on a piece-wory basis for the wurk
dcne.  In our tour of the area, it scemed that all workers and
entripreneurs are rales.

The se prodiocers complained that thelr marxket
San

ing system left them at
tre. mercey of the merchants. Following a leng Zangl

ad~sn tradition, they




petiticned the geovernment (so far, unsuccessfully) tc prcvide thez with
better and more central work places, to enable them tc combine production
with their own retailing outlets. A more critical problem may be, however,
that--rightly or wrongly--their products are perceived by consumers as
being of inferior quality. Although thelr prices are 30-40% below those of
(small) ready-made garment factories, it 1s in the scmewhat higher quality
end ‘hat demand is expanding most rapidly. This suggests a scomewhat
different marketing strategy for them, seeking to be more like the small
garment factories. This implies more attenticn tc quality, to fashion
trends, and tc packaging of the product (currently they are sold "in bulk"
rather than individually wrapped). In bcth the small factories and in
these small workshops, after all, the work force 1s approximately the same
(8-12 people in the workshops, 10-20 in the small factories); both use many
of the same simple machines, and require similar skills. The prcduction-
on-crder, subcontracting-based linkage between retailers and small garcent
factories may provide a model for upgrading and transforming at least some
of these small workshops.

One may ask why such a development has not taken place through ncrmal
market forces, as merchants notice the potential profits tc be derived from
such a change and move tc expleit this opportunity. The gJuesticn 1s a
general one: if 1t is suggested that a particular undertaking woculd be
privately profitable, why has no one already done it? The questicn
presuppcses a level of responsiveness to potential profit-making
cpportunities which is more characteristic of eccnomic textbooks than of

ost countries of the third world. It is true that the general picture
which we have drawn of small producers in Bangladesh is cne of considerable
initiative, flexibility and responsiveness to new business opportunities;
that clearly does not mean, hcwever, that tre system is working perfectly,
that there are nc cpportunities for further improvament, for exarple, by
bringing situaticns such as this cne to the attention of merchants or
businessmen whce might respond by establishing new marketing links.

The issue is not only one of limited information, however. The
potential btenefits from such a change are substantially greater than those
which could be captured by a merchant undertaking such a change; they
inzlude the imprcved income-earning cpportunities for the sapplier
enterprises and their work force, including the dynamic dimension of higher
potential growth rates. Of course in a perfect market the merchant would
be able to snare in these gains sufficiently tc make it worth his while
(else one might ask whether the undertaking is beneficial to the group—-
producers and merchant taken together). One cannot simply assume, however,
that the market will work sufficiently well tc ensure this result. In sum,
cur preliminary lock at this group of producers suggeasts an cpportunity to
introdice changes in the producticon/distributicn systen which will be
berieficial to all put particularly to the small enterprises. The issue of
how best to effect such changes is disc.ocsed at a later peint in this
paper.
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3.3. Hosiery. Hosiery producers have long been concentrated in the
thriving city of Narayanganj, 15 km. south of Dhaka. Today their products
are found in every city and town of Barcladesh. They make products as
simple as undershirts and socks, and us comple:! as stylish knitted shirts
and dresses.

There are several steps in the pro*cticn process, with the number
varying from product to product. Starting from the yarn, which is
generally purchased in the market, the first step is usually knitting intc
clcth; this may be follcwed by washing, calendering (starching, pressing
and folding), and/or dyeing of cloth. The cloth is then cut and stitched
or sewn into garments. Scme garments are emtrcidered, cthers are printed
with designs or patterns.

Each of these steps may be done either inside the parent firm or on a
sub-ontracting basis. We have interviewed firms where only the cutting and
sewing was dcne by the "system organizer" (i.e. the parent firm), with five
other steps (knitting, washing, calendering, dyeing, printing) each done ty
a separate group of supplier firms (for each step, 4-5 different suppliers
were used). In an.ther "system," only dyeing was dcne ¢n & subccontracting
tasis; this entrepreneur had invested in several knitting machines which
permitted him, in addition to meeting his cwn naeds, to do knitting for 8-9
cther producers as a supplier of subcontracted services. we alsc spoke to
a2 man whese only work was to run 7 knitting machines, all on a subcontract
vasi1s, for 6 producers, who supply him with yarn and specify the quality,
size, and style of cloth they want. H.s knitting machines run 21 hours per
day (the government forbids them to coperate from 6-9 PM, presumably because
of limited electricity production capacity). He claimed that there are as
many as 1,000 "eontract knitters" like him in Narayanganj, each with
anywhere from 2 to 60 knitting machines, prodicing <’cth on crder for
others who supply the yarn and the product specification, The same 1s
clearly true of dyers, enterprises specializing in calendering, and each of
the other steps in this multi-stage producticn process. Triese specialized
prodiucers supply their services toc parent firms who "organize the system,”
combining a varying number of activities done "in house" with cther steps
which are done on a subeontracting basis.

3.4, Ezggftegfggﬁpents. Much has been written abocut the explosive
grewth of garment manufacturers producing for export. wWwhile statistics
here seem to lag perpetually benind the expanding activities of the sector,
cne can assert that there are at least 150 firms producing in this area,
employing at lzast 50,000 workers; the rapid expansicn has lead tc a
widespread shortage of trained wcrkers, in spite of training preograms in
virtually covery ostablishment, with the result that several firms reported
shortages of qualified workers as the key constraint holding back their
rate of expansion, Working hours are long (106-12 hours per day, with
everything over 8 hours peing paid double time). Resulting salaries
(including overtime) start at about Tk 1,200/month for trained workers, and
can fairly quickly rcach Tk 2,500-%,000/month {zgain, including cvertime),
for more experiznced prodnction workers. (Tk 26.5 = U S $ 1,00 at the taime




of the study.) The male-feiale mix varies from factory to factory, but may
be 50-50% cverall.

Subcontracting is relevant to this sector in two ways. First and
foremost, the activity itself is a pure example of international
subcontracting. All production takes place on crder, based or imported raw
materials (cloth and accessories), designs, sizes, packing instructions,
etc. While ownership, management, and technical supervision is in most
cases now entirely Bangladeshi, a driving force benind the activity is the
fcreign buyer, whc plays a key rcle in prcduct design and marketing. While
there is scme continuing flux, mest producers settle down with 3-5 biyers,
while mcst buyers cbtain products from several suppliers, so neither
beccmes excessively dependent on any one channel. Under the system of
"hark-to-back letters of credit," the manufacturer uses his order for final
product to obtain credit from banks to buy raw materials. Working capital,
then, ccmes from financial instituticns to suppliers, with the lcan tacked
by the credit of the buyer.

Subcontracting appears in a different way here as well. Some of th:
larger manufacturers receive more crders than they themselves can [ill.
They then contract with cther manufacturers to undertake scme of this
production cn their behalf. This enables the smaller cr newer firms tc get
started in this type of activity before they have develcped sufficlent
buyer ccntacts tc keep their facilities fully occupied, and before they
have developed the financial reccgnition required from the banks; it seems
that even with firm orders, small or new producers 46¢ nct find it easy to
cbtain the required letters of credit for importing inputs.

3.5. Pussible backwards linkages? Considerable thought has been given,
bcth by producers and policy-makers, to the develcpment of pcossible
backward linkages, invclving the use of lccal cloth and/or accessories in
garment manufacture. At the present time, all inputs for export garments
and virtually all for those scld in the local markéet are impcrted, A
number cf producers--particularly these selling domestically--have said
that they are actively expleoring local input supplies. They have locked at
~loth from loecal facteries as well as from hedloom production, cctton as
well as silk. They say that the best quality is at least equal to that of
imperts, and the price is fully competitive. The mcst frequently heard
prchblems arise with regard to i) the maintenance of consistently high
quality, and ii) consumer acceptance. Many producers are cptimistic that
these prcblems are close to sclution. Wnen this happens, new cppcortunities
will arise for expanded domestic production of clcth. In particular, there
may be cpportunities for contract production of handloom c¢loth for use in
yarment manufacturing. A prchlem here may be handloom's concentraticon on
1002 cotton products (and to a small extent, si1lk), while most garment
consumers prefer mixed cotton and polyester fibers; for some products,
though, handloom products should be suitable and acceptable.

A differcnt range of backward linkages concerns acrcesscries,  Some
(icw quality) buttons are reportedly made locally, and a new project to




produce higher quality products 1S under consideration by MIDAS. Scme
cardbocard bcxes are currently supplied lccally, as are scme plastic bags.
The market is big enough--and growing rapidly encugh-—-that one might hope
for further growth of these ancillary industries.

While it is not central to the question of subcontracting, it may be
useful tu point out that changing tastes in clothing consumption may have
impcrtant ramificaticns witn regard to patterns of income earnings in the
country. 1f garments are made using imported cloth, then the net expansion
of emplcyment in garment making may be substantially smaller than the grcess
expansicn, and may even be negative, since the demand for the products cf
weavers could be expected to decline. In such a situation, a shift from
lungis to ready-made trcusers, for example, would mean a shift from
nandlocm weavers (generally rural, mostly male, often owner-operated) to
small garment facteries (generally urban, mixed male and female, with a
heavier preponderance of wage labor). In thinking abcut an expansion cf
the domestically-criented garment industry, whether based on subcontracting
or not, cone would nced to recognize these shifts, perhaps locking for ways
of linking the displaced workers to the newly expanding activities. Since
this is a general problem of developmant not tied specifically to
subcontracting systems, these 1SsSues are not explored further here.

3.6. Garments: General Observaticns. Ia the metals industries, a rey
force leading tc subcuntracting arrangements concerned the benefits of
specialization, and the concentration of both investment and skills which
was possible when different firms ccncentrated on different activities cut
of the total production process. A corcllary of this was the fuller use cof

productive capacity 1n particular functicns.

1n the case of garment production, the same reascning heolds true for
the ncsiery industry. Individual firms specialize in particular functicns,
increasing the level of skills in a limited range of activities. A firm
supplying a particular service (e.g. knitting cloth) can keep its machines
and work force fully cccupled Dy arcepting orders from & variety of
suyers. For a number of activities handled on a siubcontracting basis (e.g.
ralendering, dyeing), the required lesvel of skills and of fixed investment
s minimal, sc this argument is not & particnlarly strong one. The key
explanation for the cevelopment of ~ubcontracting arrangements in these
activities may arise from the entreprencur's perception that he can garn a
higher return by roncentrating his limited management time and skills on
the c¢ifficult task of coordination tetween functions, directly managing
cnly a few production activities himself, rather than taking on the full
management of all =teps of the preduction prociss. In an economy where
work cpace 1s at a premium and is not easily rarketable, shifting the
risponzibility for fanding work cpace to supplier firms (whe may alroady
have access to this-—"excess capacity in work space") ray be an important
consideration as well.
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genesis for subcontracting per se is clearly the low labor costs, made
cruitful by local production management skills, comhined with product
development, design, and marketing provided by the foreign ag2nts and
companies who "manage the system." The passing on of orders from cne local
producer to another 18 based solely on the desire to fill crders beyond the
(current but expanding) capacity of the local manufacturing "parent” firm.

In the case of (non-hosiery) garments for the dcmestic market,
Pearscns' pattern cf cperation clearly dces nct rest con specialization by
function within the production process (they as well as their suppliers do
all steps of producticn); rather it is based on their decision to
specialize in the functiocns that go along with manufacturing: 1in
particular, in product design and develcpment, and marketing. By focusing
their entrepreneurial activities in these funct. .ns (while "keeping their
hand in" by dcing some manufacturing themselves), they are alsc in an
important sense specializing, althcugh this involves functicns which reach
peyond manufacturing. Their success suggests that this type of
specialization may be just as important as specialization within the
production process, narrowly defined.

There is encther important impetus for subcontracting, for domestic
garments as well as for exports, which arises when the level of demand
exceeds current production capacity. In such cases, firms supply orders
from their cwn prcduction first, only passing on crders tc others if these
ex~eed their own capacity. This means that "second hand orders” (thcse
passed ¢n by other demestic manufacturers) are more variable than is the
total of orders received from abroad, or the tctal demand for garments in
the domestic market. Tc avoid that instability, producers generally work
hard tc try to establish their cwn contacts with buyers cor their agents,
only taking orders from cther manufacturers tc the excent that their
productive capacity exceeds the orders they can cbtain directly.

Underlying all of these is a continuing question of capital. The
varying extent to which different firms face a capital ccnstraint, and the
ways in which they choose to allocate the capital they have between Fixed
and working <capital, 1s a key determinant of the pcsiticn of different
firms in relation to subcontracting alternatives. Firms which do
everything themselves--i.e. do not use subcontracting at all--must provide
a1l fixed as well as all working capital. Parent firms which dc make use
of subcontracting require substantially less fixed capital (their suppliers
are generally responsible for the work place and the machinery and
equipment). In the garment industries, parent firms which make use of
subecontracting generally continue to supply the working capital, since tnis
1s an important aspect of quality control for them. The parent firms’
savings on fixed capital arising from a reliance on subcontracting are rore
impoertant for some activities (e.g. xnitting) than for cothers (e.g.
washing, dyeing), although even in the latter cases the work space needs
are surely nct negligible. Supplier firms use their limited capital in the
opposite way: they provide the fized capital thimselves, but rely on the
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buyers of their services for the raw materials (i.e. for the working
capital).

Discussion with many garment firms engaged in subcontracting either 1as
parents or as suppliers might lead one toO think that it is primarily the
shortage of capital which has "for~ed" them tc adopt this system; that if
they nad more capital, they would cease to use it, producing everything
themselver.. Yet this argument is not entirely convincing. Pearsons
farments--the largest supplier cf the docmestic market, in a very strong
capital pcsition--still chooses tc rely on cutside suppliers for scme 30%
of its sales cver the year, while scme of the larger and more dynamic
Narayanganj parent producers have chcsen tco expand their system using
existing subcontracting arrangements--i.e. to use any addit.icnal funds they
find as working capital, rather than undertaking the fixed investments
whnich would be required if they were tc produce everything in-house,
Conversely, contract knitters in Narayanganj speak of a wish tc¢ buy varn
themsalves, s21ling knitted clcth in the open market; yet the continuing
expansion of the industry based cn a continuing use of subcontracting
suggests that, when they do have mcre money available, they find it mcre
prcfitable to buy ancther machine--tc invest in additicnal fixed capital,
and continue tco rely con parent firms to provide the working capital. All
this suggests that the resulting specialization may ceontinue tc be the most
profitable cutcume for both, and that increasing availability of capital
may nct significantly reduce the extent of subcontract production.

4, LEATHER SHOES

In discussion of subcontracting in the leather shce industry, <ne must
start by separting Bata and its suppliers from the rest of the domestic
shce 1rndustry.

4.1. Bata. Criginally a Czech company, with world-wide heacjuarters
currently in Canada, Bata has had a factory in Bangladesh since 1962, Bata
officials estimate their share of the demestic market for leather shoes to
be about 16% (1983). Their new producticn facility, to be fully
cperational by the end of 1986, should make possible a sharp increase in
that market share, About half of their sales are thrcugh their own retail
cutlets, with the rest going through asscciated steres, which sell Bata
products as well as thcse of other producers; these are supplied by Bata
through a network of wholesale depots.

Bata currently cbtains scmowhat over 20% of their total footwear
products throngh subecntract purchases from cutside suppliers. They use
thi=z channel for more specialized products with limited markets which wonld
not justify the establishment of reginlar factory production runs,  This
situation is not likely to change even when their new plant is fully
cperaticnal; in the future, they expect to continue tc buy approximately
the same nomber of snhoes from sabcontract suppliers {(abocut 500,000 pairs
cer year, in 1982 and 19€3).
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They currently buy from 28 suppliers, in and arcund Dhaka. They
operate on the basis of written ccontracts (the only such we found in all
ocur interviews here); these specify quality, product types, delivery and
payment terms. Within that framework, quantities are specified from time
to time, for specific shipments. With mincr exceptions, the supplier is
responsihle for all fixed and working capital; he must purchase the leather
and cther inputs on the op ~ market, using qualities specified by Bata.
Bata supplies the sample :-oes tc be ccpied, and a minimal amount of
technical assistance tc «-.sure that the produzts supplied are of the
required quality. The cuupany ciaims to use nc brokers, dealing directly
with the prcducers. The supplier is responsible for transperting the
product to the Bata warehcuse. Ncermal payment is by check, cashable seven
days after delivery of the product.

Bata has a clear .uderstanding that their svppliers will not sell the
same products to cther retailers (althcugh they can produce other products
for cother buyers). Thils agreement is not easy to enforce; the approach
used is tc try to monitor the prcducts being sold in competing retail
stcres. There is obviocusly a prcblem in deciding whether a product which
is similar but not exactly the same has viclated the agreement, as well as
in determining whether it was a Bata supplier or ancther producer whe made
a close copy of a Bata product. The manager said he would like to take
scme of his imitators to court.

The Bata Managing Director says that, in general, he prefers not to
undertake any sinch subcontracting; he sees 1t as training and enccuraging
poctential -ompetitors. He continues to do 1t in selected cases because it
would be ccstly in the short-run to do otherwise; but in principle he locks
for ways of minimizing this type of subcontracting. (The reasoning 1s
precisely the same as that of the Managing Director of Milnars Pumps, who
stopped the full subcontracting of pumps to Ispahani-Marshall when the
latter was returned from public tc private cwnership. He felt no potential
threat from a public sector supplier, who would most likely be uninterested
in going intc business in direct competition with him; but 1n private
hands, the same capacity was viewed as a pcotential threat, so he adcpted a
different procedure of subcontracting tc deal with it, namely, buying
separate parts from a variety of different sappliers). On the cther hand,
the Bata manager himself raised the pcssibility of develeoping a system of
subccntracting for particular steges of the producticn process. Examples
he menticned include the hand-stitching of tops of shces; tecling of
lcather patterns on sandal *ops; and machine stitching of canvas sneakers.
He said he would be guite opon to apprsaches from potential suppliers who
might undortake such tasks. He 1s currently experimenting with similar
sibcontract prodecticn of irnsrsoles, If the system works, it could be
extended to other steps whero mass production using mecharized assombly
lincs na2s no particular advznfages.

There is a curicus issue of taxes which arises here.  The government
currently irposes 2 rannfacturers' excise tax of 108 + 2f on all factory
shee production.  Shoes costing lecs than Tk 100 per palr are exempt, as




are all shoes manufactured in small or cottage industries. This means that
the prcduction of Bata's own factory is taxed while the shces 1t purchases
from its suppliers are not, nor are the shoes sold in ccmpeting retail
stores (which are virtually all made by small producers). This
differential tax clearly provides some incentive to rely more on
subcontract production, as well és encouraging consumers to buv from other
cutlets. Since Bata's retail pricing structure aims to keep some balance
between similar shce types no matter what their source, the retail price of
subcontracted snces are pulled upwards by the tax, even though these
products are nct subject to the tax; this explains a part of the suppliers'
frustration about what they see as Bata's unduly high mark-up on their
products (see below).

One might argue that this different.al tax incentive in faver of
subeontract production is appropriate and desirable tc cffset cther types
of discrimination which work against such subcontract suppliers (e.g. 1in
terms of input availability, access to foreign exchange, ability to ccmpete
for government crders, etc.). That might lead one to suggest tha. this tax
incentive should be generalized to cther industries. The primary
reqguirement for thils tc be feasible would be cne or a few firms large and
vulnerable encugh to be subject to a tax ¢n their cwn cutput, from which
subecontract suppliers could be exempted. The cbvicus candidate is ready-
made clothing for the domestic market, exemplified by Pearsons Garments.

On talance, I would argue that this would be a mistake. Rather than
attempting to introduce new distortions to overcome the effects of existing
cnes, it wculd be preferable tc work o eliminate the existing cnes,
szeking for parity in that way instead.

Turning from Bata itself tc¢ the perspective of their suppliers, these
producers scem guite pleased about mcst aspects of their dealings with
their "parent." Producers are particularly pleased tc be paid regiilarly
and withcut delay. Prices are considered fair, in the senze of covering
costs and earning a satisfactery return, zlthcugh they grumble abcut the
sibstantial mark-up between their selling price to Ratz and Bata's retail
price for tne came product (for example, Tk 240 goes tc Tk 400 for cne shoe
type). The c¢verheads cf Bata's extensive retail netwcrk are cbviciisly
substantial. The producers' major complaint, however, is that there are
not encugh crders from Bata, and that these are seasconal, unpredictable,
and unreliable. Of the three Bata suppliers we interviewed, tWwo were
ccmpletely idle at the time of our visit, while the third was cperafting at
amout haif capacity. They cculd have prcduced for cother buyers in the
mcantime, but shortage of working capital and credit patterns in that cthrer
«arket channel (see below) made that difficnlt or lmpcscible for thom. In
short, from their perspective, 1t is a good system as far as 1t goees--but
rore is too little there to keep them fully occupied.

4.2. The non-Bata system. The channels just described currently supply
loes than 20% of the Eangladesh market for leather shoes. An acditional
tiny fregment is met from cne- or fWo-person cochblers, making shoes on
~rder for 1ndividual custoners. The rermainder--cover 80% of the totzl--is




supplied by a vast network of individually cwned, small retail stores, each
of which buys either directly cr through wholesalers from an equally vast
network of ncn-mechanized factories and workshops, most cf which are very
small (5-10 wcrkers) but a few of which may employ 100 or mcre workers.

In a few cases, the owner of the retail outlet alsc operates a small
shoe factory; in such cases, as described previcusly for ready-made
garments, he normally obtains only a small portion of his retail supply
from his cwn factory, diversifying his stock by buying con a regular order
basis from several other factories as well. Conversely, cnly a small share
of the factory cutpot is nermally scld through his cwn retail cutlet, with
the rest (often 90% or more) going out through a number of cther retail
stores which place corders with his factory. This complex network permits
specialization in nroduction and diversity in sales, while permitting the
manager tc target his production activities based on a good knowledge of
the skills of his cwn workers, production ccsts, &nd the market in which he
sells.

whether or noct they are linked to prcducticon facilities, ncn-Bata
retail cutlets buy most of their stock from cutsiders. In a few cases,
trnis purchasing is done through wholesalers in Chaka; mcre frequently,
there is a regular contract between a retail store and 6-10 small
factories, which produce on crder for that and perhaps 8-10 cther retail
stores. Prcduct design comes from both sides. A number of participants
reported that over the last 10 years the market has grown rapidly in size
and (particularly) in product gquality.

This prcducticn and distributicn system secms tc work gquite
effectively and well--with cne major excepticn. The standard pattern for
sales frcm producers to retailers is on credit. In scme cases, this is
rclling credit: the producer is fully paid for order A when he delivers
crder B; he is fully paid for B when he delivers C; etc. This is a
marnzgeable system for the producers, particularly since, while they must
pay cash fcr miner inputs, they <an usually buy leather c¢n the same rclling
credit basis. In other cases, though, payment is mcre substantially
delayed. Scmetimes the producer is nct paid until the prnduct 1s sold to
the final consumer. In even wcrse cases, credit cumulates, and may reach
two lakh taka or more. Scmetimes this is paid off during the Ramadan feast
or at the end of the year; 1in cther cases, it may carry over even beyond
that. Several preducers compained that the resulting werking capital
sqiieeze has forced them to close their doors from time to time, until thelr
capital pesition improved encugh so they cculd buy more rdw materials,

Producers are deeply concerned about this credit situation, They view
it as wrising from a nighly competitive marke both at the retail level
and even more so at the production level. Several entrepreneurs argued
that with excess capacity among producers, retailers have been able to get
away with impcsing quite unfavorable credit terms on their suppliers.
Competition among retailers in turn nas pressed the to taxe advantage of
this cpening. Suggested policy prescripticons might include discciuraging
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new producers from entering this industry, waiting for the domestic demand
tc grow, and searching for new markets (in particular, exports).

There are several facts which do not fit with this general picture.
First, the price cf shces seems tc have increased rather sharply over the
past year or two. Second, mcst producers seem to feel that demand is
growing rapidly. They say that 1if they can solve the working capital
problem, they can get plenty cf crders tc keep them busy full time. (A
sceptic might say: cf ccurse; there are always retailers ready to take
shoes on consignment, and even mcre ready to take them 1f they never have
tc pay for them! Pernaps the most puzzling aspect, thcugh, 1s the
continuing relatively high wages for workers in the industry. Employees in
factories and workshops supplying Bata were reported tc be earning
Tk 3-5,000 per month (when they work). Among non-Bata suppliers, where
w~Crk seems to be more regular thrc .gh the year, wages are rcughly

ccrparable.  One emp.cyer said he pays Tk 60-100 per day fcr skilled
workers; in a secord lcocation, skilled werkers thezmselves said they earn
Tk 100-125 per day; 1n a third, a group of skilled workers said they
receive an average of Tk 3,000 per month. All of these are for "normal"”
cericods, with higher pay for covertime during pericds of peak demand. These
are armcng the highest wages we found in any of the industries in which we

did interviews. The competitive structure of the shce industry seems not
have reached back tc drive these wages down.

Evpn with all thcse qualifications, though, the entrepreneurs'

ce the basic situaticn in the industry is cne of
€ss Capac1t), WhLCh Shews in the system as pressure on producars to
Lpply their preducts on credit., If this is the czce, the pressures will
early increase when Bata's new facilities ccme or stream.
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It is tempting to tnink that cne could help prodicers deal with this
situation by providing them with more working capital.  Indeed, such lcans
~culd be of considerable help to splpﬁted small prcducers, allowing them (o
raintzin a steadier work pattern. Scome care would be needed, though, to
ensure tnat this credit did nct simply pour intc a bottomless pit of credit
demandec of prodiicers bty retailers. If such lcans were limited to
sroducers who operate with rolling credit, fully paia up cnce a year, from
their retail store buy rs, this cculd be of consiceérable help to those
producers. It is also true, nowever, that the real constraint on growth 1n
prJuuﬁtlon in this ind btry 45 a whole is the level of final demand for the

roduct. Since a credit program of the type described would have little cr
nc effect on that consiraint, its cnly impact would be con whe gets fo

diice for that given marret, not the aggregate level of production or
cyzent; as such, 1t w.iild serve no useful purpose

-~
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Cne might ask whether this zame reascning applies to all supply-side
interventions in support of all smail enterprises in Bargladesh. That
might 1rad cne to conclude (wrongly, 1 bplltve) that trne conly useful things
tc do are activities a.med at raising the lovel of demand for the cutput of
small prodicers; anytning eise woild affect cniy the allocation of a given
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market amcng alternative sources of supply. Several counter—arguments may
be advanced. (i) Effcrts to help smail producers become more efficient 1in
their production can have the effect of raising incomes earned in that
secter, which is clearly desirable in itself; they can alsc result in
reductions in nrices of products made by small suppliers, which in turn
should result in increases in the total demand for such products. (ii) A
shift in the allocation of a given total demand sC more is supplied by
small f.rms can result in factcr usage which is more appropriate: greater
use of .abor, particularly unskilled labor, and lesser reliance on

capital. Studies in cther countries, which are consistent with the
findings of the RISP studies in Bangladesh, make clear that small
enterprises use more appropriate factor proporticns along these lines. In
general, then, supply-side interventions designed to enccurage small
enterprise growth through subcontracting can be justified where they lead
either tc more efficient production in small firms or to a shift in the
locus of supply to meet a given demand to suppliers using factor
prcpoirtions more appropriate to the country. Neither of these wculd appear
to hold in supplying credit tc selected small shoe suppliers, since in this
case ‘he net result would only be to shift the allocation of z given
product flow emong similar small enterprises.

5. HOUSEHOLD LINKAGES THROUGH SUBCONTRACTING

One of the gcals of this consultancy was to explore the extent tc
which subcontracting systems reach back tc houscholds. This pattern has
been widely cbserved in other countries of Scuth and Scuth-east Asia, and
was presumed to exist in Bangladesh as well. Unfortunately, without a more
comprenensive and systematic survey thap we were able to dc in the time
available, cne can cnly give impressicns and examples of types of
activities which are currently crganized in this way in Bangladesh.

The examples 1nclude considerable amcunts of hand-lcom weaving, with
the yarn advanced by merchants, who may alsc supply designs; a great
variety of craft preducts, rade on corder from retall steres in Dhaka or
elsewhere; production in homes of simple hcusehcld products such as orooms
and mats, where the procduction is done on .rder from local merchants; the
making in hcusehclds of sweets, on a regular crder basis, for sale in
retail cutiets; and the making (rolling) in hcmes of "bidi" cigarettes,
dcne in hoemes on crder from a numoer of different large-scale companies
which package and sell these cigarettes.

In =cme cases, private vcoluntary crganizaticns have attermpted to
develop oystems of groducticn involving contract work in the nome.  An
examination of twe such attempts may nelp to clarify beth the strengths and
limitaticns of such an approach. One activity arcse cut of a {raining
program for women; the primary gcal was tc teach abcout child care, health
and nitrition. An income earning component was added, since it was <lear
that this program was Working with very poor women who have great nced for
increased levels of income, The participants wcre placed in cne of czeveral

~
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"streams," with different cccupaticnal focuses: knitting, sewing, basketry,
the making of bags and boxes. The latter activity involved showing women
how tc take large pieces of cardbcard, cut them to shape, spread glue on
the relevant tabs, then fcorm them into boxes. The PVO contacted a number
of retail stcres in town, cbtaining substantial and regular crders for

t .ese boxes from three saree snops. At the conciusicn of the training
period, the women continued to make the boxes in their hcmes, based or
these crders and arrangements.

The prcblems with this arrangement were two. First, the contract
negotiated by the PVO officials on behalf of the ladies specified that the
women would buy the cardbcard themselves, on whatever terms *they cculd
get. The price of the box was negotiated by the PVO, and specified in the
centract. The agreed price was based on a costing for cardbcard and glue,
plus an estimate of the time 1t would take cne person to make cne box; it
implied a return of cne taka per box (it was estimated that one person
could make 3-5 boxes in three hours of work). Scon after the agreement was
reached, hcwever, the price of the cardboard increased. With nc provision
for review of the terms of the agreement, the pay per box remained where it
was; returns dropped frcm cne taka to half a taka per bcx. The point 1s
that the terms of the agreement left all risk of changing input prices to
fall on the shoulders of the women. Beyond this, nc effort was made to
lock for faster or more efficient ways of making boxes. The grganizers
spemed to feel that speeding up the process would only mean fewer hours of
work, or work for fewer women, which was tc be avoided. The general
attitude scemed to be that any werk, no matter how pcorly paid, 1s better
than doing nothing; that there is only a limited amount cof work to be done
(a limited market for bexes, 1n this case), ¢ nc efforts shoild be devoted
tc locking for ways of speeding up *the process, so returns per hcur of work
could be increased.

This example could be contrasted with another income-generafing
antivity of another PVO, involving the production of dried, shredded
croconut. Working with a group of landless village women, the PVO develcped
a simple technclogy for grating, then uising sclar driers to dry the grated
coconut. Again, marketing links were developed with buyers in tcwn: thils
time, to cockie and biscurt manufacturers. The latter had nct used coconut
in tneir products befcre. On being approached by the PVO, they agreed to
Ao the required market tests, which proved to be quite pcsitive; they
~ffered to buy all that conld te supplied. With the simple grinders and
sclar driers——whose teotal cost was less than $20, and could be bcught with
a loan from thz PVO--the production process cculd be speeded up
considerably; working abcut 5 hours a day, a woman could <arn between
Tk 500 and 1,200 per month, depending cn her skills, ricw 1ndustricus she
was, ond w cther she operated one or twe solar driers.

Soth of these cxamples invelved contract production, linking women
working in thelr cwn homes tco the urban cconomy. Yot the results are
drazatically aifferent in terms of returns per hour cf work. While there
are a number of aspects to the differences, pernaps the primary factor was




the emphasis con earning satisfactory returns per hour as a key
consideraticn in developing such an activity. This led in turn to a search
for some simple and inexpensive technology which could speed up the
process, and thereby raise returns dramatically. The second activity
provides what all would consider--for rural Bangladesh--to be a good
income. The first cne could only be characterized as leading pecple into a
low-inccme dead end. In both cases, production is based on orders from
urban enterprises; without at least a minimum of technological upgrading,
hcwever, the result could cnly be regarded as unacceptable.

These twc examples of suboontracting linked tc hcusehcld producers
have both focused on the activities of PVO's. Clearly there are cther such
links which have been established cn a commercial basis. The craft
products made particularly in and arcund Comilla are examples here, as are
~cmmon household products {mats, brooms) to be found in smaller cities and
tcwns throughout Bangladesh. In such cases, the links are made by
merchants, whc see an opportunity tc have a product prcduced in a low-cost
way, using village labor and often lccal raw materials (bamboo, clay,
wood). Discussion with cofficials in government agencies engaged in these
types of marketing activities revealed a familiar passive bureaucratic
apprcach. If further exploratory work is to be done in this area (and I
think it would be useful area for examination), I would suggest starting
with owners and managers of private retail outlets in Dhaka (bcoth fully
commercial ones and those with a servirce crientaticn), wcrking thrcough
their supply channels back to the original precducers and then back te
alternative outlets. I regret that I did nct have time t¢ pursue this line
of exploration during my consultancy.

6. SOME GHiERALIZATIONS

6.1. th’gg_fipgngggagg_in subcontracting? Answers can be grovped
intc four major categories.

subecntractin,, mest firms will answer tnat this is primarily due to a *-.
shortage of _apital. By sharing responsibility for previding fixed and
working capital armcng several producers, subcontracting systems make 1t
possible to mobilize dispersed pcckets of capital which it would be
difficult to put tc productive use, 1n the absence of effective financial
intermediaries to crannel such funds from savers to investors. Where much
industrial acifivity--small as well as large-—takes place in c¢losely-held
family firms, there is limited opportunity for equity participation in
growing sectors; siuch growth nay be limited to that which can be financed
from internally senerated funds, noney ~vailable from family cr clcse
friends, and credit f{rom problematic financial insitituticons.
Subccutracting arrangements permit a number of different producers, £ach
with access to particular socurces of funding, to contribute a share of the
capital needs of & complex producticn process by taking full rcsponsibility
for one or a lim ‘ed number of stages cut of that complete system.

6.1.1. Shortage of capital? When asked why they engage 1n
c




One must put this argument in perspective, hcwever. As discussed
abcve, a continuing reliance on and even expansion of subcontracting
systems suggests that, when producers dc get more capital, rather than
abandoning subcontracting in favor of fully integrated systems, they find
it beneficial to use whatever funds they have available in an expansicn of
existing arrangements. Capital, after all, is always scarze tc some
extent, and is allccated amcng alternative uses on the basis of perceived
advantages of each, in terms of profits as well as other considerations.
why, then, at any given level of capital scarcity, is subcontracting chcsen
cver alternative preducticn arrangements?

6.1.2. Specialization. A key advantage claimed for subcontracting
systems is that they facilitate specialization. There are three aspects cf
this.

6.1.2.1. Specialization by functicn within a complex
prcducticon procics, By specializing in cne particular step in the
producticn process--foundry, fine machining, knitting, embroidery--a firm
can develcp particular skills and invest in specialized machines which
permit both higher quality and lower cost productiocn. Using si.ch
famdlities for a number of different buyers facilitates this type of
speclalizaticn, enabling such a specializea producer to keep more fully
cccupied concentrating on a mere limited range of activities.

6.1.2.2. Specializaticn by product type. Closely related,
and making pcssible the same kinds of benefits, 1s specialization by
product type. A shce-maker or garment manufacturer can reduce costs and
improve quality by concentrating cn a limited range of similar products.
Subcentracting systems can facilitate the marketing cf products by small
prodiucers while allewing them tc engage in this type of product
specialization,

6.1.2.3. Specialization as between production and
marketing. There 1s no doubt that prcoduct development anc mzarketing is a
very 1mportant skill, an area where scme entrepreneurs are far ncre capable
than cothers. Those with limited abilities in this area can find
themselves trapped in a situation wnere they are selling a limited range of
products in highly competitive and slowly-growing markets (Khalifa Potti
producers are a case in point). Establishing subcontracting links with
cthers who are more capable in proauct development and nazrxeting can cnable
snch prodicers to take fuller acdvantage of their production skills wnile
not being so constrained by thelr marketing limitaticns {Sata and Pearsons
cuppliers are cases in point).

activities arise becanse supplier firms have lower input
particularly, lcwer ccsts of labor and of work space--than the parent

firms. Internaticnal subcontracting of garments is a clear case in paoint,
zased as it is on Banglacdesh's low wage rates. The same reasoning applies
to a large domestic manufacturer of contrifugal pumps, whc says that labor

6.1.3. Lower © put costs. A substantial range of subcontracting
~
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unicns and genercus labcr pclicies mean that his cwn workers are much
better paid than are employees of his suppliers, Similar reasoning may
apply for work space, particularly if the supplier firm uses a wcrk space
to which he has special (family-based, historical) rights which are not
easlly marketable.

6.1.4, A fourth major socurce from which subcontracting arises
<- ncerns tempcrary demands which exceed own production capacity. This
L.ppens 1n two contexts. The first 15 where the market is expanding
rapdily, production is also increasing, but with a lag; thcose who receive
orders may agree to fill those corders, then arrange tc do this by
subcontracting the orders tc cthers: either new firms, or other whc have
expanded ahead of their own crders., Export garments are an example. 1In
such cases, cnce the market reaches a more stable situaticn (if that ever
happens!), subcontracting will cease. Ancther context for temporary
subcontracting arises when prodiucers believe that the demand itself is
tempcrary. This could be due either to seascnal patterns (garment and shoe
sales rise sharply befcore the feast) or tc expected interventions (e.g.
quctas) which might reduce the potential for exporting. As suggested
abcve, this raises the prcblem that variations in market demand may fall
with particular and magnified severity on subcontract suppliers.

This situation is particularly likely to arise in situations where
labor laws make 1t difficult for large firms tc lay off permanent workers,
whiile smaller firms either are exempt from such laws or find it easier to
circumvent them. This is certainly true in Bangladesh, and helps explain
part of the preference of parent firms for subcontracting systems to meet
cemand surges which are viewed as tempcorary.

0C these characteristics taken as a whole mean that subcocontracting
systems are desirable for developing countries in general, and for
Eangladesh 1n particular, from a naticnal welfare point of view? Thne first
three reasons discussed why firms engage 1n subcontracting (scarcity of--
and improved mobilization of-—-capital; increased specialization; and to
take advantage of lower input costs) imply a clear positive answer.
Increased specialization, improved rates of utilizaticn of capacity,
increased utilization of under-utilized labor, <epital, and work space,

improved linkages between isolated producers and 2 dynamic markets, can
all make a significant contribution to increasing me. The 1mplied
increased variability of employment in supplier f .an be a

disadvantage, if it is seen as a way of circumvent i, a desirable set of
labor laws, and if it is reccgnized that enforcing thcse laws may result in
the lcss of that seascnal employment altogether. Potential preblems of
exploitation and dependence are discussed further below.

6.2. Prcblems of subcontracting. The discussicn teo this point has
emphasized the acdvantages to parent and supplier fir. and to naticns of
suboontracting cystems, What are the limitations, weaknesses and preblems

invelved?
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6.2.1. For parent firms, there are twc key prcblems. The first 1is
cne of timing and reliability of supply. Closely related is the question
of prcduct quality. Delayed delivery or inferior quality of a purchased
input can mean sericus lcss, perhaps bankruptcy of a business. Parent
firms sometimes find their suppliers tc be so unreliable that they cannct
risk their cwn future on the supplier's meeting his contract; to avoid that
risk, they feel they must prcduce scmething themselves, even if doing so is
more expensive, perhaps involving capital costs which they cculd cotherwise
avold.

Successful subcontracting systems must deal with this prceblem. Two
ways have been found, often used together. The first 1s to develop a close
working relationship with the supplier, tc help him develop a management
system which will ensure timely delivery, maintain quality standards, and
cvercume bottlenecks as they arise. Often this means assigning cne person
tc work on a regular, perraps full-time, basis, with each supplier. Tne
second apprcach is tc buy from several different suppliers, s¢ that
prcblems with any one can be ccmpensated by increased purchases from
cthers. The establishment of such a system is ciearly nct ccst-free, and
must be sat against the cost-savings tc the parent firm in determining the
poctentia’ advantages cor disadvantages of subcontracting. As siggested
above, scme parent firms have decided that the costs of establishing such a
system-—cr the remaining risks of cperating while using cne--are toc
great; they have drcopped subcontracting altcgether, shifting to fully
integrated production. Based on their own management skills, their
centacts with potential suppliers, their evaluation of risks and profits
inveolved, zand a host of cther considerations, different entrepreneurs will
reach different decisicns here.

There are twe further issues of quality which may be addressed here.
Tne first concerns the technical ability of suppliers tc prcduce good
quality prcducts. The second 1s clicsely related; 1t concerns the
pressures in the system either tc maintain or nct tc maintain a particular
level of guality. To produce a better qguality product almest alwzys costs
more, It may require better quality (and more expensive) inputs; it will
xonerally réeguire more labor time. Soveral participants expressed to us
the view that siubcontract suppliers are capable of producing much better
guality products than they are currently making--if there were an incentive
fer them te do so. At the present time, for scme product lines, the
prossures coom to work the cther way. On the one hand, buyers are quite
tclerant ‘soritimes based on "side payments") of low quality products; on
thie other rhand, strong competition between suppliers puts pressure on all
te produce the lowest quality product wnich is acceptable to the vuyers,
In this =it.zfticn, laments about the low quality of products available from
suboontract sugpliers, or technical assistance programs almed at teaching
them to do better work, may be quite misplaced. Only when buyers insist on
higher quaiity standards, and reccgnize that they will have to pay a higher
price to ootzin it, will this vicicus circle be broken.



Again, smocthly operating subcontracting systems must provide an
effective way of dealing with this problem. The buyer in such a system
shculd kncw what quality standard is required for a particular part or a
particular process; he should know where it is practical to econcmize, and
where it is important to insist on quality. He is also in a position to
insist on that quality standara. Many subcontracting svstems we have
observed here seem to work that way--with the major exception of those
where the buyer is the public sector. What this suggests is a need tc
establish, maintain, and insist con a high quality standard, particularly
for purchases targeted for the public sectcr.

It is in this context that one may best view a technical assistance
program currently being cffered te small prcducers by the Bangladesh
Employers' Asscciation. This prcgram, funded by UNDP thrcugh ILO, has five
technical experts weorking to raise skill levels, primarily (but not
exclusively) in the metals areas. 80% of their work is offered cn a fee-
for-service basis to large firms which are members of the BEA; the other
20% of their time is tc¢ be made available, either free or for a ncminal
fee, to small workshops. Particularly for the latter ccmponent, the
experience tc date has Deen & mixed cne. Small producers often don't seem
particularly interested 1n drawing benefit from these experts; they do not
see the need for technical improvement. The large firms (public, private
local, and multinaticnal) that are nembers of the Associafbicon reportedly
see little prospect for making use of local suppliers; cne of the reasons
for this is their belief that the suppliers are noct capable cf making the
products they might wish to buy. In the absence of an effective system of
quality contrcl, we are left with a stalemate, where small producers find
ne incentive to produce better quality products, while potential buyers of
their services are convinced that they are incapable of doing satisfactory
work. The problem is not primarily with the technical skills, but with the
linkage mechanisms.

6.2.2. For subcontract suppliers, whether prcoducers or (for
international subocontracting) countries, problems arise under two major
headings. The first, already discussed, arises from the variability of
orders. In scme cases, it is pcssible te moderate this procblem by seeking
orders from a diverse set of buyers. Fcundries can try to serve a range of
parents, from a range of industries; export garment manufacturers can try
tc get crders from saveral different markets {Western Eurcpe, Middle East,
USA). For firms supplying a rather seascnal domestic market (garments,
shces), this cption is not available; the prceblem secms o be an
un woidable one.

Thne cther proeblem faced by sippliers 1s one relating to possible
de pendence on buyers and rosulting ricks of explcitation. This is a
complex and contreoversial 1ssue, often with iceclegical ~vertones, Parent
firms generally do have superior skills, particularly in the marketing and
management areas, which often put them in a stronger bargalning pesition
than their suppliers; as a result, they are oftern able to cbtalin terms
which are more favorable to them, The strongest cefense against this~-~and




1t 1S ncot aiways available-—is to seek to deal with an array of buyers,
from as diverse groupings (geographical, sectoral, firm type) as

pessible. Tr= oppertunities to do this will vary from case to case; but
even for suppliers tc Bata and Pearson Garments, where the bargaining
strength is perhaps most unequal, suppliers can build links to other
domestic retail cutlets as well, only continuing to deal with their
ngodfather™ if it is preferable to the alternative of withdrawing entirely
from that purchasing channel. Once again, "multilateralism on both sides"
seems to be the oest defense available against risks cn either side.

6.3. Capital and Credit. The significance of capital shortage prcblems
amcng subcontracting firms seems tc vary sharply from industry tc
industry. Shcemakers see it as a serious constraint, particularly because
of the credit arrangements impused by ncn-Bata retail buyers. Among
garment manufacturers, Pearsons' strong capital position was cited as a key
factor enabling them to establish themselves as a major force in the
market, buying (but paying cash) from several factories, for resale thrcugh
their extensive distributicn network. In the metals industries, problems
of capital shcrtage were much less prominent in our ccnversations.

There are currently surprisingly few credit links between buyers and
suppliers in subcontracting systems, less than in cother countries where 1
rave worked. We have neard of cnly a few cases where the parent firm
provided any help with the purchase of capital assets: the "inside
subecontractor" working for a pump manufacturer; Singer, which provides
capital lcans to its suppliers; and Bata, which cccasicnally does the
same. On the working capital side, in international garment
subecontracting, tne "rsack-tc-back letters of credit system" mcans that the
parent firm's order cnables tne supplier to berrow from the bank to finance
the purchase cof 1inputs. In a few of the metals systems, as well as in thne
hesiery industry, parent firm provided the raw materials for processing.

In all other cases, the sipplier had to ocbfain the inputs himself. In tne
case of dealings with pithlic sector firms, we were tcld that when BMTF does
contracting work for a private producer, they require 50% cash payment in
advance. When private producers 4o subcontract supplying to public sector
firms, on the cther hand, delayed payment well after delivery of the
product seems tc be the rule. In both types of transactions, then, private
sector firms find that they must supply working capital tc the public
secter participants, 1if they want tc do business with them. Scme progucers
selling machinery and parts tc public sector textile mills reported that
they minimize these problems of delayed payment by working through agents
or broxers. The agents pay a substantially lower price than one conld get
by entering the tendering process directly, toc sell tc public sector
buyers; but by dealing thrcugh agents, one avolds all the hassels which
tendering inveolves, as whll as the time-consuming task of keeping after the
buyers, to press them to "pay up." The agants can alsc perform a useful
function in dividing large corders intc smaller lots which can be handled by
a numuer of zmall suppliers. The agents clearly take their cut for all
these services, but several small suppliers scemed to trhink 1t was well
woerth 1t
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6.4. Risk. An important issue for a businessman 1s the level of risk
he runs, in a particular production situation. It is important tc see the
ways in which particular contractual arrangements affect the level of risk,
for varicus participants in the system.

The largest risk for a parent firm is that the supplier will not
provide the required prcduct, with the required quality, at the required
time. As suggested abcve, this is a real risk, which can be moderated
scmewnat, but not eliminated.

For suppliers, the key risk cf embarking on a subcontracting .
relaticnship is that he may invest in required machinery and equipment,
only to find that his crders are not renewed. In a sense, this 1s the
subcontracting counterpart of the standard risk all businessmen face: of
creating the capacity tc produce something, then not being able tc sell
it. 1In a subcontracing system, that risk is born in the short run entirely
by the parent firm; except in cases cf non-fulfillment cf contract, the
supplier is freed entirely from this risk. The lcng-run risk remains,
thcugh, that the supplier's contract may nct be renewed, and he may be left
with a useless and unprcductive investment. The mcst likely way to seek to
guard against this, cnce again, 1s tc¢ seek contracts with a diverse set of
parent firms, tc guard against the danger that all will turn scour. This
can help, but clearly the risk still remains; it is a risk, though, which
\s not innerent in subgcontracting as much as in business in general.

Ceference was made above to the risk that a product, once made, will
not sell, and the allocation of that risk between parent and supplier. 1If
the parent firm 1s a better judge of taste and is able tc use
subcontracting arrangements tc tailor production to match market cewmands,
that wonuld be important nct cnly in the alleocaticn of risk but also in
reducing its cverall size.

A different type of risk arises when raw materials are spolled in the
~curse of the prodiction process. 1In general, even when raw materials are
provided bty the parent firm, this type of risk would be born by the
supplier; this cculd be of ccnsiderable importance to the parent firm,
wnich escapes in this way a potentially sericus risk. Its seriocisness will
vary from one production process to ancther. For a foundry, in the case of
a bad casting, the material can be remelted, sc¢ the only loss is labor and
fuel. For wood carving or garment making, a wrong cut can render a plece
of raw material unuseable.

A final risk relates to variations in prices of beth inputs and
cutputs. Tne impact of this risk as between parent and supplier firms
depends crucially on the terms of the contract. If raw materials are
proviied by the parent firm, with the suppliers paid on a piece-work tasis
for their value added, then this risk is born entirely by the parent
firm. 1If raw material procurement is the responsibility of the supplier
and prices of the final product are determined in advance Dy the terms of
the contract, then this risk gets shifted entirely tco the supplier (at
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Teast for the pericd of the contract). Both patterns can be fcund in
Bangladesh; hosiery knitting exemplifies the first arrangement, while
garment and shce contracts generally follcw the latter pattern. The
difference can be quite significant.

6.5. Public and large private sector participaticn in subcontracting.
The discussicn above makes clear that there are numercus problems involved
in subcontracting arrangements between public and private sector firms.
Public sector firms are under little pressure to minimize ccsts, or tc
increase the rate of utilization cf their existing capacity. Procurement
regulations generally require open tenders, which are cumberscme ways of
establishing subcontracting relationships. Many pur hases are required to
use internaticnal tendering, which makes the prccess even more difficult
for lccal suppliers. The government's persistent cash shortage means a
perennial prcblem of delayed payments. As suggested abcve, government's
1ax enforcement of quality standards results in widespread product
devaluation, as suppliers attempt tc save money--scmetimas are forced to
save money, to meet sharp ccmpetitive pressures from cther potential
suppliers. In the absence of change in many if not all these dimer.sions,
it may be cvercptimistic to expect a large increase in subcontracting
between public and private sector firms.

One might add that, given a choice between impeorting or purchasing cn
a subcontract basis with a domestic supplier, sume large private sector
firms might chocse the import optlon, since it provides them with an
cppor tunity, through overinveicing, to move money cut of the ccuntry. Scme
rave argued that this 1s a significant consiieration for a substantial
number of large private sectcr producers.

6.6. Diversity of experience. It is impcrtant to reccgnize the great
diversity amcng different businessmen, even within a particular industry,
in the extent to which they chocse to make ucge of subcontracting systems.
The crganization of centrifugal pump manufacturing is instructive. We
interviewed six large private mannfactiurers of contrifugal pumps. The
managers of all six gave every indicution of being capable and energetic
entreprencurs. Amcong thcse six, twc rely 100% on subcontracting,
purchasing all parts from other lccal manufacturers, doing only organizing,
rarketing and assembly work themcelves., Two cthers started out relying
rotally on subecontracted production of parts, but have ncw switched to
making everything themselves; tney found the control of scneduling and
quality of inputs tc be too complex tco handle con a subcontracting basis.
™e fifth firm subcontracts all foundry work, making all otner parts
Fimeelf., Tne sixth makes all parts himself, but dces all tnhe fcundry work
un an "insice subcontracting” besis: he provides tne work cpace, eguipment
and raw materials, paylng somecne on 4 piene-work tasis to hire and

ne staff and be fully responsible for al

i 4
sipervise th ta 1 aspects of the
casting. Presumably the diversity zmong tnese six producers reflects
differing skills, existing facilities which they currently cwn, access to
capital, and percepticns of future demand fur pomps on the part of thase
cntreprencurs. This same diversity was obsorved armong producers of power



lcoms 1n Dhaka and Chittagong, and among producers of hosiery products 1n
Narayangan]). An cutsider would be foclhardy in the extreme tc say even for
a narrowly cefined product that cne pattern clearly and generally dominates
all others.

6.7. Is the current level of subcontracting in Bangladesh "too low" or
"toc high"? In view of the widespread use of subcontracting arrangements
in Bangladesh, cne may ask whether one could say that its use should either
ne enccuragad or disccuraged. One might argie that, except tc the extent
that cne can identify particular impediments which prevent the market from
reaching an optimum outccme, the raticnality of the market will lead tc the
result that "whatever exists must be just right." The rain arguments for
asserting that the expansicn of subeontracting should be enccuraged, then,
are based on the existence of impediments which currently ninder the

ttainment of that cptimum. Scme of these have been identified in the
previcus discussion, and will be explored in mcre detail in the fcllowing
secticn of this paper, particularly those centering arcund government
policies wnich stand in the way of expanded use of subcontracting. Aside
from these policy-induced impediments, the primary rezson for asserting
that the curreont usage of subcontracting is "too lcw" arises from a
judgement that the productive capacity among small proZucers in the country
{including househcld prodiicers) is substantially greater than current
output; that for many such producers, the key constraint hindering their
expansion concerns product development, and links to more distant but mcre
dynamic markets; and that subscntracting can provide a cechanism for
cvercoming these constraints.  The follewing secticns of this paper discuss
the ways 1n whicn policy and project interventions mignht be used to
encourage such an expansion of subcontracting systems.

I1. POLICY ISSUES

1. PR

m

LIMINARY COMMENTS

Tne wconcmy of Eangladesh, like its political and sceial structure, is
made un of twe major components. In the first of these, the key tc success
is bullt around faveritism and special access: dispensing it, or recelving
it. At i1ssie is special access 1o credit, to foroign exch age, to liZenses
and qiictas, to activities which are profitable as a rosult of special
regulaticns or prchibitions. The activities of mest piblic enterprises and
rost public regulatory zgencies center arcund cpporturities cr<ated by
trese situations of favoritiosn and special accoss. The same 1s eqgually
true of many lzrge private scctor producers; many of them got where they
are, after all, becwis2 they had special access, DeCLule they knew hiw to
play that system.

~ond side of the Bangladesh econcmy, made up of
ndividuals and enterprises that don't have access to that fzvoritism—

i
crinated seement. This cecond tier gives every indication of teing
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extracrdinarily dyramic, respcnsive, and creative. Many if not most cf the
producers in this segment are small enterprises; many are engaged in scme
type of subcontracting activity. It is hard to know how big this segment
is in the aggregate; as described in the first section of this paper, it
should be clear that it is alive and well.

This ralses the questicn as to whether the best thing to do for small
enterprises in general and subcontracting systems in particular is to leave
tnem alcne. If they are doing reascnably well under a pclicy of "benign
neglect," there is clearly a risk that more interventicnist policies may
rike things worse rather than retter. 1In particular, there is a great
temptation on the part of government officials in Bangladesh t¢ seek to
extend the demain of government control and regulation—-tc extend the upper
tier--so it incorporates more and more smaller producers, subcontracting
systers and all. We will need tc be particularly aware of this risk, in
{sciizsing possible policy changes.

Our discussion of policy 1ssues falls intc twc major categeries. The
first concerns the future growth of firms in the lcwer tier, taken by
thoroelvaes: pelicies which currently constrain the growth of this group of
firms, or wnich might be rodified to be mere supportive of develcpment
within this group. The seccnd area concerns policies designed to link the
lower tier more closely to the upper tier, SO that any growth dynamic in
the latter will be carried cver tc the smaller producers of the former.

2. 1,INKS B-TWEEN LOwER AND UFPER TIERS

In principle, there are many cppoertunities for establishing
suocontracting links between sr211 producers 1in the icwer tier and the
Targer public and private sector firms in the upper tier. Tnese links can
d, to some extent, do) go both ways: small firzs buy services and
oots from larger enterprises, 2nd larger firms buy inpiits from smaller
sizpiiers. As cxplained in the first secticn of tnis paper, tnese types of
1inks have developed only to a limited extent in Bangladesh. There are a
£ r.oasons for this, which provide the nackground for a set of

drcigned tc encourage more develepment zlong those lines.

&

and reeula‘tions concerning
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.. tions ennt ; sancticned firms. It 1s an
aracteristic of the system of industrial sanctions that a firm
; trnefits cnly on the basis of in-house production.  Probabdly
1o nest important changes in policy needed tcC encourage the growth of

in 2angladash center arcund an extension of tncse benefils
zvarlzble for activitles undertaren on a subeontracting

zre several examples here:

1.1, Eackward 1inks from export industries ( £.g. gargonts): the
nonded warehouce system has provided an effective and workable set of
procedures to permit the duty-free 1mport of cleth and other 1nputs used 1n

o

the production of garmints for export,  The wording of the regulation in

e —————
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the Bangladesh Gazette (No. S.R.0 306-L/84/864/Cus, June 27, 1984) implies
that, from the point of view of the customs regulations, a firm could
"integrate backwards," importing thread duty free, using that to weave
cloth, which would then be used by that firm to produce garments for
export. That has not happened yet, for a variety cf reascns. On narrow
legal grounds, industrial licensing is currently specified for a restricted
set of production activities; if a firm were to attempt integrated
production in this way, that would have t¢ be changed (tc license a single
firm, for example, tc prcduce both cloth and garments). More basically,
though, production of these products for the export market is a highly
speclalized activity, requiring a high quality standard. Garment
manufacturers are not usually skilled to that level i1n making cloth, and
are not likely tc beccme Sso.

The alternative, then, is tc have the cloth and the garments prcduced
in separate enterprises. Tc scme extent, this is already happening;
several firms are currently established and licensed to produce clcth for
export, based on duty-free impoerted thread, using the same bonded warehcuse
procedures being used for garments. Some of these firms are beginning to
establish sales linkages with the export garment firms, which means that
the backwards linkages from garment exports are indeed being established,
albeit in separate, sancticned firms. For such backward linkages tc reach
tc (non-sanctioned) small producers, the "parent firm” would need tc inpert
the raw material and "rui :t out" for processing tefcre either exporting it
directly or inccrporating it in a product which is then exported. Such
activities would curreatly be illegal; the regulaticons specifically say
that the importer must have "sultable in-hcuse facilities tc manufacture
the goods for which the raw materials are imported" (see the regulation
specified above). A change in the wording of this regulation would te the
most straightforward way of making it pessible for such activities to be
done on a subeontracting basis.

2.1.2. Forward linkages from export indusfries (e.g. leather): a
limited but growing number of firms are produciné-guod guality finished
leather for export. In principle, it shculd be pcssible for some of tnils
leather toc be processed intc shces--or mcre likely, into leather uppers for
shces--and exported in that form, The problem is reported to be that the
tanners and shoemakers are separate enterprises; tannrers currently enjoy
special tenafits from their exports, which they would leze if they sold
their leather to shcemakers for expert in tnat form. The Export Promotion
Bureau is exploring alternative ways of "sharing the benefits" of
exporting, which wculd be eguitable for all. The same 1ssue has arisen for
the bonded-warehouse exporters of clotn; they currcently obtain special
incentives for their exported produacts, which tney wonuld lecse if their
cloth were incorporated inte garments for subsoguent export.

The prcblem is a general cne; having provided special incentives for
exporters of all types, cne must alsc pay attention to the distribution of
thcse btenefits among different people at ¢ifferent stages in the production
procoss. If all the benefits are captured by the final =xporter (the last




perscn in the chain), then each person will try tc have the chain end with
him, providing a clear incentive against forward lLinkages. Of ccurse a
good free market eccnomlist would say: no need to pay special attention to
that; benefits at the end of the system will autcmatically work their way
back through tc earlier participants in a production/distribution system.
The problems with this reascning are first that we are not dealing with a
free market (the thing that raised the problem in the first place, after
all, is a special government-induced intervention program aimed at
providing special incentives for exporters); beycond that, we are alsoc not
deiling with very flexible markets, sc while there surely are pressures for
such things tc work their way back thrcugh the system, they mcve only
sicwly, and dc inhibit forward linkages in the meantime.

A more hbasic and direct approach weuld involve the aboliticn of

ssecial export promoticn incentives entirely, moving towards a unified free
rarket exchange rate. Few eccnomists would disagree that this is the best
target tc be working for in the long run. In the seccnd-best meantime 1in
Wwhich we all live, scme adjustment in the allocaticn of benefits of export
incentives clearly scems called for. An appropriate approach tc work
tcwards here might be the allocation of benefits from experting bzsed on
value added at a particular stage of the prcduction process. This 1s
analytically ccerrect, but not easy tc implement,

2.2. }EigﬁpgtlgggllTendegg. A large share (perhaps as much as 854} <f
Bangladeon's capital formation is externally funded, on terms which require
internaticnal competitive bidding. Domestic firms entering that bidding
2c5s have the right to use a bonded warehcuse system tc cbtain tax- and
iff-free imports to produce products under such contracts, since

ducticn against foreign exchange payment is rightly recugnized a
the equivalent of export production.  There are prceblems with these
arrangements, however, particularly from the peint cf view of bre
thise tender crders--many of which are very large--intc smaller c

s being
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so a number of suppliers can participate. There are n¢ prccedures whe. eb
a firm (foreign or domestic) could subecontract some part of the work to
ctner demestic suppliers. As currently specified, only the firm winning
the bid has the right tc daty-free import of required inputs. With a
simple change in regulations, that firm wculd be able to impoert the
marerials duty free and then pass them on to subcontracting suppliers for
processing; as suggested above, that precedure 15 illegal under current
rcgularions.,

2.3. Dealings with piblic sector firns: there are a rumber of aspects
of public sector firm behavicr which 1imit the cpportunities for linkages
netween these and private sector firms.

2.3.1. EEEEF?WEE?§QS,(iﬁﬁ?.ﬁ?_ﬁf}l”rs_Of services: public sector
firms are not reliable suppliers of services, in the sense of timely
fulfilloent of contracts; they often fall well behind their promised
dolivery sconhedules. Private firms have no reccirse, in caczes of non-
fiifillment of contract. In spite of this poor record, public sector firms




generally require that private sector buyers make a 50¢ advance payment, in
placing orders with public sectcr suppliers. In general, public sector
firms have been quite uninterested in selling services, parts, or products
tc private sector manufacturers.

2.3.2. Public sector firms as buyers of services: three major
prcblems arise here: a) the government must use a tenderirg process, with
many cppcrtunities for side payments and special deals; it is frequently
the case, for both public and private sector tendering, that by the time
the tendering process is officially started, behind-the-scenes negotiaticns
have already determined whc is tc win the ccntract; b) on delivery,
government freguently delays extensively in payment; and c) public sector
buyers use lax quality contrcls for delivered prcducts, resulting 1in
ccmpetitive degradation of the product.

2.3.3. Limited pressures on public sectcor firms: for bcth buying
and selling, a key reascn for the lack of development of effective
contracting mechanisms is that public sector firms are generally under nc
pressure tc cut <osts or to increase profits. When cpportunities arise to
sell prcducts or services, thereby improving on the distressingly low rate
of utilization of their productive capacity, <cntracting mechanisms with
the private secter are sc cumbersome and rewards systems sc¢ distcorted that
these cpportunities are not pursued.

What all of this suggests 1s the need for increased attenticn tc
improved management techniques among public sector firms. This 1s easy to
suggest, and is consistent with stated policies of the governmend (see
editurial in the Bangladesh Observer, Feb. 27, 1985), but is not eacy to
implement. Appropriate apprcaches might include the instituticon cf better
accounting and acccuntability procedures, training 1in enterprise
management, and the like. It should be reccgnized, however, that 1f tnose
in charge are not interested in improved procedures for public enterprise
management, there is very little that can be accorplished by even the best
training or procedures.

3. CONSTRAINTS ON EXPANSION WITHIN THE LOWER TIER

3.1. Igperted inputs. There is a second group of policies falling on
sraller firms which have not received any special privileges in the current
system, i.e. those in the lcower tier. One set of issues for these
oroducers concerns their access to imported raw materials used as
g=ngf@cturgqg_inpur§. Problems here center arcund import licensing

procedures and tariff rates. There are currently three types of import
licenors: induntrial licenses, commercial licenses, and Wage Earners!'
Scheme (WiS) licenses. Only sancticned firms-—those that have been
"yetted" by a series of government agencies--can be designated as
industrial irporters. GCther firms--those not sanctioned--have two cholces:
a) they can buy materials which have been imported by commercial importers;
or b) they can import directly thnemselves, thrciigh the WES., Each of these
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has its prcblems. Commercial impcrters may not kncw what prcduct is needed
(e.g. shoe manufacturers complain that merchant importers dcn't know the
business, so they generally offer c¢cnly the wrong kinds of glue), and charge
mark-ups viewed as excessive. The WES imports requlre paying a premium for
foreign exchange. More impcrtant, though, is the fact that for either of
these two options the import does not qualify for tariff ccrcessions which
are available for industrial imperts (i.e. lower tariff rates which apply
if the same materials are imported by a sanctioned manufacturer). The
difference can be substantial. The manufacture of trolleys fcr tube wells,
for example, requires the use >f steel plate, which is all imported. A
registered manufacturer who gets a license tc import these plates can bring
them in with a 15% duty, and with n¢ sales tax. For anycne else--a
commercial importer, or a non-authorized manufacturer using the WES scheme-
~the impcrt would be subject to a 50% duty plus a 20% sales tax.

For sancticned manufacturing firms, the whole imperting procedure 1
~umbersome and distorting. Import quotas are allocated administratively on
the basis of work plans which cften cnly locsely correspond with what
artually takes place. With approvals often delayed and with cppertunities
to benefit from the lower tariff rates for industrial imperts, there is an
incentive tc exaggerate needs. The main thrust of the systew seems fo be
tc provide a strong differential benefit to firms which are large encugh to
justify bcth going through the sanctioning process and importing
directly. Small firms generally find it uneccncmic to import their raw
materials themselves; the fact that they must pay a higher duty for
imported inputs is a seriocus nindrance to their growth.

The mcst distorting aspect of this system is the differential taraiff
impcsed on importers with different types of impcrt licenses. 1If this
differential were abclished, it wculd bring significant benefits to small
prcducers.  This does not necessarily imply unifcrmity acrcss products;
that wouid te desirable in itcelf, but is a different pocint. It ccncerns
uniformity for all types of importers, for any given prcéuct. The current
system of differential tariffs was reportedly adopted to cvercome a probilem
of smuggling of imports through Ezngladesh into India. Its 2limlnation
woiild require some confildence on the part of the government that this
illicit trade can be kept under cuntrcl. As currently practiced, the
system ccnstrains the growth of crall manufacturers by raising the price
and lcwering the availability of imperted inputs.

3.2, Utalities. 1If small, non-sancticned enterprises s.affer in terms
of their constrained or price-distorted access to imported manufacturing
inputs, the szme 1s zl1sc true with regard to their access to utilities.,
Trere are considerable delays in obtaining hock-ups for electricity, water,
and telwprnones. While all procucers suffer from these delays, the larger
firms can generally bring mere influence to bear, 50 they tend fo get
served first. Again, failure to sclve this preblem could exert a severe
constraint on the future potential growth of cmall enterprises in general,




A related 1ssue ccncerns the reliability of the electricity supply,
and the costs imposed by shcrtages. Again, the shortages fall originally
on all; but larger firms can more readily afford stand-by generators, which
are unrealistic for small factories. Furthermore, the injuncticn against
prcduction each day from 6-9 PM hits most seriously on firms seeking
efficient, multiple-shift patterns of production, such as the contract
knitters of Narayanganj. What all this suggests is that easirg the
shortages on utility supplies could be of considerable help to small
producers, particularly those engaged in subcontracting; conversely, a
continuing shortage may sericusly impede the further grewth of this group
of firms.

3.3. Tariff ancmalies. There continues to be negative effective
prctection for mest producers of locally-manufactured capital gcods; for
pcwer lcoms, rice mills, transformers and lathes, tariff rates on imported
inputs are higher than thcse of finished products. This set of tariffs
scems to be designed with the interests of the "upper tier™ prcducers in
mind; they want cheap capital goods, and are happy to import them from
overseas at low tariff rates. In scme cases, the damaging effects of this
tariff structure are suppcsedly cvercome by a prohibiticn against certain
imports (e.g. smaller lathes), but these prohibiticns are frequently
circumvented in practice. Since these products are frequently produced in
small and medium-sized workshops which make extensive use of
subeontracting, the tariff structure is a clear hindrance tc the expansiocn
of this group of firms.

4. OTHER SUGGESTED AREAS OF POLICY INTERVENTICN

The discussicn tc this point has focused primarily on characteristics
of existing laws and regulations which inhibit tne development of
subecontracting invelving smaller producers. There are cther policies which
rave been suggested by officilals of the Bangladesh government which might
cpen up new opportunities for subcontract systems,

4.1, Prcduct gﬁgggardlzation. 1n a number cof prcduct lines,
particularly for metal products, the establishment of standard sizes,
strengths, or capacities might make it easier for many suppliers to
participate in more integrated markets. This happens already to the extert
that large buyers esftablish and enforce standards for the products they
purchrase, as whon BADC establishes standards for pumps and .ngines, cr the
Pcwer Development Board sets standards for _articular elac.ical products
it buys. It has been argued that more widespread product standardization
would make 1t possible for small producers to expand their sales, perhdps
working on a subcontracting basis.

There are puzzles about this preposal.  Producers with whom we met did
not find 1t important. This may be because the firms interviewed were 1n
product lines where standardization either has already been achieved, or 1S
not isportant; or 1t may be that they judged wrangly. hs suggested,
rodict standardization is already being enforced where there are one or a




few majcr buyers; where this 1s not the case, one wonders how cne could
enforce the establishment of uniform standards. This proposal wcould seem
tc require more thought and more precise specification of products to be
ccvered befeore 1t could be seriously considered.

4.2. Designated prcduct lines for subcontracting. Another general
pclicy approach would involve designation of particular product lines as
cnes where subccntract preduction is particularly fruitful. Based on such
designatiocn, cone cculd make special efforts to promcte the use of
subccntracting: thrcough the collection of lists of potential buyer and
supplier firms; thrcugh technical assistance, targeted tc help suppliers
neet buyers' regquiremen¢s; thrcugh efforts tc inform parent firms about
pctential beunefits of subcontracting, and possible ways of organizing the
system t¢ minimize the risks involved., Scme of these are discussed more in
thie third secticn of this paper; they are menticned here since they involve
a pclicy of designating certain product lines as being cnes where
suboontracting seems particularly appropriate, and channeling project aid
primarily {(althcugh nct exclusively) to those designated areas. As long as
these are specified as areas where subcontracting is particularly
appropriate, so efforts to promote it are ccocncentrated primarily there,
this aporcach has much to commend it. Care must be taken, though, to
ensure that this dees not lead to a reguirement that subcontracting be used
in tnose areas, or to limiting any benefits only t¢ preducers in these
designated product lines.

4.3, Prevent duplication of facilities. Some have argued that tre
cxisterice of tnderutilized production facilities in the country reguires
strong steps to prevent the construction of new plant and equipment which
would duplicate that which 1s already in existence. ne idea behind this
is that thcse who need certain products or services for which there already
exists domestic preoduction capaclty should be forced to make u-  ¢f that
existiang ¢ Pamty rather than using the country': Llimited for cxchange
to create new facilities. Many of these existing underutilized dities
are in public sector firms. As suggested i1n the first secticn of thls
caper, there are severe prcblems of contracting mechanisms, in trying to
arrange for publiec sector firms tc supply inputs to other buyers., The fact
that the physical fac’ " ities are there and that other procdicers need their
services are not by themselves sufficient tc ensure that these contracting
prevloms will be resclved,  Unless concurrent and effective steps are taken
to overcome these contracting problems, then policies furbidding the new
constructicon of similar facilities w111 mean a sericous nindrance to the
industrial growth of the ccuntry.

bou, Establichoent of a systowm of government control for

9“)’0»;£éiﬁizg A number of governrent officials have expressed the need
for more offective and consistent policies towards subcontracting, along
with a better institutional framewerk for implementing these pclicies.
while this view has Leen repeited in several of cur interviews and written
at some longth in the report of the governmont committee on linkages and
Thboontracting, the suggestions all deal with procedural racner than




substantive issues. There is a constant reiteration of the need to develop
and implement an effective policy in this area, but little consistency of
view as tc the content of such a policy.

At a most basic level, the issue which needs to be faced here concerns
whether Bangladesh seeks 1o facilitate the growth of subcontracting, or
whether they wish to force firms to use it. Pushing subcontracting by laws
and regulations involves requiring its use for certain producticn prcocesses
or in the making of certain parts (fcllowing the Indian pattern). Several
officials with whom we met expressed an emphatic view that little is
happening in terms of subccntracting invcolving small producers; they
attribute this to a iack of & government system of regulation and
control. They argue that once the government establishes such a system,
then things can begin tc mcve. One is tempted to believe that they are
trying to expand the "sphere of influence" cf the upper tier to include
rore small producers, particularly those who are engaged in subcontracting.

There are twc major reascns for resisting this apprcach. The first is
that the develcpment and implementaticn of such a syster of control
requi~es a high level of technical ccmpetence as well as administrative
efficiency. In Bangladesh, the record on impartial and effective
administration of regulaticns and contrcls is surely cause for concern on
this score. Secondly, and of eqgnal impertance, cur interviews suggest that
the desirability of subcontracting, even in particular narrcwly-defined
prcduct lines, varies from one producer tc another, depending (amcng other
things) on the producer's existing facilities and skill levels, both
technical and managerial. FR.quiring a uniform degree of reliance on
subcuntracting in siuch situations would clearly result in a misallocation
of rescurces.

This suggests that a more appropriate approach to subcontracting wonld
involve policies designed to facilitate and encourage its use, rather than

requiring 1it. This has been the main thrust of the policy suggestions put

forward in this paper.
5. CONCLUDING CCMMENT

while many of the pclicies discussed here could be described as aimed
at the enccuragement of subcontracting systems per Se, cthiers are more
general in their fccus, designed to provide assistance tc small
enterprises, more breoadly defined. The discussicon hore has not been
limited to only thcose peolicics which impinge directly cn subcontracting
arrangenents; since a large number of small producars are engaged in
siubeontracting, there 1s & high degree of cverlap betwecen the two target
£rouDS, SC by providing encouragement tc small prodilcers- -particularly in
subsectors such as machine tools where subcontracting is widely practised--
one facilitates the expans.on - f subcontracting arrangements thomselves.

One sl
context, of o3

d agaln reccgnize the dangers, particularly in the Bangladesh
1ling attenticn tc an effectivoly operating but largely
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uncontrolled and unregulated segment of the econcmy; by doing sc, cne runs
the risk of inviting outside intervention, thereby making things wcrse
rather than better. In this regard, more general policies, which fall with
a broad brush on a wide range ¢f enterprises, may have advantages over
projects, which of necessity focus more explicitly cn selected progucers
and prcduct types. If the policies suggested here are adopted, they could
be quite impcrtant in opening new opportunities for "lower tier" producers
tc expand through the use of subccntracting systems.

II1I. PROJECT IMPLICATIONS

1. BACKGRGUND

1.1. 100 million pecple? In discussion of prcjects fcr Eangladesh, one
tends tc opéfate under tne snadow of the country's cverwnelming population
problem. That is understandable, and in scme ways is correct; yet it 1is
impcertant to keep this question in perspective. A prcject which is good in
terms of cost/cenefit relaticnships would be good whether it were cperated
in Jamaica, with its 2.1 million pecple, or in Bangladesh, with its 100
million. The main qualificaticn to this would come from the limited
ability of the AID staff to process and moniter prcjects; yet the pressures
tc find projects wnich reach lots of pecple are there in all countries. It
may be unrealistic to think that there are good projects which will reach
maszes of pecple; just because there are sc many pecple cut there nceding
help dees not necessarily imply that there are more projects with greater
spread effect in bangladesn than in Jamaica. It is easy tc have cne's
pricrities distorted, 1f cone pays too much attenticon te 100 millicn pecple
jcoking over one's shoulder all the time. Spread «ffects are clearly
dezirable, and should be scught wherever pcssible; but even in the presence
of Bangladesh's large pcpulation, 1t may be that the best prcjects are cones
trhat use fewer rescurces and reach a smaller number of pecple in an
effoctive and ftargeted way.

1.2. Small Enterprise Prcjects and their Limitaticns. Over tne past 20
years--and even more so over the past 5--considerable thcught has been
given arcund the world tc the fermulation of projects for the encourazgement
of €mall enterprises. While a few of those projects have been giiite
successful, it 1s alsc true that there have been a great many fallures.

The fact is that this is a difficult area in which tc work through
individual projects. Scme have gone so far as to say that the tast that
can be done in this area relates not tc projects but to policies: romoving
constraints, and providing an atmesphere conducive to the growtn of small
enterprises. 1 perscnally would not go that far; while I azgree tnat
pclicies are of paramcant importance, I alsc believe that there are uzoful
things tc be done at a prcject level, Cne should reccgnize, though, that
the prcject cpportunities may be limited in focus end in impact; the
project-responsive needs in thic arca probably are not of a type tnhat they
could be expected to reach millicns of prod.cers.
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1.3.5mall Enterprise Deveicpment: a General Focus. Prcject questions
aside, a central aspect of develcpment of small enterprises cconcerns the
establishment of linkages between dispersed small producers and dynamic
marxets. A central fact which appears in strong highlight in Bangladesh as
in numercus cther developing countries is that there are large numbers of
small and dispersed producers--whether small enterprises or individuals—-—
whose production skills are far more advanced than their marketing
skills. For this grcup, a central need concerns the development of
effective linkage mechanisms for joining dispersed producers tc dynamic
markets. There are three central aspects to this lirkage. The first
ccncerns simply the establishment of a marketing channel--finding ways of
reaching ocut to new markets. The second cconcerns product design and
develcpment: the adaptaticn of the product, so there is a match between
what 1s prcduced and what the buyers wish tc purchase. The third concerns
production controls, aimed at maintenance of consistent quality and the
raducticn of ccsts, to make sure that the product 1s ccmpetitive with
alternative (cften modern sector) scources of supply.

where they work, the beauty of subcontracting systems is precisely that
they deal with these tnree aspects. The marketing channel 1s itself an
inherent part of the subcontracting relaticnship. For the cother two
aspects--product development, and prcduction control-—-subccontracting
systems provide a mechanism through which small producers come to
understand the impertance of changes alcng these lines. They alsc provide
a channel through which the required information can recach the producer.
The parent firm has as much of an interest in these aspects as dces the
supplier, and is often in a positicon tc make up for the limited abilities
of the supplier in this area by providing advice, assistance and direction.

1.4, Siubcontracting vs. Linkages. This reascning suggests that a key
reed for dispersed small producers concerns impreoved linkages.,
Supcontracting is cne technique which has often worked tc provide such
linkagcs; there are cother techniques., An interest in subcontracting, then,
can best be seen as a part of a larger interest in the establishment of
improved linkages, which in turn 1s part of an even larger gecal of
encouraging the growth of small enterprises. Of ccurse this is alsc a
means to an end relating to emplcyment creation and imprcved distribution
cf inccme, For the purpcses of this paper, we draw the line in cur
discussicn at a point relating tc the establishment of improved linkages
for sma2ll producers. This means it is somewnat larger than sautcontracting
per se, but smaller than a discussion of small enterprise projects in
general,

1.5.8utzontracting Systoms as Intervention Points. Before locking into
‘re details of prejects for Bangl=z3ssh, it may te helpful to sunmarize
oriefly the major ways in which subcontracting arrangemants might provide
vppertunities for project and policy interventicons, This is a brief
surmary of a nore extended discussicn presented elsewhore; for more
netarls, the reader is referrred to the cther scurce,

=
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Areas of intervention can be thought of as falling under twec major
headings. The first concerns activities aimed at facilitating the expanded
use of subcontracting, while the second uses subcontracting systems as
channels for providing assistance to small producers. The first categcry
would include the establishment of subcontracting exchanges; the
restructuring cof tax systems tc encourage subcontracting; publicity aimed
at infcrming potential participants about the benefits tc be derived from
subcontracting, and ways they might seek tu sclve problems asscciated with
such systems; and the training of agents, whe scmetimes play a crucial rcle
in making the system work. The second category woi o include finance
channeled to participants cf subcontracting systems; assistance in product
development and design; assistance relating tc prcduction controls;
technical upgrading of suppliers; and cther kinds of training, particularly
in the area of management skills., Again, these are discussed in mcre
detail elsewhere, and are presented here as a cheecklist for asking whether
thiere are other project cpportunities tesides those discussed in this paper
which might be considered.

2. MIDAS: A& FOCUSED ACTIVITY AIMED AT BUILDING LINKAGES?

S
principles mé{wﬁe of fered as bzckground for thinking about work by MIDAS in
this area.

2.1. Scme General Principles for MIDAS Wurk in this Area. Four general
[od

5.1.1. Look for situaticns which show good prospects of spreading
peywnd one individual supplier estadlishing market iinks with cne buyer. A
recent propesal for an extansion of MIDAS states this in terms ¢f a
"roasenable prospect...that the sstablishment and suceessful funchbicning of
cne business will make pessible or trigger the establisnment of a series of
related cusincsses." This might happen through 3 situaticn where there are

linkages which reach many different suppliers (and hopefully, a number of
biiyers as well). Alternatively (cr preferably, in additiocn), cnce a
certain type of relationship is drmonstrated as being prefitable, it can
spread on its cwn by force of exazple without requiring additicnal
acsistance. Examples are given below.

2.1.2. Lock for ways of helping establish linkages between small
producers and dynamic mareets. As suggested abeve, this is the brcad
fram.work for the activity; it includes linwzges which are specifically
Fstanlished through subcontracting systems, but is not limited tc that.

el
nh
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2.1.3. Charge for the assistance that is offered. There are valid
analytical as well as procedural reasons for suggesting that assistance
offered here should be subsidized (i.e. scme part of the costs ccovered by
outside grants); but 1t is also important to establish from the start that
these are activities for which the peneficiaries must pay a part of the
cocst. This will help focus the assistance tc those enterprises that are
really interested in receiving it; it will establish high standards for the
assistance; it will avoid spoiling small producers with the "special
access, free hand-out" syndrcme which has sc distorted the activities of
many large firms.

2.1.4. In activities of this type, credit is likely to play conly a
supporting role. Many of MIDAS's recent activities could be characterized
as essentially credit activities. In the type of endeavors proposed here,
credit will scmetimes be needed to facilitate the establishment of
particular types of linkages, but the credit would be seen as seccndary, as
instrumental in achieving that end.

2.2. Examples of Areas of Oppertunity. In the course of ocur field
work, a number of opportunities were ldentified for activities of the type
discussed above. These are presented here as illustrations of possible
areas of work. Clcser examination might reveal that scme of these have
good prospects, cothers nct; they shculd be treated as examples mcre than as
specific suggestions.

2.2.1. Ezggucerg_lgghiggwgor a market: Narayanganj knitters,
wishing tc explore possibilities of exporting. As discussed in the first
cection of tnis paper, this group of producers have estzblished a clear
dominance in the domestic market based on efficient preoducticn systems
making wide use of subcontracting. Scme of these preducers would like to
establish new market links cverseas, tc enable them to export their
prcducts, but do not Kncw now to go abcut it. If cne cor a few could begin
selling abroad, this would open up important new cpportunities for large
numbers of proiducers and workers.

One might add that similar 1ssues of assistance to small producers in
cstablishing new marketing links in export markets arise for several cther
industries or product groups as well. Small shoe manufacturcrs raised the
same questicn with us, as did producers of (non-knitted) garments and some
specialty metals products. In each case, they were locklng for assistance
in establishing new market 1inks, with all that this entails including
prodiuct development and producticn controls.

2.2.2. Producers locking for a markot: Knalife Pottl produters,

lecking for better domestic marketiﬁg channels. As described 1n the first
section, this group of 300 or sG producers, employing sume 3000 workers,
are currently selling thracugh market channels which they find tc pe
stagnant; they themselves #“ish to find better arrangements which will
erable them te change their product dosigns, 1f nocessary, znd s~arch out
new markets., As suggested earlier, the conftract preducticn patterns




retween small garment factories and ready-made garment retallers may be an
apprcpriate model, in helping them develcp more effective marketing links.

2.2.3. Producers lccking for a market: household producers wishing
to produce in their hcme for sale in ocutside markets. The experience of
PVOs working in this area, discussed previously, suggests that there are
useful things tc be dcne in this area (see section 2.3 below), although
there are alsc risks of establishing quite unsatisfactory systems as
well.

2.2.4. A product locking for suppliers: Rcwer pumps are a simple
but efficient type of hand pump. The technology was developed by engineers
from the Menncnite Central Committee; manufacturing patterns have been
perfected by MAWTS. It now locks like the demand for these pumps may jump
sharply, with World Bank assistance; the EBank has agreed to finance the
procurezent of ne less than 400,060 pumps, many of which will prcbably be
ot the Rower type, There is an effective crganization in place to handle
an expanded distributicn of these products (Internaticnal Development
Enterprisas); but a producticn systet for obtaining such large numbers does
nct yet exist. with scome care, perhaps werking through MAWTS at least in
part, 1t wcunld be pessible to establish a producticn netWwork sased on small
producers operating in the consuming areas of the country. if based on
suboontracting, cscveral different enterprises might be invcolved in each
area. This would make pcssible the establishment of engincering workshops
thrcughout the country capable of making pumps and parts as well as docing
cther retal product manufacturing and ropair WwOork.

2.3. thﬂﬁﬁEf}EvEEﬁfﬂé11”§9“Eéﬁﬁ_thi5 happen? Once cnportunities cof
this type have been identified, what happens next? Whc shonld have
responsibility of working with these cases, tc make sure that potential
cpportunities are brought to a fruitful ccnclusicn? There are several
pcssible "neoxt steps;™ the appropriate response presumably will vary from
case to case. Arong the pessibilities are tne follewing.,

2.3.1, Pass it to a goxernmenpvéigggl. In the case of the
expleration of export markets, Tne Export Promoticn Bureau of the
GovernTent of Bangladesh has both responsibilities and a program of
activities in this area, with funding from the World Bank, for a varlety of
artivities., One respc se, then, on Lneovering an area which seems to have
good export prospects 1f the right links can be estazblished, would be to
pzs3 this to the Export Promoticon Bureau for further action. In such
sitiizticons 1t weitld be impertant to focllow the case, to be sure that it was
not simply allowed to sit on tne shelf awaiting action by an ocverburdcened
oureancrat,

25, the follow-up work can be

2.3.72. Egssilﬁ tc a PVO. In some ~a5es,
done by a PVO. Trere are sfveral of these available who might play
sigrnificant roles 1n this type of work. Intornaticonal Development
Fntorprises was renticned above ac an cresnization interested 1n "marvating
iroropriate technelogy," to qucete from thelr publicity material. HANTS hias




pilayed a majcr rcle in the enccuragement of subcontracting in the metals
industries, and (with gualificatiocns discussed in the first secticn) could
dc this on a brcader scale. The Bangladesh Develcpment Services
Corporation has acted as intermediary in a few of MIDAS's lcans. It should
ne recognized, on the cther hand, that what is at issue here is really a
set of entrepreneurial functicns that involve the development of new
markets and new marketing systems. In general, PVO's have not been very
offective in bringing abcut thcse kinds of changes. One cf the criginal
scals ¢f MIDAS was to nelp these agencies undertake this task more
cffectively; tc date, they have nct had great success at this.

2.3.3. Pass it tc a private firm. In & serse, wnat is invclved in
this whole area of work 1s the uncovering of profitable business
cppertunities.  Cnce these have veen identified, one might try to find a
private entregrencur wWhe would be interested in moving inte the field, as a

ri.sincss venture. Tne problem with this apprcach may arise from the uneven
n

cargaining pesition ¢f a cutside, mcdern and perhaps large enter-rise,
dzaling with small and less well informed suppliers. At the very least,
this suggests tne need from eccntinuing menitoring of the relaticonship, to
~=%e sure it is working in ways which are acceptable to all. An
alternative would be to try to interest nct cne ~ut a nucber of
entrepreneurs, 1.e.

2.3.4. Pass it tc a nuzter of different privat
31 involved, s¢ cach supplier heas a chnoice cf several buyers with whom
1. Thnis is similar fc the praoceding approach, but aims at the

reation of & notwork of linkzges rather than cust bilateral relationsnips.

2.2.5., Have MIDAS undertake the entreprencurial functicn directly,
Dirhaps 1n cocperaztion with eilther private firms or PV0s,
2.4, Implicaticns for MIDAS

2.4.1. Twe tyres of funcrions. The reasoning abhove siggests that
tw —arately 1dentifiable types of activities in which MIDAS
- -

in this area: .dentifying cpportunities for establishing
actually un

dertaking the establishment and development of
It is porhaps casiest tc agree that MIDAS shcould

s ks
ndertake the first of those, i.e. tne identification-type activities.
Yiving done that, tre noxt stage will protably vary considerzoly from cuse
tc case. Ferhaps the clearest thing to be said 1s that the second
(imslementaticn) siage 1s just as lmportant as tne first {identification)
part; MIDAS woulc rend to stay involved with a particular arza until it was

-t
-~ -

catisfind either trat the wrpiem-ntaticn phase wWas &3 actoerily under
way, or tnat it rhad made a mistsr. «nd the activity is not really viahle.
This means that wrether the "opportunity™ 13 piensad aloeny to a government
2gency, to a PVO, or tc cne or ral private prodicers, MILAS staff wonld
need to monitor the follow-up activities to snoare that it as not simply
put on the crelf,

—
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2.4.2. Staffing. This 1in turn suggests a staff with two types of
respcnsibilities: for locating new opportunities, ancd for pursuing cnes
which have previously been identified. One could arguz whether it is
pbetter for the same people tc undertake both functicns sequentially, or for
different pecple to work on the two types of activities. Since the skills
irvclved are quite similar, it seems apprcpriate to have the same people
involved 1n both identification of opportunities and in follcw-up work.

One possible coperating procedure might be as follows. If four people cculd
e allccated to this type of work, they might be divided intc two different
sectoral groups, with two pecple working on each. Within each of these
groups, twc pecple might then work together in identifyling new
gppertunities, until one such cpportunity were identified; then cne of the
two would shift cver to the "fcllow-up mcde," working in that area until he
or she felt ready tc move on. The second person would continue seeking out
rew cpportunities until one was located, then work with that until it could
meve on its own. Different cases would require different lengths of time
for nurturing; they wculd alsc require differing levels of continuing
attenticn cver longer pericds of time, as longer-term follow-up. Each
perscn would presumably be invclved in a back-and-forth of secarching for
new cppertunities, attempting to ostablish new linkages in arcas which are
identified, and ccntinuing monitoring of systums he cr she previcusly
worked with., Thnis dces imply that MIDAS should acsign a small group of
pecple (perhaps four) tc work primarily or exclusively in this area of
linkage identification and develcpment.

2.4.3. Sectors to luck at first. The field work on the basis of
which this report is written focused primarily on three sectors of the
eccnomy: metals and engineering, garments, and leather shces. Each of
these clearly deserves further follow-up work. In additicn to those three,
several people have indicated that there is substantial subcontracting
going on among plastics producers. Beyond this, 1n cther ccuntries,
production is cften based on subcontracting ~elaticnships in the furniture
industry. Finally, reference shculd again be made to subcontracting
systems linking back to housencld producers. With this long a menu, whiere
shonld cne start? The rosponse depends to scome extent on the numbers cf
cecple who will work on the activity, their tackgrounds and interests. 1If,
as suggested above, fcur people were involved, then it might make sense to
group them, with two working on garments and leather shces, and two others
on metals and plastics. There are advantiages tc be derived from individual
sectoral specializaticon, but alsc frem an oxchange of views btitween pecple
working on the same topic in related fields; this suggested zppreach
represents an attempt to capture both of these two geoals. 1If more pecple
were invelved, then work cculd alsc be done on the housecnold producers,
Furniture might then be kept in reserve, for wnen one of the otner sectors
svemed to have riached a point of diminisning returns (i.2. where encugh
WS Known about it so further explorations scemed not tc be fruitful).

n this activity shculd not be scen as providing Iinkzg

2.4.4, Criteria for spread effects. It was surgested above that
e 1 £
dual firms, but should look for opportinitics Wwith potent

es only
1al
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spreag effects. In the "exploraticn" phase, then, it wcould be helpful tc
establish criteria for saying, this cpportunity has the pctential for
invelving encugh enterprises tc justify mecving into the implementatiocn
phase, wcrking with that group to help them establish new marketing

links. Such criteria would need to be ccnsidered as rules of thumb, to be
acjusted cver time; yet they would serve to remind analysts of the
necessity to limit "implementaticn" activities to situations with a
rozscnably large pay-off. This might best be expressed in terms of a
Tinimus number of workers invcolved in all potential participating supplier
erprises, perheps using 500 as a usual minimum.

Other targets may be needed with regard to numbers of "opportunities”
icentified, and number of situaticns brought tc a stage where prcducers are
effectively linked tc new markets. The precise timing on these ceannct be
controlled or predicted. A reascnable target might be for each person
involved 1n this activity to identify six situaticns worthy of further
work, and to follow up four of these elther tc the stage where the links
rave been established and a new system 1s working, or where it is

srteprmined that further work in that area is not fruitful.

2.4.5. Credit., It wWas suggested above that in this type of
activity, credit weuld turn cut to have a supporting rather than a contral
rcle. Returning to the examples given abcve of the types of opportunities
which might be the fccus of work here, it s@@rs nlear that 1n scmé Cases
credit may be necded: to enable the Knalifa Pottl producers to modernize
their eguipment, f sceme upgrading of prun«Ft is fociind t¢ be needed, as
they sell in different markets; to provide the fixed capitzl needed to hielp
stablish srall workshops for the production of Rower pumps; to provide
working capital for exporters, whe face longer payment delays for shipment
cverseas. The point is thnat the credit is iatimately <urnected with a
perticuiar set of cningas in producticn and marketing systems which 1s
cdged teo e potantia veneficial, but whicn requires more capital 1f 1t
tc ne put intc =ffect., It is in this srnse that credit becomes 3
c.pporting feature of the activity, not its cent ral characterist

571
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shed, one of the key focuses for MIUAS concerned helping PVOs
effective in the pursuit of income-generating activities. ost
r 1 cree that MIDAS has not bean succassful in meeting that

Trhe discuscion in the first section of this paper mikes it clear, on
cther nand, trat with the right apprcach, PVCOs can play an important
rele in nelping estaslish such links between hongeheld producors and
cvside markots. That i not easily done, thaough; before embarking on any
work 2long these lines, one would want fo insist that MIDAS lezrn o do
fris itaelf. The most fruttful approsch here, as in s many oiner things,
is to tawke a clone loock at the succouses., There are PVOs in Bangladesh
Wnich are currently doing this work very effectively. A careful lock at a
few of theoce, as will as at some which are less succeccful, -~itld be very
cffective in helping the MIDAS staff think through the irgredients of
s.ccsns in this difficult area,

7.4.65. The residual gquestion of PVO zssistance. At the time it
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2.4.7. MIDAS as investor. Scme have argued that MIDAS missed a
golden cppertunity by not getting in on the ground fiocr of the garment
expcrt boom. Presumably what pecple have in mind here is that MIDAS shoculd
have participated in the equity finance cf some early garment exporters,
thereby cbtaining for itself some of the profits, which could then fund
future activities for the rest of the century. 1f this 18 part of MIDAS's
mission--not only tc uncover cppertunities and turn them intc actuality,
but share in the benefits that result--then MIDAS should be looking for
oppertunities to participate as part cwner in at least scme cof the firms
which they help. This may seem like a peculiar argument tc rake, in a
~ontext where most financing instituticons are facing substantial defaults
in the repayment of principal; yet 1f MICAS dges its job right, it will be
unccvering situaticns where returns could be expected tc be quite high. It
ccems entirely appropriate for the rules of thne game to be structured 1in
such a way that MIDAS shares in those gains.

2.5. Implications for AID. The first implication is that, if AID finds
this type of activity tc be a worth while undertaking for MIDAS, it would
need te help finance the activity. The reguired budget would include the
salary of perhaps four professicnals, plus 1crcal travel and asscciated
cvernhead (office space, secretarial suppert and suppiies, telephcones
etr.). Since scme activities might involve calling on gualified cutsiders
for technical or cther specialized assistance, it would be appropriate to
inclide funds for the hiring of (local) consultants. Beyond this, money
would be needed for any associated credit facilities.

It was s rsted earlier that beneficiaries from this typ;e cf activity
snonld pay pa of the costs themselves. This mignt be incorporated in the
nudget planning as follows. First, presumably the full credit fund would
e supplied from cutside assistance; it would hopefully constitute a
revolving fund, to be used fcr later relending, ocut of repayments. Second,
it 15 nct realistic to think that activities relating tc tne icentificaticn
of cpportunities could be patd for on a fee-for-service basis; these woild
reed to be fully fiunded from AID. Of the cther type cf work--
"implementation”--perhaps half the ccsts might be reccverable from charges
tevied on the teoneficiaries. 1f the activity were originally funded for &
‘wo -year trial pericd, then the first six months might be fully devcoted to
identificaticn of oppertunities. For the remaining 18 months, cne might
sostulate that 50% of the t ime wcnuld be used in that ftype of activity (all
AID-funced), with the cother nalf used for follow-up work, haif of which
w uld te paid for by the bennficiary; this would imply 100% of the budget
w i1ld be covered by AID during the first six ronths, and 75% thereafter,

Pricunanly AID would wznt to specify scme goals and targets for the
activity, to provide a staniard ngainst which c¢ne could later measure its
siuecess, tzsed on MIDAS's previcus record, a first requirecent might
concern the niring of staff; a reasonable requirement might be that four
professicnals be designated and start work on this activity within tnree
months of the signing of the agreoment. If VIDAS chocoss to undertake this
work by using some of their existing stalf (Which wonld make sernse), then
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the requiremen? would be that within three months these designated pecple
should have been fully freed of previcus responsibilities. The quality of
the staff recruited is alsc of crucial importance here. The central point
is that thcse employed for this task would have tc have scme
entrepreneurial kncw-now. Normally, this would rule cut pecple whcse scle
prior experience was either in the civil service c¢r in academic studies.
It is not easy tc identify people with this type of skill (although it 1is
not difficult tc identify pecple whc clearly dc ncot have itt). One might
alsc ponder whether it would be po ssible tc recruit such pecple to work for
MIDAS; 1f they are good at it, they are prcodably cut making lcts of money
doing it! This is indeed a preblem; but 1f cne 1s aware of the nature of
one's needs, it 1s pcssible tc find pecple with the right skills.

A preposal nas recently been presented to USAID by the Bangladesh Small
and Cottage Industries Corporation, designed to enccurage the expanded use
cf suhcontracting by establishing a credit facility based con the
disccounting of orders placed by reccegnized parent firms. 1t now appoars
that this propesal has run into difficulties as a resiult of disagreoments
concerning interest rates to be charged. 1 include my comments on the
criginal preposal, since this may be revived in revised form at some time
in the future. The prepcsal is tc be commended ¢n two grounds. i) It
seews to encourage and facilitate the expanded use cf subcuntracting,
rather than requiring it. 11) The credit facility ifself is wall di signed
and speeified. While some tanks are reported tc nave such a facility
already, these are clearly not widely known or wia 1y wsed, s¢ the preposed
activity 1s a desirable contribution,

Aol

The main limitation of the propesal as currently cpecified is tnat
trere 1s virtually nothing in 1t which woiild make an o j

subecontracting more interesting for pzront firms, Tre; C
will ultinately decide whether to hendle & particniar ecti v1ty b
production inside their cwn firm or by zont t cat fo othe
“xcanded use of suvconfracting will taxe place if and only 1f th a
cption Lecomes moere profitable and/cor nmure asible for the parent f

The key prozlem for any suhcontracting arrangir.at s ine establishmont
T Lnsurtng a regular flow of products meeling reginired giality

1s tne difficulty of estanlishing zwch z systom which has

cme producers in Eangladesn te sto

lead o irng subcuntracting, and ofhir%
te refrain {rom starting., Other firms, cther nand, have foond ways
of roclving trese difficulties, Fﬂrhq;s the most iopurtant thing w0 ch

< l

coinld be dune to o expand the voe of atracting wenld be to hielp fooont
firns understand wrat must be done tc o lve thas set of provlems, and
rraps to nelp fund the establishoont of procenuris which will solve

;r
them,  Several things may be sugganted:
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a) Education: pcotential parent firms need to understand that they
must establish offective procedures for maintaining guality and regularity
of product flows. Intense competition between suppliers can mean that,
unless the parent firms insist on high standards, quality will
detericrate. This means, among other things, a recognition by parent firms
that higher quality will generally cost them more.

b) In every case of successful subcontracting, the parent firm has
a perscn tc supervise the technical work and logistical relaticns with each
supplier. This person plays a key rcle not only in maintaining quality but
alsc in training suppliers in producticn techniques, introducing new
product types, etc. Thils person must be scmecne who 1s trusted by the
parent firm, prcbably scmecne from the parent firm's cwn staff. In the
ests-lishment of new subcontracting systems, AID might cover the cost of
sich a person for each new relationship (each new parer., for each new
supp..2r), ccvering 100% of the person's salary for the first year, 66% in
the se-cnd year, 33% in the third year, and ncne thereafter.

¢) Pecple learn best, and are the most fully ccnvinced, by locking
at successes. There are scme good successes in this area in Bangladesh.
If tncse pecple are willing (and I suspect they would be), I would suggest
taking groups of 5-8 pctential new parents to talk tc those whe are running
those cuccessful systems, to let them ask questicns and see hcw they have
sclvec the prcbler~ and benefitted from the increcased specialization which
subcontracting systems a'low.

d) Lists of potential suppliers and pctential parent firms. This
is the core of the UNIDO apprecach to subcontracting, going under the
general heading of "sybcontracting exchanges.”" This informaticn can be
ugseful in making it pcssible for buyers to reach out to mere suppliers, and
for potential suppliers to identify a variety cof different buyers of their
services. For this fecility to be useful, it would need to include mcre
than just a list of firm names; there would alsc need tc be scme
specification of interests and abilities, both as specified by the firms
themselves and as evaluated by an cuftside cbserver. In the UNIDO apprcach,
a xey cperating procedure cof the exchange is fcr the exchange manager to
make regular visits tc both supplier and buyer firms, tc discuss with each
the c¢peraticns of the system, problems met and potential ways of overcoming
them. The establistment of such exchanges could be a very useful activity.

The BSCIC credit propcsal is restricted to the metals and engineering
industries. This makes good sense, as a starting peint, If such an
activity were established and turns cut to worxk well, then cne might
consider extending it fte cther industries, perhaps starting with those
which dral peripherally with the engincering industries, such as plastics
and weod products.  For example, Singer Sewing Machine currently buys
Wwoooen tables and wooden machine ccwvers ¢n a subcontracting basis from
local furniture manufacturers. Makers of Rower pumps buy plastic parts con
a sibecntracting basis from small firms in Dhaka. Through links such as
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these, it would be straightforward tc extend the area of ccverage of the
activity beycnd engineering products, narrcwly defined.

4. OTHER LINKAGE AND SUBCONTRACTING ACTIVITIES

While these two prcjects are the primary cnes which have been brought
forward for USAID consideration in the subcontracting area, there are
others which might be considered at a later date, or if these run into
prcblems or delays.

4.1. Work with Business Associaticns. Bangladesh seems to be a country
of Asscciaticns; everywhere cone lcocks, there are asscciations of producers
of this and that. A number of ccmmentators have remarked on this, and on
the potential rcle which such associaticons might play in bringing
improvements tc particular soectors of the econcmy. For example, in their
study of the shce industry, the TIP team called attention tc an asscciation
of small shcemakers, as a possible crganizing focus for establishing a
subcontract supply system. Wwe met with a few of the members cf that

asscoiaticn, and alsc with the officers of the hosiery manufacturers
zssociation in Narayanganj. The fact of the matter is that these
asscciations, as currently structured, are very weak and amcrphous

groups. They have no authority and nc benefits tc c¢ffer to their members,
sc the membership lists are virtually meaningless. On the cther hand, the
country does have a tradition of forming such associations; in many parts
of the econcmy, the asscciations themselves are already in place, even if
they have had little tc coffer up tc now.

what this may suggest is that, if MIDAS finds a particular infervention
opportunity in a certain industry cr among a certaln group of prcducers, a
lcgical approach in seeking tc respond to that opportunity might be tc see
if there 1s an asscciation already existing which mignht be a channel for
~ork in that area. Tc start from the cther end--locking tc see where there
are assseiations, then locking for ways of vitalizing them and using them
tc effect change--is alsc a pessibility, but it seoms more likely to lead
only tc special pleading for special benefits for members of particular
product groups or subsactors of the econcomy.

4,2, Expoert Promstion.  The discussior above has mad: several
refercaces to opportunities for small producers to mcve intc export sales,
\f they can cstablisn effective links with foreign buyers. We found this
t¢ be alrcady happening in a number of <ases; nore could be done, with the
right «ind of assistance. As indicated, the World Fank is already active
in tnis area; there are otners (such as UNIDO cr the 1T0) who might be
willing tc 6o more, if more assistance is needed, so this does not seom
1ike an arca where AID needs to try to become involved. It does seem
irpertant «ncigh, on the cther hand, to saggest that this area be kept
under review, to make sure that the programs being designed and implemented
are =reting the needs of smzll producers, particularly those which rely on
cither zonifacturing or comnercial subcontracting,
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4.3. Singer Sewing Machine's Cottage Industry Program. Singer Sewing
Machine 1s an interesting company which, around the world, has developed
some forward-looking production and marketing strategies. As indicated in
the first section of this paper, their production patterns in Bangladesh
include use of subcontracting in the producticn of stands and covers for
their machines. They are considering expansion in a variety of directions
in Bangladesh, including television sets and bicycle assembly. Their
general manager told us that they use subcontracting becau~e it is cost-
effective; they don't want to spend their time making tables or ccvers for
their sewing machines, because "they have bigger things to do!"

Singer has alsc develcped a program which they call their Cottage
Industry Program, which has been quite successful in octher ccuntries, and
which they wculd like to introduce in Bangladesh. The goal for Singer is
clearly tc spread the demand for their wachines. They do this through
sales of machines to pecple who will usc them working in their cown home,
Along with the sale of the machine, Singer coffers a training program, to
teach people tc use tne machines they sell. This is fairly standard, in
Bangladesh as in the USA. The thing that makes the Cottage Industry
Program special is that Singer alsc pays consicderable attenticn to the
specificaticn of products which village hcuseholders can rmake using their
machines, and alsc helps in the marketing of these products. In some other
countries, this has invelved embrcidery machines, and the making of fancy
embroidered dresses for export; in Bangladesh, they judge that the first
efforts should be aimed at making simpler products, for sale 1in the
naticnal market. Their package propesal includes market rescarch aimed at
specifying products for which there 1s a market, eitner domestic or export,
follcwed by the establishmen® of marketing channels which will 1ink
household producers with those identified markets,

The Singer General Manager is relatively new on the job. when we met
him, he was just beginning to get nhis feet on the grournd. He showed us a
proposal along these lines which had been develcped for Eargladesh by
pecple who had run similar activities 1n other countries. It involves
fairly substantial AID funding. I did nct evaluate that preposal in
detail. The weakest link of it eppears to me to be the marketing
arrangements. These are correctly identified as a key preblem; I am not
convinced that their propcsal has provided a satisfactory way of solving
that problem. It dces seem to e worthy of careful consideration, thougn,
when it is presented.

5. CONCLUDING COMMENT

Bangladesh is unusual in that the government has identified
subcontracting as an arca of interest and focus. A high-level committee
nas been appointed, with respunsibility for duveloping a program of work
relating to subcountracting and Iinrxages. Unfortunately, the government
seems to have a particular perspective on the ways of moving forward in
this area, invclving expandlng tre area of government contrel and
regiulations to ferce producers te rely on subcontracting. A well focused
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ald program could be instrumental in directing the positive aspects of this
interest intoc mcre productive directions, aimed rather at encouraging and
facilitating the use of subcontracting systems in cases where entrepreneurs
find it profitable to do so. With the selected policy and prcgject
interventicns discussed in this paper, it should be possible to do some
effective and useful wcrk along these lines.





