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I. TNTRODUCTION 

Kmpir.ical studies!/ covering both developed and developing eowit.ries, , 
and serveral decades indicate that in the course of r~c:onomic f,rowlh, I.he 

size-structure of manufacturing enterprises passes through three br·oad yet 

distinct. phases. Household and <:olt.age·-shop entrrprises, nlso cal lei• lhc 

informal sector, pred011inate at the early stage, accounting for up to three 

quarters of tot.al manufacturing employment.. The predominant.Jy rura I and 

agricultural character of the economy leads to forward and backward linkages 

of processing and input supplies in rural and se11i·-urhan houset:old non- farm 

enterprises. Frapented markets, insufficient infrastructure and low 

technology encourage labour-intensive mimufacluring in cot.t.age enterprises. 

The growth of incoaes from the first phase of development generates changes in 

demand pullerns and st.~!ltllat.e.; the devr.lopment. of technology and 

infrastructure. Small workshops and factories, often located in urban 

centres, using modern technology and equipment. lend to displace household 

manufacturing in this second phase. With the growth o~ infrastructure, 

technology, urbanization and localization, large-scale production r.vent.ualJy 

tends to dominate and displat:e most of household aanufacturing and a gn~at 

proportion of small workshops and factories, the growth of t.he latter itself 

contributing appreciably to the development of large·-scale industry. 

While the above description of changes in the sizc-characlcrislks of 

11B11ufacturing h: broadly true, it should be noted that: 

(a) different sizes of enterprises co-exist in most. econo•ies, since 

labour, capital and product 11&rkets are usually imperfect, and changes in 

technology, transportation, conswner preferences and life styles continually 

influence manufacturing. 

(b) due to the dualistic nature of •ost developing econ011ies, th<! st.ages 

of growth usually overlap, infor11Bl 11&nufacturing d011inating in the rural 

areas or in subcontracting activities, Jarge-sc11le organb:ed 11anuf'acturing 

taking over in certain branches and sectors of industry. 
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(c) structural changes in developed 11erket econ<>11ies since 1970 caused by 

c011P&rative cost disadvantages in traditional 11&Dufacturing (coapared with 

newly industrialized countries), accent on knowledge-intensive and 

skill-intensive industrialization (as against 11aterial and energy-intensive 

industrialization), coaputerization increasing advantages of decentralized 

work centres, accent on quality of life etc. have resulted in arresting the 

decline in s11&ll-scale enterprises and a new emphasis on 811811 business. 

The following tables provide some of the empirical evidence. 

.. 
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Thus, s11all and lledit111 enterprises play an increasing role in the early 

stages of developaent and a decreasing role at later stages. The trend 

towards large-sized aanufacturing enterprises as inCOlleS increase refiects 

increases in market· size, econ011ies of scale, changing factor proportions, and 

better infrastructure of transport and comlUllications. However, such 

econ011ies are more important in some industries than in others. Other factors 

governing large-size establishments are govero11ent regulations, factor 11arket 

i~rfections, and legal and political advantages. Relative factor costs 

influence scale P.Con011ies or optillUll size and thus account for different size 

structures of the saae industry in different countries. 

S11&ller-scale activities in developing countries are of aajor iaportance 

in food products, wearing apparel, leather and garments, wood products, 

furniture, non-aetallic aineral products and metal products. The average size 

of plants in different industry groups in high incoae and aiddle/low incoae 

countries provides an indication of size characteristics in relation to 

development. 
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S11all-scale industry provides the seed-bed for growth. It provides 

training for entrepreneurs and aanagers and through this learning process 

slllBll industries grow into large ones. Both the birth end the aortality of 

saall enterprises are high - they grow and becoae large or they fail and 

disappear. A corps of dyoaaic enterprises plays a vital role even in a 11ature 

econ<>11y, as subcontractors to large industry or as meeting specialized and 

s~rvicn requirements. 

In developing countries governments play an iaportant role through 

indicative planning, allocation of financial resources, indust~ial policy, 

tr~de and econ<>11ic controls etc. in influencing and stimulating growth and 

development. Governaent regulations and controls tend to favour large-sized 

enterprises, often ur.intendedly, through the operation of incentive schemes, 

iaport quota allocations, financing etc. The scarcity of entrapre~eurial and 

aanagerial talents tends to favour large-scale enterprises able to secure 

foreign investment and collaboration. Speci~l progrB11m1es to assist 

smell-scale industries through technical, financial and managerial assistance 

are expensive and are not able to help the informal sector and the really 

small artisants and entrepreneurs. 

The next chapter consider~ the environment for small industry development 

and policies appropriate to ensure a healthy growth of small enterprises. 

Chapter III c~nsiders infrastructural end institutional factors 

supportive of small industry development, including the question of 

entrepreneu~ship develop.1ent and the role of induslrial co-operatives. 

Chapter IV deals with the iaportADt questions of mobilization and 

allocation of doaestic financial resources for small and medillll enterprises. 

Chapter V is concerned with doaestic and int6rnational subcontracting and 

its contribution to integrated development. 

At the end of each chapter coPclusiona and issues for consideration are 

•lmllBrized. 
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The terms of reference of the report, provided by UNIDO, are attached. 

1. The consultant is requested lo prepRre a report which will assist the 

secretariat in its preparations for a possible Consultation on Saall and 

Medit111 Enterprises, including industrial co-operatives. 

2. rt has been decided that preliainary work would focus on three broad 

areas: 

(a) Infrastructure and institutional factors supportive of the growth of 

SMKs, including industriel co-operatives; 

(b) The llObilization and allocation of d011eStic financial resources to 

SMKs: 

(c) Domestic and international subcontracting with its contribution to 

integrated development. 

3. Within the area identified in 2(a) above, the c~nsultant is requested 

to provide a r.hapter(s) in his report on a sumae~y description of the network 

of institutions and framework of supportive infrastructure necessary for the 

growth of SMEs. In addition, particular attention will be given to an 

identification of the problems confronting existing institutions and 

infrastructure aeant to foster the growth of SMEs. 

4. Within the area identified in 2(b) above, the consultant is requested 

to identify the econe>11ic, financial and fiscal policies which affect domestic 

institutions ·..nd which govern the impact of their activities on SMBs. In this 

chapter, particular attention will be given to rural/urban disequilibria, as 

well as to disequilibria between SMEs/agriculture/the services sector. 

5. Within the area identified in 2(c) above, the consultant is requested 

to S1Dlm8rize a deacription of the possibilities opened to the growth of SMEs 

by subcontracting at the national and international levels, and to identify 

the institutional constraints which militate against the use of such 

arrangements. In this same context, there should be an assessment of the 

posaible contribution national and international subcontracting could make t~ 

the develop•ent of a coherent integrated production structure, and a 

preliainary identification of the i.aplications to such a developaent strategy 

of the widespread use of subcontracting arrangements. 

' 
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II. RNVIRO~NT AND POLICIES 

The specific reasons for pr0110ting s11&ll industries in a developing 

economy need to be appreciated in each case for creating the proper 

environaent and adopting appropriate policies. They 118.Y be listed as follows: 

1. S11all industries provide the seed-bed for growth. 

2. They stiaulate indigenous entrepreneurship. 

3. They mobilize capital not otherwise generated in the economy. 

4. They save scarce capital and eaploy less scarce labour. 

5. They can be developed on a decentralized basis in rural and semi-urban 

areas to aeet local deaand. 

6. They provide linkages to agricultural and rural activities. 

7. They use simple technology. 

8. They use local resources - hU118D and material- economically and save 

on transport costs. 

9. They create a aiddle class of self-employment entrepreneurs. 

10. They contribute to aore equitable distribution of income and wealth. 

The role of s•all industries in growth and their contribution to 

employment and incoaes has already been e•phasized in the introductory 

chapter. It has also been stated that in a healthy industrial structure both 

large enterprises and saall enterprises play an a~propriate role, varying in 

different branches of industry and at different stages of development, end 

depending on scale economies, infrastructure development and relative factor 

proportions and costs. It is thus necessary firstly to properly demarcate the 

saall industry sector, and secondly to relate small industry policy to leading 

sector policy as well as to 11Bcro-economic policy in the economy. 

A small enterprise, to be eligible for public assistance progrnmmes or to 

be able to benefit frOll government policy measures, e.g. tax exP.mption, is 

usually defined with an upper limit of employment (usually 100 workers) or of 

fixed capital investment (e.g. $250,000). Such a definition is intended to 
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encourage labour intensity on the assumption that it is high in 911811 

enterprises. However, labour intensity alone llfl). not be sufficient. Where 

capital is scarO:?, high capital productivity may be desirable. Efficiency 

criteria, or criteria of total factor productivity, or of social cost-benefit 

analysis 11ay require ft disaggregation within industry to examine how labour 

inte.:isity/capital intensity, and capital and labour productivity -,ary in size 

within industries and sub-industries. Both capital productivity and to~al 

factor productivity are found to be highest in the aiddle ranges of 

enterprises having 50 to 200 workers. ftius, there could be aerit in defining 

s11all industry in ter11S of some measure of capital used, so that enterprises 

which are aediua in terms of employment are not excluded. While very small 

enterprises employing less than 10 workers are not the aost labour-intensive 

or employ aost efficiently the factors of production, they provide the bulk of 

eaployaent in the lower-incOlle developing countries and should not be 

discri•iated against. 

Policie~ and measures towards s11all industry should for11 a continuum 

within national industrialization policies and general econ<>11ic policy 

measures to promote development, having regard to the country's economic 

goals. Coapartaentalization and a rigid set of aeasures, without reference to 

possibility of growth (fr<>11 one size to another), often defeat iiac purpose and 

help those for whoa the help was not intended, i.e. the large-scale rather 

than the small-scale sector. 

The policies for development of agriculture, natural resources, 

education, training, financing, public sector etc. will bear on the prospects 

for the small-scale industry sector. Theae policies should (..:reate the proper 

environment for saall private enterpriaea to grow and prosper. Fr<>11 the 

demand side, econ011ic policy aeaaures that usually encourage labour-intensive 

industries are the pr0110tion of agriculture and rural develoJJ11ent, of exports, 

and of incoae rediatribution. Theae provide strong linkages towards 

sti•ulation of saall-acale industry. Policiea favouring agriculture will 

increaae rural incoaes (and their diatribution) and expand local markets, the 

high income.elasticity of delland providing opportunitiea for •mall enterprises. 
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Industrial policies, including tariffs, invest.ent incentives, industrial 

licensing, foreign e~change allocations etc. have tended to favour large-scale 

industry and capital intensity, at the expense of the S11Bll-scale and labour 

intensity. lliainating such a bias of policies and regulations will in itself 

create a proper environaent for 811811 industry development. "The glaringly 

unequal terms on which capital funds, foreign exchange and econoaic services 

provided by govern11e11ts are 11ade available to the two types of aanufacturing 

industry ...•. 11ay be said to protect the large-scale aodern factories not only 

froa foreign competition but also froa the d011eStic coapetition of the 

s111tll-scale econoaic units ••••• A reduction in the unequal access to scarce 

econoaic inputs between the larger-scale and 811811 econoaic units would make 

the latter 11<>re competitive and increase their share of econoaic output, 

thereby raising the proportion of labour to capital employed in the 

118Dufacturing sector as a whole".g/ 

Apart froa eliainating biases, increased efficiency of leading sector 

policies will tend to improve efficiency of saall industry progra1111es. This 

applies to tariffs and quotas (lowering and unifon1ity), incentives (favouring 

labour against capital), financial policy (including interest rate structure), 

and aarkets (liberalization from controls). 

Policies and progr~ need to be designed, taking into account the 

situation and requiru.ents in a particula· country, based on an analysis of 

actual supply and deaand constraints on s11&ll-scale enterprises.~/ It has 

been noted that the policy objective is not just to increase employment, but 

to iaprove total factor productivity, i.e. utilization of resoures. Secondly, 

while start-up assistance should not be restricted, efficiency iaproves with 

growth into aediua-size. Thirdly, transfol"ll8tion of traditional into llOdern 

s11&ll industriea, i.e. expansion into aedim size, dellands iaproved qualities 

of entrepreneurship and 11&D&ge11ent, in order to eliainate X-inefficency and 

continuously iaprove productivity. Fourthly, capital 11arket iaperfections and 

the lack of access of a11all enterprises to financing need to be tackled to 

enable them to CQllPete equally with large enterpriaea. fifthly, linkages 
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between 911811 and large enterprises through subcontracting promote integration 

and efficiency. 

Three further points on a policy towards small industry aay be aade in 

the light of country experiences. Firstly, a well design~ policy and 

progrmmme should be comprehensive anci yet selective, addressing different 

constraints siaultaneously, but not it:discriainately assisting saall 

enterprises, certainly not those which need the least assistance or on which 

assistance will be wasted. Secondly, positive and developmental aeasures lead 

to 11<>re efficiency than protective and restrictive measures. The latter 

segaent product aarkets reduce ~tition for both 811811 and large firas, 

inhibit growth and exports. Thirdly, delivery lleCbanisms for financial and 

extension servicc-.s should be designed to reach the needy and deserving 

enterprise through decentralized organizational networks, preferably of saall 

enterprises themselves, e.g. industrial co-operatives and associations or 

local self-financing organizations involved in, e.g. rural development. 

1. The role of 911811 enterprises in the process of development should be 

carefully defined with reference to the requirements of the country and the 

goals of its economic policy. 
2. Saeli industry policies should be related to leading sector policies 

and aacro-eccnOl!ic policies as a single strategy in a continuua of development 

aeasures, in order to promote healthy, balanced and integrated development. 

3. Macro-econ011ic policies towards agriculture, rural development, 

education, training, natural resources, transportation end industrialization 

in general should create the proper eoviro1111ent for a.all industry growth 

through ensuring the equitable supply of inputs. 
4. Efficiency of leading sector policies contributes to efficiency of 

s.all industry. Saall enterprises should have equitable access to finance, 

incentives and other assistance as large-scale enterprises. 

5. S.all industry policies tbellmelves should promote total factor 

productivity, remove X-inefficiencies, illprove entrepreneurship and 

118D8gement, be positive and develop11e11tal, utilize decentralized delivery 

•chanis•, and ensure growth. 
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Ill. INfRASTRUCTURI AND INSTITUTIONAL FAC"l'ORS 

Infrastructural requirements of small and medium enterprises may broadly 

be either physical or institutional. Physical infrastructure relates to 

factory acCOllmC>dation and related utilities. Institutional infrastructure is 

required to make up for llllrlcet failure or insufficiency in supplying inputs to 

s11all enterprises and to remedy or remove operational inefficiencies of the 

enterprises. These relate to financing; extension and consultancy services; 

supply of equipment ani ::mterials; technical services of testing, quality 

control, tool rooms, repair and 11&intenance; training of entrepreneurs and 

llBD&gers; 11arket prcmotion and marketing. 

Household and cottage enterprises by definition do not need factory 

accommodation. The provision of factory sheds is related, on the one hand, to 

the aspect of transformation and upgrading of traditional enterprises into 

llOdern ones, and, on the other hand, to the creation of new enterprises by 

ex-factory employees, young technicians or graduates, retired civil servants 

etc. 11&inly in urban and seai-urban areas. Facilities provided by local or 

public authorities 11&y range froa allotment of plots in industrial areas to 

standard sheds in indtl!'trial estates, to cuatoa-built preaises to suit 

individual needs. The device of the industrial estate has been transformed 

froa the United Kingdoa's and the United States' experience of the 

post-depression era to sti11Ulate regional and local developi11ent and to 

relocate industry froa overcrowded metropolises. In the case of new 

enterprises it has been used to provide start-up facilities in nursery 

factories or incubators for a short ter11 until the new venture grows and finds 

its own accommodation. A further development has been the science a&1d 

technology park to attract enterprises around a university or research 

institution. The basic idea of the industrial estate is to group together 

enterprises who could derive the econoaiea of scale in construction and 

utility costs and through inter-trading amongst themselves • 
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lvaluation of experiences bas not indicated that benefits have been 

cc.,ensurate with costs, or that the objectives of small industry development 

have been met. Success in urban locations has benefited the upper range of 

s-11 enterprises. In semi-urban and rural areas occupancy has taken a very 

long period and sheds have been used as godowns or by disguised large 

enterprises. Capital intensity has been encount~ed through low rents or long 

periods of repayment. Not 11Uch inter-trading or integration has resulted fr<>11 

c~ location. 

The accent during the last decade has been to let private estate 

developers or co-operative associations of s11all enterprises undertake the 

construction of industrial estates to meet specific requirements. In rural 

areas efforts are better left to local bodies responsible for rural 

development. 

The issues of s11all industry financing are elaborated in the following 

chapter. Suffice it to state here that institutionalization of capital and 

credit availability for s-11 and medium enterprises requires that: 

(a) costs and risks involved are reflected, since subsidization increases 

capital intensity and benefits the up~ ~r range of enterprises; 

(b) both expansion of activities of c<>11aercial banks and lead by public 

financing institutions (development banks) take place; 

(c) credit and extension services go together; 

(d) mobilization of resources and their allocation be cOllbined, 

particularly in rural areas. 

Induatrial extension is a generic term used for services ranging frOll 

supply of econ011ic and aarket infor11Btion, identification of opportunities, 

guidelines on establishment and operation, aanagerial and technical 

aasistance, trouble-shooting during operation and aarketing assistance. 
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Institutions providing such services range frOll governaent departaents for 

small industry development to semi-autonomous small industry service 

institutions, to extension departaents of de~elopment banks or industrial 

estates to aanagement development and training institutions. The crux of the 

prt'ble11 is the difficulty in identifying and reaching recipients, i.e. 

aanagers and workers in enterprises. A COllbination of provision of loans with 

technical assistance (both pre-loan and post-loan), either by a development 

bank or by the financing institution and the extension agency in close 

co-operation, is oft~ successful in increasing the productivity of capital. 

Another lesson of experie11ee is that services provided free by govern11ents are 

not P.ffective, since no screening of recipients takes place and the quality of 

assistance cannot be -intained. Charges at cost or with soae subsidy are 

preferable to fm services. A further lesson of experience is the 

effectiveness of self-help organizations of recipients. Grouped together into 

an association or co-operative, it is possible to ensure effective contact 

with the extension agency and also to spread know-how within the group. The 

concept of assistance to a group is particularly relevant in dispersed 

locations and rural areas. 

The functions of entrepreneurship development, management development, 

and development of consultancy services will be considered together, since 

they are closely related. 

The supply of entrepreneurship in response to 11arket growth in developing 

countries has generally been elastic. 811811 industry entrepreneurs lv..ve 

emerged froa varying sources: artisans, tradesmen, factory workers, 

agriculturists, young engineers, civil servants etc. However, experience has 

indicated that the "learning process" alone is not enough to improve 

efficiency and enable sll811 fil"llS to expand to mediua size. The entrepreneur 

reaches a 11anagerial plateau or optillllm in the absence ~r further training and 

development. 

Apart fr011 11eaSures to tackle externalities of inefficient input 118rkets, 

incentives and 118cro-policies, which constrain small enterprise growth 

(chapter II), conscious efforts are needed to identify, train and upgrade 

entrepreneurs, iaprove their 11&nagerial ability, and enable them to use 
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effecti\."ely consultancy services as th~y grow into medium size. Techniques 

ha•1e been developed for identifying ent:-epreneurs, aotivating them, and 

equipping the11 with 11BD&gerial skills to operate a successful enterprise. 

Entrepreneurship development progr&lllleS (BOP) are followed up with need-based 

financing and in-plant counselling. The .anage11e11t level is thus upgraded and 

I-inefficiencies eliainated. 

Bntrepreneurship development progi&11111es llBY be undertaken by development 

banks, aanage11e9t develop11ent centres, engineering schools~ saall industry 

service institutions and co-operative training institutions. Close 

co-operation of financing and extension service agencies is essential. Fro• 

the long-tena point of view, the quality of entrepreneurship and aanageaent 

can be upgraded through incorporating such training within the educational and 

training system of the country, so that the products of agricultural, trade, 

engineering and c01111ercial schools could be identified for their 

entrepreneurial qualities, and enable them to enter the aanagerial field. 

Manageaent and technical training of entrepreneurs and workers could be 

organized through part-time courses, evening programmes, one- or two-day 

progr&lllleS, by national productivity agencies, extension departments of 

enginnering colleges or technology institutes or reoearch and development 

institutes. 

In India, technical consultancy services for saall industries have been 

organized by financial institutions, i.e. the development banks. Services 

undertaken are the identification of project ideas and entrepreneurs, 

preparation of feasibility studies, advice on technological choices, 

preparation of project reports and assistance in project implementation and 

operation. The success of these technical consultancy services is assured by 

the needa of the financial institutions the11aelves for technical appraisal of 

project proposals. lventually such consultancy services should function 

auton0110usly and rely on inca11e generated by its services, with only 

occasional subsidization by governments or financial institutions. 
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The co-operative form of organi~ation offers a viable alternative 

institutional fnmework for renderj_ng self-help .:did organizing help to small 

enterprises, particularly in rural areas. The exB11Ple of co-operative 

associations and socities in Japan for financing small enterprises is cited in 

the following chapter. In certain areas, e.g. agro-processing and 

handicrafts, co-operative socities have been successful in SOiie developing 

countries. However, co-operation tends to relate to supply of inputs and 

marketing of outputs rather than to production. Fa11ilies, clans or tribes in 

rural areas may per~ive the benefits of co-operative organization, which from 

the point of vi~~ of the Govcrnaent or financial institutions offers an 

effective delivery lleChanis•. "An emphasis on co-·operative methods with its 

self-reliance objectives would seem to i11PlY a cost-effective channel for 

s•all-scale industry support ••••. There are several directions by which 

co-operatives aay enhauce s11all-scale production efficiency and profitability: 

- the greater incentives foll""ing from the fact that each worker is also 

an owner; 

- attainment of scale advantages through joint purchase, pr~duction and 

aarketing; 

- strength to withstand negative influence fr<>ll co•petitors, trade 

monopolies and governaents through co-ordinated policies; 

- pooling of financial resources; and 

- joint purchases of essential services, e.g. •.arketing, financial 

11Bnageaent, accounting, insurance etc."~/ 

- Co-operatives thus offer an altPr~Ki1ve and perhaps J10re effective 

route for the industrialization of least developed countries and of rural 

areas. They could be encouraged through govenment support in areas of 

financing, 11arketing and training. 

Institutions and services for s1111ll enterprises, operated by governaents 

and subsidized~ are essential in the early stages and in backward and rural 

areas. However, mechanis .. iaposed from outside and not operationally linked 

to s11all enterprises tend to suffer from rigidly applied rules and 

regulations, bureaucratic ine~tia, inability to innovate and to take risks. 

As a result, the assistance 11ay not reach the intended recipient. It is 
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easier and less risky to assist the better-off enterprises wt-,o are able to 

approach the extension agent than to assist the weaker enterprises. 

In order to be viable, institutions need an operational link with the 

sllllll enterprise so that the service provided is effective. A financial 

institution provides such a link, since it provides loans (chapter IV). A 

large enterprise can also provide a link through subcontracting to S11all 

enterprises (chapter V). 

Besides the financial institution and the large enterprise, there are 

other possibilities for ensuring the viability of the institutional 

lle\::haniSll. Grouping together of small enterprises in a co-operative 

association or society llllkes it possible to derive effective benefits frOll the 

extension agency. This is particularly useful for financing the infon1&l 

sector or s11all enterprises in rural areas (chapter IV). 

Bxaaples of other link-~ps llllking possible viable and cost-effective 

delivery lleCbanisas are: 

- An engineering college, or technology institute, or 118Jlagement 

institute providing extension services through a network of its alumni who 

have set up as entrepreneurs. Such institutes llBY also have link-up with 

associations of s11all enterprises or co-operatives. 

- Sectoral research and development institutes, e.g. in food or leather, 

providing extension services to s118ll enterprises in the subsecto~. 

Application of suitable technology for 811811 enterprise could be spread 

through such efforts. 

- Input or equipment supplying large enterprises, e.g. 11&chinery 

11a11ufacturers or dealers, steel or fertilizer 11B11ufacturers or dealers, 

providing technical/extension services to s11&ll enterprises purchasing and 

using such 118terials/equipment. 

- An electronics research centre or a c011pUter 11B11ufacturing f ina 

providing assistance to sll811-scale assemblers or users (chapter VJ. 

- A rural training institute located in a rural or semi-urban area 

providing services for repair and 11aintenance, assistance to tool-.akers etc. 

in rural areas. 

- University-industry linkages tbrouih contacts between extension 

departments of different faculties and industry associations. Innovations in 
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mechanisas and services have to be continuously adapted to 11aintain vitality 

and viability. lv£ntually help extended to self-help progra the 

110St successful in achieving cost-effectiveness and reaching the intended 

beneficiaries. 

I. The provision of physical jnfrastructure in industrial areas and 

industrial estates bec-omes important as s118ll enterprises grow into •iddle 

size, i.e. grow from the nursery or incubator stage. Experience indicates 

that private developers or co-operative associations of s11all enterprises 

should undertake construction of factory premises, regulated by local and 

llWlicipal a•1thorities 1 rather than the governaent providing built-in 

acc<llllmOdation at subsidized rates. 

2. Institutionalization of capital and credit availability to small 

enterprises should be led by public banks, but undertaken equally by private 

banks, costs and risks being covered. Credit and extension services should go 

hand in ban'~. 

3. Industrial extension services llBY be provided by a variety of 

institutions. However, the nature of the institutional aechanis• will depend 

not only on the type of service to be provided, but also on its accessibility 

to those needing it. 

4. The supply of entrepreneurship in response to market growth in 

developing countries has been elastic, but quality and internal efficiency 

have to be i111>roved through entrepreneurship development programes. There is 

also continuous need for 11811ageaent development and consultancy services. 

5.Industrial co-operatives may offer a viable institutional freaework for 

a.all industry development in rural areaa and in less developed countries of 

Africa. They need gover011ent encouragement in areas of financing, marketing 

and training. 

6. Finally, viable institutional delivery 11echania11& providing for 

operational linkages with a.all enterprises need to take the place of 

initially govern11e11t-operated 11echania11&, in order to ensure vitality and 

coat-effectiveness. 
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IV. IC>B1LIZATION AND ALLOCATION OF D<IESTIC FINANCIAL RESOURCES 
10 SMALL AND •DitM BNTIRPRISBS 

The mobilization and allocation of financial resources for s11&ll 

industry development, in llBl"ket-oriented and aixed econoaies, is generally 

related to the financial structure and its development and specifically to: 

l. the development of appropriate financial institutions; 

2. the availability of siaple and convenient financial instru11e11ts to 

meet the savers' and the borrowers' needs and preferences; and 

3. an interest rate structure that is rational and positive (to ensure 

effective mobilization and allocation). 

The financial sector aore than any other is, in fact, crucial for 

generation of indigenous entrepreneurship.I/ Furthermore, analyses of 

experience indicate that "innovations relating to the financial structure are 

as iaportant, if not aore, for the development process as innovations relating 

to the production structure".~/ 

Econoaic growth and development during the sixties and seventies in 

auch of the developing world has increased aonetisation, expanded the banking 

sector and led to the establishment of development financing institutions. 

The creation of aoney and capital aarkets and the institutionalization of 

credit have benefited large-scale enterprises and urban activities rather than 

sl'IJ811-scale enterprises and rural activities. While 11&rket iaperfections 

exist even in developed 11&rket economies, the iaportance of imperfect and 

infor11&l 11&rkets is inversely proportional to the degree of development. 

Dualistic structures have prevailed in aost developing countries, the role of 

infor11&l aarkets being even aore significant for saaller-sized enterprises and 

for those located in seai-urban and rural areas. 

D011eStic savings ratbe~ than resource inflOWIJ have financed investaent 

in developing countries during the last two decades. The ratio of domestic 

' 
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savings to gross doaestic product (GLP) is higher in the developing countries 

than in the developed countries (e~CP.pt for the group of low-ineo11e 

countries). The contribution of resource inflow has, in fact, been very 

little except for the high-inc<>11e developing countries in the sixties, and 

indeed negative for the low-incoae countries. The following table provides 

relevant inforaation for developed aarket econe>11ies, developing countries as a 

whole and separately for the three groups of high incoae, aiddle incoae and 

low-income countries for three years, 1960, 1970 and 1980. 

While income le~~l and its growth rate sti11t1late the demand for savings, 

which in turn contributes to growing investment and increasing national 

product, the supply of sevings is greatly dependent on the development of the 

financial structure - instituti9ns, instrU11ents and the interest rate. The 

major part of doaestic saving has taken place in households and non-corporate 

enterprises. Public sector saving has been less than 25 percent of total 

savings. Govenuaent revenues have contributed to mobilising doaestic 

resources, the ratio of current resources to GDP amounting to around 15 

percent for •any developing countries. 

Considerable scattered information is available on the state of capital 

markets for smell-scale enterprises through borrower and lender surveys 

carried out or sponsored by the World Bank in recent yeers.lQ/ Some general 

conclusions may be SUJllllarized straight away. Firstly, the vast majority of 

saall enterprises depend for start-up capital almost entirely on personal 

savings, mostly their own plus loans from friends and relatives. Secondly, 

institutional credit, 11ainly from comaercial banks, comes into play for 

working capital requirements as firms grow or as they become profitable. 

However, even in this respect, suppliers' or trade credit plays an equally 

important role. Thirdly, except in Africa, money lenders and other informal 

credit ~arkets play a significant role in the expansion of the firm. Retained 

earnings are an important source of expansion, including in Africa. 

Fourthly, the role of institutional finance and of special credit 

institut~ans, as well as of credit guarantee schemes, becomes important in the 
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upper ranges >f t1111&ll enterprises, i.e. mediua-sized enterprises. The bias of 

financial in~titutions towards ta~ larger sized reflects a natural tendency to 

want to lend where ~osts are lower and risks less. 

1960 
1970 
1980 

1960 
1970 
1980 

1960 
1970 
1980 

1960 
1970 
!980 

1960 
1970 
1980 

!nves!•en!_!!ll~_!!!_fin!Il£ingL_!~§Qi_!~7.Q_an~_!~Q 
(Constan~ 1975 prices in percentages) 

21. 76 
24.63 
22.07 

17.29 
19.19 
25.47 

18.82 
18.98 
26.81 

15.31 
l!l.54 
25.35 

16.62 
19.27 
23.06 

21.49 
23.39 
22.80 

21.40 
27.84 
24.00 

30.84 
37.90 
26.58 

15.31 
20.83 
24.13 

13.48 
16.41 
19.07 

UNIDO Data base: Statistics and Survey Unit 
Jrveat11ent = Groaa capital Formation 

- 0.26 
- 1.25 

0.73 

4.11 
8.85 

- 1.48 

12.02 
18.92 

- 0.24 

- 0.00 
1.29 

- 1.22 

- 3.14 
- 2.87 
- 3.99 

Doaeatic savings = Groaa D011eStic Product !~~! final consW1ption 
expenditures 
Resource inflow = Bxporta !~! imports 
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Finally, India, which has the aost comprehensive inter-connected 

institutional mechanism for financing small enterprises, has, through a 

deliberate policy of credit allocation, engineered a large increase in 

co-ercial bank loans. More than 50 percent of those loans has probably gone 

to the upper half of the sector, i.e. to mediua-size enterprises. In India, 

informal credit markets also play an important part in financing small-scale, 

and especially rural enterprises. 

Thus, smell industries in developing countries have in general little 

access to the resources of the organized financial sector. The reason is that 

the transaction costs of lending to small enterprises is quite high, ranging 

between 6 percent and 20 percent in different countries. Taking into account 

financial costs and profit margins, banks could not afford to lend to small 

enterprises at a cost less than 16-30 percent. At this cost, there will be no 

inducement to borrow, since the average rate of return of small enterprises is 

generally much less than this rate.!!/ 

Government policies to promote financing of small-scale industrie£ in 

developing countries have responded by holding down institutional interest 

rates below market equilibrium levels. Banks have no incentive to lend at 

these rates, except to the largest firms able to provide collateral and where 

transaction costs enable profits to be made. Savers have no incentive to make 

deposits at these rates, thus reducing the level of savings. On the whole, 

such a situation of financial repression hes led to less financial 

intermediation end reduced efficiency of investment. On the basis of analysis 

of experience in Turkey during 1950-1977, ~ 1 Fry!U has calculated that a 

one percent fall in real deposit ratio of im _ reduces savings by 0.274 

percent and raises the incremental capital output rates by 0.249 percent, 

having a combined effect of a half percentage point of economic growth 

foregone. 

Fry defines financial repression as indiscriminate distortion of 

financial prices including interest rates and foreign exchange rates, which 

reduces the real rates of growth and the real size of the financial system 

relative to non-financial magnitudes. The role of financial intenaediation is 

' 
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to raise real returns to savers and, at the saae tiae, lower real costs to 

investors by accOllllOdating liquidity preference, reducing risk through 

diversification, reaping economies of scale in lending, increasing operational 

efficiency and lowering inforaation costs to both savers and investors through 

specialization and division of labour. 

Developing countries, in their policies and measures for the promotion 

of s11all and aediWI enterprises, have attempted to provide institutional 

finance by setting up special lending schemes, generally on concessionary 

bases. Such schemes have been combined with provision of advice, business 

counselling, training and extension service. 

Many governaents have taken Jecisive steps to give inducements to 

lending institutions to advance credit on more liberal terms to SSI. The •~st 

common scheme for subsidized loans to SSI is the re-financing by the Central 

Bank. Funds are provided through a special "small business window" whereby 

the Central Bank re-finances all loans made to small business at a very low 

rate of interest which is intended to compensate the lending bank for higher 

risks and costs. 

Credit Guarantee Scheme is also a co1111on form of government support to 

commercial banks to cover the risks of credit to saall enterprises. 

Commercial banks are thus encouraged to liberalize the terms of credit to 

small enterprises and to extend their operations to a larger number of small 

borrowers, having the assurance froa the government that the extra risks they 

take in ma.king such loans are covered. 

Providing credit on liberal terms is not in itself an adequate form of 

assistance to SSI in developing countries. Supervised credit, in its com1only 

applied form of supply of machinery on hire-purchase basis, is introduced in 

several developing countries. The small-scale industry pr0110tion agency 

arranges to supply equipment on hire-purchase tef'lls and assists the 

entrepreneur to i•prove the production processes so as to achieve more 

econoaical operation. The entrepreneur is often able to pay the instalments 

on the equipment out of the additional earnings from the new machine. This 
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fora of supervised credit ensures that the capital 11ade available for a saall 

entrepreneur is used for the purpose intended. Supervised credit 11&y also 

take the fora of assistance in the purchase of raw 1111terials, tbe construction 

of factory buildings and the sale of finished products. 

In addition to direct financing schemes there are a nUllber of other 

measures which have been introduced by gove~ts, s11all industry pr0110tion 

agencies and 11&jor industries directed towards relieving the fin1mcial burden 

on SSI. Some of the cOllllOn exa11Ples are: 

- development of infrastructural facilities and building of industrial 

estates for rental of workshops to s11all-scale industrialists; 

-· establishment of c011110n service facilities like 11aiotenRnce centres; 

central tool room and training centres, etc.; 

- Governaent assistance in 11arketing of products of SSI such as 

preferential price syste11&; reservations for purchases exclusively or 

partially from SSI sector; 

- Government assistance in bulk i11p<>rt of essential raw materials by 

state corporations and distribution of the s&11e in s11&ller quantities in order 

to relieve the SSI frOll stock-building and the problems associated with 

iaports especially of small quantities; 

- setting-up of ancillary industries by public sector undertakings and 

large private sector enterprises whereby finance is 11&de available to SSI as 

they are guaranteed prOllJ>t payment against assured offtake of product.ion. 

Further, the saall-scale units are relieved of investments in costly raw 

11aterials and components, testing equipments, training, etc. 

Special funds for loans to a11&ll-scale industries through development 

financing institutions; credit guarantee funds; co-financing e11ongst such 

funds, ce>1111ercial banks and saall enterprises themsP.lves etc. have been 

developed in many Asian and Latin American countries, and lo a 11Uch lesser 

extent in African countries. SOiie illustrations are given below. 
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!n~i!·!~/ Since nationalization of 14 aajor private banks in 1969, 

s-11-acale industrial sector has been accorded priority status in the banks' 

lending prognume in India. Then the bank loans outstanding with 50,850 

s-11-scale units stood at RS.2.51 billion; by 1980 these figures had risen to 

800 thousand and RS.27.50 billion, while the banks outstanding gross credit 

with SSI sector had further risen to RS.54.12 billion at the end of March 

1984. This phen<>11enal growth in the number of small-scale enterprises has 

been 11ainly the result of the GovenJ11eDt's policy thrust in favour of the 

small sector which included the following measures: (l) reservation of 

increased number of industrial production items for the small units to the 

exclusion of medium and large sector; (2) reservation of a number of items for 

supply to governaent and seai-government organizations; (3) price preference 

for specified items produced in SSI sector for governaent purchases; (4) 

concessione] credit and finance on liberal ter11S to the s11all sector units; 

and (5) aarketing assistance and supply of scarce raw 11&terials through the 

state level small-scale industries development corporations. 

While the nationalized and other c<>11mercial banks are encouraged to 

give liberal credit assistance to small-scale units through the operation of 

the credit guarantee scheae and targets laid before them under the priority 

progr&m11e, the State Financial Corporations (SFCs) have been impelled to give 

liberal tena finance to s11&ll units through the grant of re-finance from the 

Industrial Development Bank of India (IDBI) at concessional rates of 

interest. IDBI, since its inception in 1964, has been granting re-finance to 

SFCs and banks for enabling them to assist SSI units on concess~onal terms but 

the volume of such re-finance 11&rkedly increased in the latter half of the 

'seventies' as seen fr<>11 the following table. The IDBl's re-finance 

assistance to the s11all-scale sectcr 11<>reover assuaed an increasing share in 

the period. The nUllber of s11all units benefiting frOll re-finance also rose 

during the period, particularly during the latter half of the 'seventies'. 

Nevertheless, it is to be noted that the nUllber of units benefiting from 

re-finance was 121,000 out of the total nUllber of registered units of 596,000 

at the end of March 1983. It is thus obvious that the spread and benefits of 

re-finance fr011 the IDBI have not yet been distributed widely. The nUllber of 

units benefiting fr011 r~finance baa al•o to be seen in relation to the total 

nUllber of s11all-scale unit• having borrowal accounts with com11ercial banks 

(about 800,000 in 1980). At the •ame time, it has to be borne ~n •ind that at 
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least about 25 per cent of registered units would not be functioning and that 

re-finance is provid~d selectively - more in backward areas. less in 

metropolitan cities - and that not all units are eligible. Moreover, there is 

reason to believe that relatively developed states continued. to secure a 

sizeable share in IDBI's re-finance assistance; in fact, the figures of IDBI's 

assistance in 1979-1980 to 1982-1983 disclose that around one third of IDBI 

re-finance caae to be disbursed to the three industrially advanced states of 

Maharashtra, Gujarat and Taail Nadu. During that pe· ·iod, the 18 Stale 

Financial Corporations were the principal state level financial institution 

Years Total Aggregate Share of No. of Average 
(ending assistance assistance SSI in SSI units per unit 
June) to SSI by by IDBI total assisted ref .ass is-

refinance assistance lance to 
and bills by IDBI SSI units 
rediscounting 

____________ f~.:.!!!!!!2~1 ____ 1~~~!!!!2~1 _____ 1~1 __________ {~2~1 _______ 1~~1 ___ _ 

1964-65 to 
1969-70 94 2989 3.2 1012 92885 

1970-71 to 
1975-76 2204 11503 19.2 19042 115744 

1976-77 to 
1981-82 20390 63000 32.4 225492 90424 

1982-83 & 
1983-84 15517 46403 33.4 121645 127559 

Total 38205 123892 30.8 :i67191 104046 

catering to the ten1 loan requirements of saall-scale enterprises. Of course, 

c01111ercial banks have also supplied ter11 loans on an incrP-asing scale. Total 

outstanding ten1 credit to s11all-scale industries from the c<>1111ercial banks 

stood at RS. 5542 •illion at the end of June 1981. This compares with the 

gross bank credit outstanding to the SSI •ector fr<>11 50 banks (which account 
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for about 95 per cent of gross bank credit) at RS. 54120 aillion at the end of 

March 1984 and at RS. 34060 •illion at the end of June 1981. The SFC's 

assistance disbursed during the four years 1980--1981 and 1983-1984 to SSI was 

RS. 1533.9, RS. 2107.l, RS. 2911.0, and RS. 3161.2 aillion respectively, their 

CU11Ulative disburse11e11ls at the end of March 1984 having been RS. 16096.5 

aillion. These ~re quite i111>ressive figures as they go, but the share of SSI 

in aggregate financial assistance disbursed by all the financial institutions 

in the country just 8llOUDted to about 9.5, 10.2, 12.3 and 11.0 per cent in the 

four years 1980-1981 lo 1983-1984 respectively. The cumulative share of SSI 

in total financial assistance disbursed by all financial institutions till 

March 1984 was only 10.71 percent. 

!g~~~~i~!~/ 11ay be accorded the distinction of having the largest 

nllllher of credit schelleS for small and aediua businesses {SMBs), 11<>st of these 

coaing under the aegis of the Departaent of Industry's Project for the 

Guidance and Development of Small Industry, BIPIK. The project takes an 

integrated approach to saall business development; financial and other aid is 

only one aspect of a progi e package which includes creating a favourable 

environaent for small industry, providing support services and upgrading 

equipment. and skills. Thus in the financial sphere, for example, o "Bank 

Co-operation Group of Saall-scale Industry" and several state banks are 

charged with the task of identifying groups of SMBs requiring financial 

assistance and facilitating the loan process for the groups identified. There 

is official support for the Bapak Angkat (Foster-father) scheme. Also ~orthy 

of mention are efforts lo collect together groups of SMBs, in clusters of 

s11&ll enterprises producing si•ilar goods, or in •ini-industrial estates. 

Of the financial progr&llmeS the11Selves, the 110st significant by far are 

the KIK {saall Inveslllent Credit) and KMKP {Working Capital Credit) Schemes. 

Soft credit generated by a World Bank loan programme is conduited through a 

national network of 11e>re than 1,000 branches of five aajor banks. In 1982, 

the 11BXi•U11 individual loan 11110unt in both schemes was Rp. 10 •illion, with 

supplementary credit of Hp. 15 •illion. Lending rates of 10.5 percent (KIK) 

and 12 percent {KMKP) per an.,Ull, respectively, still provided a generous 

differential for participating banks, since the rediacount rate frOll £ank 

Indonesia was 3 to 4 percent per annUll for up to 80 percent of credit. 
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It is difficult to assess the success of the llK/KMKP schelles froa 

available infof'll&tion. Bank Indonesia's Annual Report for 1983/1984 shows the 

nUllber of applicants for KIK/KMKP loans increasing alllOSt exponentially froa 

387 thousand in 1978 to 743 thousand in 1980, l.47 aillion in 1982 and l.85 

aillion in 1984. This effectively portrays the increase in dellalld for credit 

by s11all business. However, since the nUllber of applications realized is not 

given, it is illpossible to say whether the nUllber of loans actually approved 

increased as auch. 

In the ~b!!~i~~!1/, the ll&jor source of funds for SMB financing is 

the Industrial Guarantee Loan Fund (IGLF). Set up in 1952 through an 

agreement between the Philippine and US Gover1111ents 1 the IGLF was re-oriented 

towards s11all industry finance in 1973, with funds drawn fr<>11 IBRD and USAID 

assistance. In 1983, IGLF funds helped finance 57.5 percent of total loan 

approvals to SMBs. Of these, aore than 60 percent were disbursed through four 

financial aid program1es - Central Bank - IGLF, the Development Bank of the 

Philippines' Saall and Medium Industries Lending (DBP-·SMJLE) Progrmme, the 

Industrial Guarantee Fund (IGF) and the Export Industry Modernization 

Programme (EIMP). 

Private sector progr811111es generally depend on deposits and Central Bank 

rediscounting as sources of funds. Programmes cited as popular were the 

series of Venture Capital Corporations (VCCs), Ventures in Industry and 

Business Enterprises Inc. (VIBES), Philippine Business for Social Progress 

(PBSP) and Philguarantee. 

Defaults on repayments appear to have increased in recent years, an 

understandable development in the light of the country's econoaic situation. 

Thus, the DBP-SMILE progr&11111e was suspended in 1983 because of high arrears, 

while siailar proble111S forced Philguarantee to seal off holdings of borrower 

firms, and the nUllber of projects assisted fell for al.ast all credit 

program11es. The major exception was IGLF loans, which actually doubled in 

total B110unt fr<>11 1983 to 1984. While repa)'llellt proble118 have developed, the 

financial assistance schemes were on the whole ~egarded as successful and able 

to meet the needs of SMB's. 
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Li~~r!!·l4/ Sllall Enterprise Finance Organization (SEFO) was set up in 

1980 as a li•ited liability corporation by the Liberian Bank for DeveloPllt!llt 

and Investment (LBDI), the Liberian Finance a.~d Trust Corporation (LFTC), 

Partnership for Productivity (PBP) and Netherlands Finance Company for 

Developing Countries (FMC>). At a later stage, the Agricultural and 

Co-operative Development Bank (ACDB) and the Notional Housing and Savings Bank 

(NHSB) decided to participate in SEFO. PEP and National Investment Comaission 

(NIC) provide technical assistance. All these institutions are represented in 

the Board of SEFO. 

SRFO provides short, medium and long-term loans. It plans to get into 

leasing of fixed- and •oveable assets, risk capital (equity), pP.;.·t:icipation 

and provision of guarantees. It has a head office in Monro': ia and a branch 

office in the province of Nimba. 

SKFO was fully operational by the end of 1982. As of 30 June, 1983, 37 

projects had been approved (10 long- and 27 short-term) for L$ 330,000. 

Ja2gn.!§/ Among the developed countries, Japan provides an exptrience 

aost relevant for developing countries. Its non-corporate sector saves about 

21 per cent of its disposable income and 60 percent of this is in the form of 

net financial assets, •ostly deposits in banks. Institutions and policies 

have prOlloted this pattern - through branches of banks (one office for 10,000) 

credit associations and co-operatives, a postal savings system; positive 

though low real interest rate (3 per cent); incentives for savings and 

security of the banking tystem through insurance and supervision. 

As can be seen fr<>11 the following table, banks provided 52.6 percent, 

co-operative institutions 36.4 percent and special financial institutions 11.0 

percent of loans to aaall businesses in 1984. 

While the bulk of finance is provided by the c<>1111ercial banks, these 

tend to meet the requirements of s118ll businesses at the upper limits or 

higher range. Also, the allocation of banks' funds to ••all businesses 

fluctuates frOll time to time depending on the financial institutions. 

Therefore, financial institutions of &11811 businesses play an important role 

and are supplemented by special government financial institutions. 
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Mutual loan and savings banks are corporations with a COllbined savings 

and small lot instalment loans scheme which particularly meets the needs of 

s11&ll businesses. They receive deposits, there is a restriction on the size 

of individual loans, there is a statutory liquidity (and deposit) requirement, 

and their territorial jurisdiction restricted. 

Credit associations are financial co-operatives, non-profit, restricted 

to localities, loans being 11ade to members but deposits received also from 

others. Mellbers are proprietors of s11&ll enterprises, liquidity and deposit 

requirements are imposed and there are ceilings on lending rates as well es 

aaount of individual loans. 

Q!!!!!!Dd!~g_lo~!_and_~iscounts for !!Bl!_~Y!!o~es 
~-f!n~£!!!_!~!!itu!ion! 

Outstanding loans Ratio of loans for 
Nl.lllber of ___ and_5J.i!£2unts !~!L~nt~.re!:!!~!-

Type of institutions institutions Rnd of ~.arch COll(>rising End of March 
______________________________________________ !98i _______ r!!i2 ____________ !~------

~!!_\!~II! 
City banks 
Local banks 
Others (Trust banks 
long-term credit banks) 

__ !rY!!_~££2~t! 
Financial institutions 

86 ---------13 
63 
10 

i~i! l ioo_~ !Jl ~1 
____ 82~~94 ______ 52~§ ________ 4§~g _____ _ 

36,844 23.5 43. 7 
31,851 20.3 64.9 
8,858 5.7 28.9 

______ {!Q1 __________ i~!~!--------~~Q------------~~~§ _____ _ 

f Q[_!~l!_\!Y!lD~!~!-------------~----------§!LQQ4 _______ ~~~4 ___________ !QQ~Q _____ _ 
Mutual loan and 
savings banks 71 23, 119 14.8 100.0 
Credit associations 456 25,175 16.1 100.0 

__ gr~i!_£Q:Ql!~r!!!!~-----------4~-----------~L!!Q ________ §~§ ___________ !QQ~Q _____ _ 
Govenment financial 
institutions for s11all 
~Y!l0~1---------------------------4 __________ }!L~g _______ !!~Q ___________ !QQ~Q _____ _ 

National Finance 
Corporation 
S11&ll Buainess 
Finance Corp. 
The Shoko Chukin Bank 
Bnvir01111eDtal Sanita
tion Buainess finance 

1 

1 
1 

4,535 

5,182 
6,785 

2.9 

3.3 
4.3 

100.0 

100.0 
100.0 

--~2~r!!!2n ______________________ ! _____________ !§Q ________ Q~4 ___________ !QQ~Q _____ _ 
________ I2!!! __________________ !LQ~---------!§§L§§Q ______ !QQ~Q------------~!~! _____ _ 

~QY[£!: The Bank of Japan, "Rcon011ic Statistics Monthly". 

I 

f 
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Credit co-·operatives are confined to members a.~d there are restrictions 

on e11Ployaent of surplus funds as well as guidance provided on ratios of 

resour~-es and of loans lo deposits and equity. 

The Central Bank for C011111ercial and Industrial Co-operatives (Shoko 

Chukin Bank) facilitates financing of associations of saall enterprises, is 

funded on a •utual aid system and its deposit and loan transactions are 

confined to Jlellber organizations which subscribe lo its capital. Government 

contributes 50 ercent of the capital. The Bank is authorized to issue 

debentures which are the 11&in source of its funds. 

The S11all Business Finance Corporation (SBFC) is entirely 

govern11ent-owned and supplies long-tena funds for the promotion of small 

businesses with a capital of not more than Y 100 •illion or not more than 300 

employees. 

The National Finance Corporation (NFC) is similar to SBFC but extends 

long-term loans to businesses of a saaller scale, i.e. with a capital of not 

•ore than Y JO million or with not 110re than 100 regular employees. 

The credit guarantee system of the Credit Guarantee Associations, and 

the Credit Insurance Systea of the Saal) Business Credit Insurance Corporation 

(SBCIC) provide saall business credit supplementation. The former, which 

consists of about 50 local credit guarantee associations, guarantees the 

obligations of small business obtaining credit frOll financial instititions. 

The latter provides insurance for the guarantees made by the fon1er. Funds to 

Associations have been provided by local governments. The funds of SBCIC have 

been provided by government. SBCIC also provides loans to credit guarantee 

associations. 

It has been noted earlier that infon1&l rather than fon1&l capital 

11&rkets provide the bulk of small enterprise financing, especially in the 

lesser developed countries, in the s11&ller-sized categories of enterprises and 

in rural areas everywhere. The continued i•portance of informal 11&rkets 

despite the growth of monetisation and ca1111ercialization in the subsistence 
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sectors of developing countries is due to restrictlve and repressive financial 

policies, lack of innovative measures end inst,,.....ts to integrate informal 

and fonaal 11&rkets and often the lower transaction costs of certain informal 

aerket crt:dit. interaediaries. 

The essential characteristic of informal markets is that they ure far 

aore loosely aonitored and regulated than fonaal finance 11arkets. lnfonmal 

financial interaediaries include friends, relatives, t.radilional 11Ut.u11I aid 

groups, aiddleaen, landlords and professional llODeY lenders. 

India has n well-developed systea of inlerwediaries, lenders and 

borrowers in the informal credit 11&rkets. They include indigenous bankers who 

take deposits and 118ke loans; camercial financiers who 11&inly lend; rlnancia] 

brokers who intentediate for cmmercial financiers; and commercial paper 

discounters. Infol'"llHJ aarkels are esti11&ted Lo cover JO lo 30 per c:enl. of the 

capital needs of saall producers. Interest rates are 2 to 4 per cent higher 

than the bank lending rates. Very small enterprises, however, may pay even JO 

per cent higher than normal bank rates. Thus availability rather than cost of 

credit determines demand and supply of funds. The transaction l·ost.s and 

default rates of informal 11arkets are, by and large, lower than for commercial 

banks. There are legal restrictions on SOiie seg9enls of the infon1al market 

and the Government in India is gradually bringing them into licensing 

procedures. 

In Africa informal markets consist mainly of circ:les of friends D•ld 

relatives and sometimes traders and middleaen. lo 11any countries ROSCAS 

(rotating savings and credit associations) play n prominent role in I.he rural 

econoay. The ROSCA is a group in which participants make a regular periodic 

contribution, the proceeds being shared by each member in turn. Personal 

relationships are the dominant factor in the setting--up and functioning of 

those groups, often based on village or ethnic origins. Thus, there is a 

great deal of trust between lenders and borrowers and social pressure to 

reduce or eli•inate moral hazards. ROSCAS display a high degree of 

flexibility and versatility. They fulfil the three functions of consumption, 

insurance and investment, the first two being 110re i111>ortant. HOSCAS exist. in 

many African countries and are known by different na11es. In Cameroon, they 
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are known as tontines, and , <age in four activities: (a) purely tontine 

activity (pooling of savings); (b) 11Utual aid activity (contribution frOll 

every llellber); (c) savings activity (savings banking function); and (d) credit 

activity (llBking loans). 

lnfol'llBl credit 11&rkels (ICMs) are generally complementary to fonaal 

11arkets. Since they are able to both llObilize and allocate savings, they are 

characterized by a S11Bller scale of operations and they enable direct contact 

between borrower and lender. ICMs need to be closely integrated in the 

capital 11arket structure in order to serve the needs of the rural market and 

of s11&ller enterprises, in an effective and efficient 1181lner. 

It hes been noted earlier that policies of financial represssion have 

led - despite the growth of institutional finance - to the financing of larger 

borrowers and to the li•itation of deposit mobilization. ICMs ~1eve met a 

large part of the requirements of s11all enterprises in both urban and rural 

areas, because of their ability to assess risk and ensure repayment and their 

lower loan transaction costs. Nevertheless, there is still a large unmet 

demand for credit by saall borrowers. Besides i11Proving the efficiency of 

institutional finance through higher deposit rates and subsidies for s11all 

borrowers {targeted on the rural poor), refinancing of ICMs by fon1al 

financing instititions, would help to fill the unaet demand. Indigenous 

bankers have thus been refinanced in India and pawnbrokers in the Philippines 

and Malaysia by the formal sector. Other examples are the provision of trade 

credit or using input and output dealers to onlend to s11&ll farmers and small 

enterprises in rural areas. This kind of integration enables the use of lower 

transaction costs and closer contacts of ICM& for "widening" and "deepening" 

the financial market. 

Saall and llediua enterpri•es do not generally receive external project 

finance. They are, however, •ometi ... aa•isted indirectly through loans 

extended by international financial acencies (e.g. the World Bank, 

Inter-Allerican Development Bank and the Asian Development Bank) and bilateral 

agencies (USAID, Ge1'118n or UK fund.) to national development bank•, ean1&rked 

for on-lending to •.all enterpri•es. Sue~ loans help to meet the foreign 
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exchange gap on the national level, at the same tiae enabling financial 

institutions to provide for the iaport requirements of equipaent and materials 

of saall and aediua enterprises. They llBY also be required to focus on 

disadvantaged sectors, e.g. aicrobusinesses ~L- rural enterprises. External 

financing of this nature is accoapanied by technical advice as well es policy 

advice on credit assessaent, project appraisal, pre-loan screening, post-loan 

monitoring, interest rate structure and extension service organisation and 

operation. While auch loans supplement and complement formal financial 

aechanism and enable thei:- development to aeet the needs of small and medium 

enterprises, they are still dependent on the proper fw1ctioning of national 

financial structures and policies. When properly integrated with the domestic 

structure, such external financing can 118ke and has made a valuable 

contribution to aodernization and upgrading of small enterprises and expanding 

their objectives. However, they aight have contributP.d to increasing capital 

intensity, wiLbout improving capital productivity. 

One important aspect of external capital mobilization for small and 

medium enterprises relates to foreign remiLtances by emigrant workers of 

developing countries to their faailies and friends at home and savings brought 

back by them. Enough attention has not been paid to utilising such small 

savings to meet the needs of s•all enterprises. Such remittances have mostly 

been used for luxury coasuaption and land and farm purchases rather t.han as 

start-up capital or operational capital for enterprises. India has provided 

incentives for investment by non-resident nationals by offering attractive 

interest rat£s on deposit and tax exeaptions and holidays. Turkey offers 

incentives for investment in saall businesses by nationals returning home. 

In general, the efficiency and effectiveness of national financial 

structures and policies influences the flow of externHl finance as wel 1 as its 

efficient utilization. Prudent policies and mechanisms can, in turn, make it 

possible for external financing to generate and expand the flow of domestic 

financing resources into investment. However, external financing is of 

li•ited significance for the establishJlent and operation of small and medium 

enterprises. 
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Ji'inancing of ventun· capital for small industries has been attempted in 

so•e developing countries, in cOllbination with prognumaes for entrepreneurial 

development or introduc:tion of DE!W technology (e.g. in electronics or 

co•puters). In the United States, institutional investors raise money for 

venture capital funds from individuals, co-operatives, insurance companies, 

pension funds, endOW11ents, etc. besides financing of new ventures by s•all 

business investment companies. In the Philippines, venture capital companies 

finance saall enterprises before they can qualify for public underwriting. 

The enterprise financed hos usually potential for growth through 

rationalization and has a linkage (backward or forward) with other 

enterprises, including .aacge-·scale ones. Hquit.y capital investment. is 

provided with sharing of risks and provision of management and technical 

advisory services. In lndie, the technir.al entrepreneur is provided with a 

financial package of assistance, after training and screening, but owned 

equity of nt least 10 per cent is insisted upon. An entrepreneurial training 

and development program1e precedes such as ... istance. In practice such schemes 

help in modernizing and upgrading existing smali 1entures having potential for 

diversification and expansion. It is not certain, however, that such special 

schemes provide the best. means for transfer of technology. On the one hand, 

linking up R+D to establishment of small and 11ediU11 enterprises often requires 

outright. grants to establish viability of new technology or process. On the 

other hand, inter-f inn or inter-· industry transfer of technology might take 

place through subcontracting and development of ancillary relationships. 

Jnnovat.ions in credi l or financial inst.nments are required in 

developing countries - taking into account relevant socio-cultural factors in 

each c<'untry - to reduce cost. of transactions as well as both borrowers' and 

lenders' risks. The risk-reducing effect of an innovation should be greater 

than its cost.- i ncreesing effect. The role of infor11&l markets is imrort.ant in 

identifying opportunities for financial transactions and introducing 

innovations. On the basis of experiences of Japan, India and other middle 

income developing countries, certail. _ .. ccessful innovations which have reduced 

overall transact.ion costs and risks involved in financing, mt1Y be cited: 
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1. The provision of g~~r~n!~~~ reduces risk without increasing 

transaction costs. Such guarantees range from personal guarantee by a person 

or firm in the trust of both borrower and lender, to autual guarantees by 

mutual loans and savings banks, to co-operative credit arrangements among 

relatively homogenous groups, to credit Juarantee sche.mes supported by public 

or co1D11on funds created for this purpose. 

2. An objective substitute for personal guarantees is provided by the 

innovation of ~Q!!~t~r.~!_<?r_~~~~r_Hy, comprising real or financial assets. 

Such collateral enables short-term credit to be renewed or rolled over, e.g. 

against the security of raw materials or goods·-in·-process. The degree of the 

lender's and borrower's knowledge of each other and mutual trust reduce risks 

and costs. 

:L A further innovation is that of Joens based on the security of 

assets created out of it. The loan size would be less than the market value 

of assets, to reduce the risk of capital loss. Such !~~Y!:i!I::..:~~.:.:~gyi!~ type 

of innovation includes medium/long-term instab1ent loans for purchase of 

equipm<mt., bui ]dings an,I other fixed assets. 

4. Provision of .l~f!~!~g_Jj,~~~~ to machinery manufacturers or dealers 

will enable hiring of equipment (or purchase in in~1talments) rather than 

out.right purchase by small enterprises or job workers or ancillary uni ts or 

subcontractors. This will reduce the extent of medium or long-term borrowing 

requirements of small and medium enterprises. 

5. Development banks or conanercial banks may lend to !~fQr!!~L~~r~~L 

Q~~J~r~ __ Qr_~g~~!~ rather than directly to small enterprisee, in order to 

enlarge the credit market. and make use of the informal market mechanisms. 

Both administrative costs and risks may be lower under such arrangements. 

Linke. may similarly be developed with co-operative credit 

societies/banks/associations, rural banks and money-lenders, by refinancing 

their loans to smel] and medium enterprises. 

' 



- 40 -

As in the casP. of allocation of resources, savings could be 11c>bilized 

through innovative institutional and policy measures, particularly in the 

rural areas, which, in turn, i•prove the effectiveness and efficiency of 

informal credit channels. Some of the ways in which this can be done are 

mentioned below: 

l. Expansion of banking and availability of savings inst.rU11ent.s, e.g. 

savings and time deposits, in rural areas. Postal savings banks play a vital 

role in 118DY countries. 

2. Savings mobilisation schemes combined with extension of group credit 

based on group guarantees and combined with extension services in 

technologies, supplies of inputs and marketing, will benefit the poor in rural 

areas, both in agricultural and non-farm occupations. 

3. Mobile banks, door--to-door collection of savings, pigmy deposits, 

confining a savings-cum-lending institution to a local area are other 

investments for tapping rural savings. 

4. Compulsory provident-and-pension schemes and insurance policies 

(including group insurance) have stimulated rural savings. 

1. Economic growth in the developing countries has been financed during 

t.hP- last three decades largely through domestic savings, which have accountf•cl 

for 80 to 90 per cent of gross investment. Savings in the household sector 

have accounted for 50 to 60 per cent of domestic savings. 

2. Financial intenae~iation through institutionalization of credit and 

the expansion of money and capital 11arkets, has benefited the larger 

enterprises in urban areas and in the middle and high income developing 

countries. 
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:·L Tht• bulk of the cupiht.l nnd credit requirements of s•nl I 1ml.erprises 

has been •et by own savings, loans fr<>11 friends and relatives, trade crr.dits 

ancl transactions in th'~ infon1al 11arkets. Jnstitutional credit. has 11Uin)y 

henefited small and medium enterprises in the upper ranges in urban areas. 

4. fo'inancial repression, throufJ1 holding down the interest ral,?S, 

credit allocation/planning/rationing, segmentation of credit •arkets, special 

credit schemes, etc. has tended to reduce the volume of savings and the voh ... e 

of loans (or not increased them to the extent possible), since it is not 

profitable for f.immc:iaJ institutions to lend ol the controlJed rat.PS (to 

small and •edium enterprises) and the rate of interest for savings is not 

sufficiently alt ractive to sr1vers. 

5. fo'inancin1 innovations are required bulh lo llObi lize savinf.s and 

allocate them for small enterprises and for rural areas. Innovations which 

reduce lenders' risks ancl the transaction costs of loans include personal 

guarantees, collective guarantees, credit guarantee funds, security-r.ollateral 

I inked lo asset creation, and integration of forum] and informal markets. 

I.oans to r.ollective entities and groups, the successive disbursement 

of R loan by inslalm<mls and reimbursement through domicilisat.ion of saks 

revenue have been tried successfully. The granting of loans shoul,f be based 

on t.hc viabi lily and profitability of the project rnther than on collateral. 

Reliance o~ expansion of insurance mechanisms - for both deposits and loan~ 

reinforce f.inan<:ial soundness. Uesides insurance mechanisms, innovations 

which increase •obilisation of savings include expansion of branch banking, 

increased availability of si111Ple savings instruments (e.g. savings and time 

deposits), collection of pigmy deposits, co-operative and collective savings 

and loan associations, etc. 

6. The utilization of infonnal markets - which increase the market. for 

savings and loans and provide neede~ funds to small··scale and rural sectors 

not available from institutional channeJs ·· can be improved by forgin« links 

with the formal sector. Such links can be provided by (a) refinancing of 

infonial sector by formal sector; (b) providing competition by fonnal 
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sector setting up facilities and improving efficiency; (c) improving 

perfo~ce of infon18l financial institutions through governaent regulations; 

and (d) encouraging the transfonaation of infor11al into fonaal financial 

institutions. An integrated financial structure should provide a continuum 

fr<>11 purely fon1al to purely informal institutions and markets, rather than a 

dualistic system, dichot<>11ising between formal and infonaal. 

7. Provision of credit cOllbined with extension services, rather than 

subsidisation of interest rates, has been found more effective in developing 

saaller sized enterprises, particularly in n~ral areas. 

8. In rural areas, the elements of savings llObilisation, investment and 

extension services aay be cOllbined by assisting h<>11ogenous groups on a 

collective basis, without. the need for provision of collateral for loans. In 

some cases, savings generated in a locality or region may be used within that 

locality or region, by linking fonaal and infonaal llBrkets, and combining 

credit with technical assistance. 

9. In regard to interest rate policy, while interest rates considerably 

lower than market equilibrillll rates lead to reduced savings as well as reduced 

loans, a freely determined market rate may itself be too high, tend to drive 

away low-risk borrowers and defeat the purpose of efficient allocation of 

resources between large and ~•all industries. A pragmatic policy~/ would be 

for interest rates to refJect the estimated costs of lending to low--risk small 

firms, screening and monitoring costs as well as costs of extension services 

being borne by the financing programme (pubJic authorities) during an initial 

period and until the learning process i~ effective in the financial 

institution. Losses may also be covered by credit. guarantee and insurance 

schemes. 

10. Advisory and extension services arc a necessary complement to a 

financing progrS11111e, especially for the smaller-sized enterprises and for 

rural areas. The cost of providing such services may in the long run be 

outweighed by improved 11&rginal efficiency of capital loaned and redur.ed 

marginal cost of capital to the borrower. 
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V. DOMESTIC AND INTERNATIONAL SUBCONTRACTING 
CONTRIBUTION TO lNft."GRATBD DHVEl.Ol'MKNT 

In th(~ process of industrialization, l inkuges belwe<~n enterprises gruw 

with the developaent of the infrastructure and of specializat io1. in the 

functions of the product ion system. Such l inkaf.rs contribute not. onJy to 

coherent and integratr.d development but also to economical and often effective 

allocation and use of resources. 

Linkogcs or inter· relationshi1>s between or a11ong enlcrprist:s aay be 

broadly of three types. Firstly enterprises of a siailar nature may 

co-operate with each other in the form of a guiJd or an association tu rare 

and tackle ca1mon problems of technology or supplies or marketing. Secondly, 

two or more enterprises may c:nllude in product.ion or 11arket. sharing with a 

view to obtaining oligopolistic profits. Thirdly, there is a relationship in 

the same production chain bet.wee, one enterprise and unolher or ot.ht"rs, in 

which some parts, components and sub-assemblies are manufactured and suppliP.d 

by some to be incorporated or assembled into the end product by anntht·r or· 

others. This last kind of relationship between an enterprise and its supplier 

or buyer is the one ref erred to us between n contractor and a sub--ront raclor, 

or between a primary enterprise and an ancillary enterprise, or betwPr.n an 

assembler and a feeder enterprise. 

The most co11prehensive definition of subcontrnct.ing is provided by 

UNIDO in its publication "Subcontracting for Modernizing ri:cono11ies", 1974, 

viz., "A subc:ontract.ing relationship exist.s when a c011pony (called a 

cont~actor) places an order with another company (called the subcontractor) 

for the production of parts, c:omponents, suh-assellblies or assemblies to be 

incorporated into a pcoduct to be sold by the contractor. Such orders may 

include the processing, trensfor11&tion or finishing of 11111.erinls or part.s by 

the subcontractor at the request of the contractor."~7_! 
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ll should be noted tl:.al the definition could be interpreted to include 

the possibility of subcontracting the 11&11ufacture of finished products to be 

11arketed as such by the principal without any need for prior assembly. On the 

other hand there is no subcontracting when the large company purchases shelf 

items or c~nly available s<>rvices, such as transportation, electricity, 

telephone, auditing, research, design and aaintenance. 

lntcrnnl ional subcontracting is distinguished from da.:~st ic: 

subcontracting when the principal and the subcontractor are located in two 

different countries. However, SOllf!tilleS "the foreign origin of the principal, 

which may be a subsidiary of a •ultinational corporation or a fira under 

foreif.n control"!~/ even when localed in the same country as that of the 

subcontractor, is regarded as sufficient to be defined as international 

subcontrnctinf,, particularly if experts or foreign exchange earnings are 

generatP.d for the country of the subcontractor. 

A distinguishingfenture of the subcontracting relationship is that it is 

between firms of different sizes and often of unequal bargaining power. 

Subcontracting refers t.o a specific aspect of the organization of industrial 

production where large and saall finas co-exist (with a high degree of 

sp(!Cinliznt.ion) with infor11al co-·operat ion in product.ion and sometimes in 

investment decisions as weILJ~/ The parent firm can exercise considerable 

control over its subcontractors through technical, financial, input and market 

linkages. 

Severn) forms or typE~s of subcontracting are distinguished in the 

literature on the subj~ct. UNIDo!'U provides a classification into (a) 

Full··capacit.y subcontracting or peak--Joad subcontracting, where due to 

insufficient capacity in the principal's firm a percentage of total output is 

regularly subcontracted; (b) Specialized subcontracting, where subcontractors 

manufacture and supply on a 110re or less permanent basis, parts or components 

including the use of sp~cinlized machinery or equipmtmt or techniques; (c) 

Marginal subcontracting, where infrequent or s11all orders are passed on to 

subcontractors; and (d) Cost-saving subront.racting, where costs of product.ion 

of subcontracted items are 11Uch lower in subcontractor fin1S because of lower 

overheads, lower taXf!S And lower expenses in wages and other payments to 

labour. 
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A dist ind ion 11uy be made bt•lW(.-en industrial sulwout rac:t 1111~ •irul 

commercial subc:ontr-arling, the former involving llJnufarluring, nr prv'"essin& 

or asse11hlinl! by both parties, the l<itter involvinp; only murkd im~ itlld 

distr·ibution by the contractor or principal. Most internut ional 

suhc:ontrnd inf! is stah~I to bt! in the nalure of c·omic!rc:ial suhconl n1:-t im:. 

A further distinction is between purchasing-·, supply - , aud 

tnsk··oriented sub'"ontrm·t.inp,.:;Q/ PurchasinJ!·cu·i.-nt.cd sutu:onlnu:I inr, 1•· 

simi tar to specialized sulJcontracting, where sprc:i:il izc?d parts and c:umponenls 

are purchHsed frOll subc-ontrac:t.ors. SUJ>ply or icnt t-!d sutwont rad. inf, ret"Prs to 

parts and 1;011ponents which can be used in various t!Ud pnulurls in t tu~ 

aut.0110livP, eleclric·al nnd electronics indnstr-y, ancl an• suppl l•!d 111 Sl'Vi!r·al 

clients. Somf' analystsl~/ regard ltmse us trndil.iumtl ly h11u1~hl out c-ompcmenls 

and not proper subcontracting. Task-orientP.d subrc>ntract ing mP.ans that thl• 

subcont.ruct.ed and the• purchasing company Jointly develop ancl pnnluc-e, un l.hc

bas is of research and dt>velopment, new parts, components awl e111I pnuluc-1.s. 

Nagf.lraj!~/ clist inJ{nishr-s amonJ{ four types of sul>conl rad i111:. C111ni>om·nt 

s~~(;'?!l~f(l!;~j.~g is similar to specialized sutwonlracling, Uw pan.•11t f1rru 

1:oncentrnling on a limilefl raUJ!e of tr.rhnoluf~Y iut.cnsiVf• sr-!gment~; of the final 

product and on assembling, marketing aft P,r · ·sa l t!S serv i c:e and r-est~an;h and 

deveJopment. Sm·h compom·nt subcont.ractinr, t.akt!S plm:f• in the- mPl.al working 

and machinery industries. Another typf! of snlicontrac:t ing is when~ au f~nt in~ 

process or activity cou Id he subc:on t rnct.erl. This is known as a~ U. v l I y 

~~~~Q!l!r~!=U~g. i llustrat~d by the cotton-textile inciustry where laq~P. firms 

produce yarns, gel it woven in separate power.loom units and get. the cloth 

printed in other specialized firms. A third typ!:! is that of assembly 

~~~!:2!l~r~~H~g. where the subcontracted small and household enterprises 

assemble the final products in a highly Jabour and skill ·intc~m:;jve rnamu·r. 

This is typified by the electronics industr·y where product ion of componm1ls 

like chip, capacitor, t.nmsistor, pic:lure tube, elc:., includ<!s hir,h ll'chnolnf,y 

capital-intensive processing carried out by large sper;ializt-d enterprises, 

while Hssembl ing of final pn1du<"f. is done? by salHl I lmtcq>ris,•s. NHgara.i's 

fourth type is called Pr!>~uc;;t_~~~'?~!~~r~c;:~i!lg, where tl11~ com11lP.f.t' prociur:t is 

made by the subcontr·actor, the parent firm perfor·ming only the m;trkd i11g 

function. This is akin lo commercial suhc:onlrac-1.inf, and prP.vulenl. in appund 

and clothing, footwear and leather goods, amall molr>rs, t.rnru~formf?rs, 

elcct.ricnl &J•pliunc:es, etc:. 
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In rc~gard to inlernnlionaJ subcontracting, four types are again 

distinguished.I~/ ~~rQ~~~~Qr4~r.~~£~~ir!£!!ng is between two firms localed 

in different c:ountries. It is 'c~rcial' when the finished product is made 

by the subcontractor and exported to the contractor. It is 'industrial' when 

parts and co•ponent.s are exported by the subcontractor and assembled and 

finished by the principal. W.!!'1!~:-~!?r~~L!!l~~!r~~J.-~~!;Q!l!r~~H!lg takes 

place between a subsidiary of a aultinational corporation and a local firm 

located in the Salle city. When t.hc subcontract.or makes the finished product., 

it is within-border c<>1111ercial subcontracting. Subcontracting may also take 

place bet.ween a parent. company and a subsidiary localed in different countries 

or between two subsidiaries of different aultinationals located in the same 

country. Relations between a :aultinationnl company and its subsidiary may 

often be in the nature of off-shore aanufacturing and aay not strictly be 

called international subcontracting. Benefits lo a developing country are 

stated to arise substantially only when the relationship is between a 

multinational and a locally-owned enterprise.~!/ ~~/ 

A number of combinations and variants of the forms of subcontracting 

outlined above takes place in different industries, in different countries and 

at. diff erenl stages of" development.. Growth and development leads to a whole 

spectrum of inter-firm relationship, in which subcontracting is only one form 

of linkage. The fundamental basis of subcont.ructing in manufacturing is, on 

the one hand, the principle of division of labour and specialization and, on 

the other hand, the prevalence of lower lahour and overhead costs in small

scale enterprises. "Make or buy" decisions of the principals is based on the 

relative costs of production within the factory or outside. Such decisions, 

of course, depend on the availability and reliability of small-scale 

suppliers, their technical competence, critical quality considerations, etc. 

Thus the stage and status of industrialization, the organization of the 

industrial sector and the institutional frmaework greatly influence the' make 

or buy' choice of the principal aanuf~cturer. The well-developed and 

integrated institutional structure and system in industrialized 

market-oriented and aixed econoaiea 118kes it easy for subcontracting and other 

linkages to exist and flourish. However in today's developed countries, 

especially the United StHtes and Japan, government policy played an important 

part in stimulating and strengthening inter-linkages. Anti-monopoly and 
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anti-cartelization policies, as well as encouragement to s11all business 

through mandatory government and defence purchase requirements~~/ in the 

Uni t.ed St.ates -·- apart from the operation of competition and the 11arket 

mechanisa leading to size characteristics of 11&Dufacturing enterprises adapted 

to product and demand characteristics -- stiaulated the development of 

subcontracting relationship. 

In Japan both government policy and industrial organization have favoured 

the coexistence and co-operation of large giant enterprises with thousands of 

snmll·-scale enterprises lo derive the 11&Xi11m1 of comparative cost advantages. 

In India a conscious government policy in the post-independence period has 

provided a framework of institutional as well as incentive measures for the 

stimulation of subcontracting. 

As is well known, the division of l..ibour is limited by the extent of the 

market. Beyond a certain scale of ?roduction, average costs are reduced 

through the operation of specializ,!d fir11S. Furthermore, the deVE!lopment of 

batch production enables growth of specialization. Another factor is 

localisation or spatial concent•:ation of factories, making subcontracting 

economical through reduced capital investment and reduced transport costs. It 

is noteworthy for instance that "in any industry average size of factories in 

backward region tends tl be larger than that in advanced region. And in any 

region older plants tend to be of much larger size than the ':•et.,"'r ones."!~/ 

Thus the economy as a whole can benefit frOJI a network of stbconlracting 

relationships thrr~gh stimulation of investment, diffusion of technology and 

ski 11.~, economical use of c:api tal and labour and balanced growth of small and 

large enterprises. 

As for small-scale enterprises they receive from the large contracting 

firms (and sometimes from public institutions set up by government or by 

gover1111ent and industry together) information, technical assistance and 

technology transfer to plan invest•ent and production; flow of business and an 

assured 11&rket; financial, management. and extension service assistance. 

While there are henefits to small enterprises, large enterprises and the 

economy, there may also be costs involved. Reduction of COllJ>etition is 

inherent in a linkage relationship, unless and until the existence of a large 

number of suppliers and buyers (subcontractor• and contractors) ensures 11&rkel 
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competition in the classical or neo-classical sense. Such a state exists in 

developed 11&rket economies. Moreover large-scale enterprises in developing 

countries run the risk of or the costs of the "learning experience" of saall 

enterprises until effective c~icalions and transfer of technology lake 

place and quality of subcontracted output ensured at econ<>11ical cost. 

Usually, however, it is the saall--scttle supplier, being unequul in 

economic power with the large contractor, who runs the risk of being squeezed 

or exploited. The parent fira can poss on the burden of market fluctuations 

to the subcontractor, by delaying payaent or refusing delivery or postponing 

inspection. Onerous teras and prices could be iaposed on the subcontractor, 

while on the one hand governaent aeasures of protection are designed to 

prevent such abuses, on the other hand, even in a recession large enterprises 

aay often find it aore cost-saving to retain subcontracting activity rather 

than incur higher cost through aaintaining emph•y-.nt of hightff paid labour in 

their own factories. The latter situation is particularly relevant in labour 

surplus economies or those having labour market rigidities. 

Subcontracting has played and continues lo play a crucial role in lhe 

Japanese econn11y. The Japanese features of lifetiae eaployaent and the 

seniurity syste11 have introduced rigidities in the labour aarket. 

overc<>11e this inflexibility through the system of subcontracting. 

Large firms 

They 

provide financial assistance and raw materials to s11111ll firms in return for an 

assured supply of 1181lufactured parts, coaponents and products. The 

availability of sufficient low cost and skilled labour provides the basis for 

capital substitution and faraing-out of production. 

In Japan two thirds of all s11&ll and aedium enterprises engaged in 

aanufacturing are !b!!.!~!L~.ig12 or subcontracting cc>11panies. The total 

nUllber of these c011panies is estiaated at 46,5000.g~/ Righty percent of them 

are in the textile and clothing and 11achinery aanufacturing industries.g4/ 

Dependence between parent fil'llS and subcontractors is 1111tual. Technology is 

transferred from parent firm to subcontractor through delivery of aateriels 

and 11achinery and through provision of training. Also fon1er skilled 

employee. of parent firm aay be set up 88 subcontractors. The parent firm is 

highly dependant on the technological level of subcontractors for the quality, 
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function m1d productive efficiency of its own products. K. Ito~~/ has 

described the development of the system as follows: 

.. Fr<>11 the •id-1950's through the high economic growth period, 

subcontracting production syste.ms developed. Fierce competition between large 

parent firms has worked to ensure a constant raise of standards in technology, 

as well as production and quality control of the subcontracting firms, and has 

also provided them with instruction and •aterial aid necessary. This is the 

general trend which distinguishes the Japanese subcontracting syste111 frOll 

those of other countries. Here are the major technological transfers made 

from large parent finlS lo subcontractors in Japan: (l) Reforms on facilities 

and machinery; instructions on production and quality controls. (2) Aid for 

facility funds; transferring of technology through leasing of facilities and 

machinery. (3) Transferring of technology through receiving trainees and 

sending out technological instructors." 

Ito describes furthermore the characteristics of the subcont·:acting 

system in the machinery industry: 

"I. Subcontracting firms are divided into parts makers, pnrls assemblers, 

special processors, etc., and the degrees and types of specializatio;, .:::-"'! 

surpassed from other developed countries. 

2. The subcontracting firms are classified into different levels, i.e. 

fir3l, second, third, fourth, etc. 

3. Subcontracting system, fer from being static, dynamically transforms 

itself according to the strategies of the parent firm 3Witching from outer 

order to in-plant production and vice versa, as well as changing firms for 

orders. 

4. At first the parent firms used subcontracting firms in order lo save 

on initial capital, take advantage of the low wage rate and as a shock 

absorber of industrial fluctuations. But. these factors hove ceased to be the 

main motives and now they have shifted to the utilization of s~bcontractors' 

specialized techniques and equipment and to compensate for the Ji mi led 

production capacity of the parent firm." 

While the Japa11ese system is unique in itself, there is no doubt that 

even here the vulnerabiity of subcontractors is greater than that of parent 

firms. For example, to make up for the sharp appreciation of thP- yen, 
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reduction in production costs of about 20 percent is required froa the 

subcontractors.~~/ To prevent 118lpractices by contractors, the Japanese 

Ministry of International Trade and Industry (MlTl) and the F'air Trade 

Commission issued on 19 November 1985 an unprecedent.ed notice lo contractors 

"Warning the11 not to delay payments to subcontractors or force the11 to make 

unreasonable price cuts or return parts already aade to order and delivered." 

Apart froa such regulRtion of transaction teras to prevent exploitation, the 

Governaent sets a target for the share of public proc:ureaent. fr<>11 saall 

ce>11panies and prevents the entry of big business into aany saall business 

fields. The ready provision of low--cost finance to SllBll business is the 

biggest incentive. In 1982, Y 1.8 trillion or 56.4 percent of all loans 

outstanding fr<>11 govE>rnaent financial institutions were provided to small 

ce>11panies. 

The §hi!~u)!~ companies are assisted by Governaent-funded subcontracting 

enteprise pr0110tion associations operating in each prefecturP. of the country. 

There are 16 offices in Tokyo of the Metropolitan Small and Mediwa-sized 

Enterprises Promotion Public Corporation. A staff of 30 acts as 11Rtch-maker 

for about 15,300 subcontracting coapanies. They introduce the big coapanies 

and the Shitauke Subcontractors, ensuring the flow of orders in an 

appropriate manner. A newspaper advertises subcontractors' specializations, 

advises on tax and legal matters, and analyses business trends. 

Continuous cost reduction is attempted by subcontractors through both 

technological and managerial efforts. On technology, n1111edcal control 

aachines and c<>11puter applications are on the increase. On management, total 

quality control and just-in-time system of inventory control (Kanban system) 

are increasingly employed. 

Even though the mortality of Japanesa s11&ll business (20,000 per year) is 

double the rate of the USA's, saall subcontracting co•panies maintain dynamism 

and vitality through continuous adaptation and change. A survey by the 

Shokochukin Bank (Central Co-operative Bank for COllllerce and Industry) 

indicates that 25 percent of Shitauke do not wish to increase dependence on 

one large contractor, but to develop aa independent specialized •anufacturers; 

49 percent of fil"JIS had introduced 11echatronics machinery, 36 percent 

numerically-controlled 11achinery and 15 percent tddustrial robots. With these 
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dyna.i c deve I opl!enls, th(? subconlracli ng sys t.em is expected to "xpand · rather 

than contract - in Japan. 

Since the mid ·sixties there has been considerable growl h of sma1 I srult• 

enterprises, particularly ancillary enterprises, in India. Government 

policies·· bnlh positive and protecUvr. - have consciously pi-omot.1~tl hulh llw 

expansion of small enterprises and the development of subconlr·aclor 

relationships, known as ancillarization in India.~~/ A.part from the network 

of 1nstilut.ions for technical and extension service assistance, fiscal policy 

providing differential excise duty and exemptions for small enterprises and 

financial policy of loans et. lower rates of interest may have especially 

promoted subcontracting. Tax differentials and lower labour and overhead 

costs make the products of smalJ enterprises cheaper for large indust nt-s Io 

buy, rather than manuf~cture within large factories. Availability of cn~dit 

to sma11 enterprises makes it possible for anci I lary uni ts t.o exlt·rnl <Tt!cli I t.o 

parent firms through delayed payments by the latter. A. further incentive lo 

growth of small subcontractors has been the policy of reservation of a large 

number of items (over 800) for production by small enterprist~s, thus making 

product subcontracting frasible and profitable. 

Direct attention in the form of institutional finance, supply of 

machinery on hire purchase and supply of raw 111Uleriais, as well as indin·ct 

assiJtance through factory sheds in industrial estates, provision of extension 

and co1111on service facilities, testing facilities and markr~t. infonnal ion, are 

especially available to ancillary enterprises, in whose case the eligibility 

criteria has been extendP.d to include enterprises wit.h a fixed capital 

investment of Rs 4.5 million (as against Rs 3.5 million for other small 

enterprises). Moreover, public sect.or enterprises receive guideJincs nnd 

instructio11s to identify parts and c<>11ponents end suitabl~ subcontractors aOI! 

to farm out supply orders to them. Private large· scale enterprises haw~ also 

been active in promoting subcontracting through t~dir associations as well as 

through subcontracting exchanges set up by governments as purt of its 

industrial extension service. 

While the role of governmt : 

stimulate and promote the growth 

·licies end measures in India hus hef.•n lo 

' ,,, 11 and medium enterprises, including 
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nncillary industrfos, it seellS that. wit.h the establishment of a viable and 

growing s11all·scalr. industry sector by the aid-sixties subcontracting 

relationship has rxpunded corisidPrably in th(? Jast. 15 year~ through natural. 

and spontaneous growth. Analysis of c<>11paretive per·fonaancc of Sl!lall-scale 

sertor and the corporate sector~~/ indicat.es that "the profitahil it.y as welJ 

a~ capital efficiency in the s;aall -scale sector as a whole is mud1 higher than 

that of the corporate sector", due to "lower wages and great.rr exploit.ability 

of labour on the one hand and fiscal concessions on the other." A growing 

subcontracting ndnlionship between large and small engineering firms is 

indicated by the fact that "a very large proportion, over four-fifths, of 

output. of tht? metal -based industries is used as invuts for industrial 

production". "A majority of enter~rises (of saall-scale sector) directly 

supply t.heir output which invariel•ly are intenaediate products -- to units 

in Private, public and small-scale sectors." Lower labour and overhead costs 

in smnll firms and reduc:ing empJoyaent of workers in large firms se~ lo have 

monitavted growth of subcontracting. 

1'herr- are only scattered dat.a available on tht· ~,,• 0nt cf subc:ontracting 

in India. The nUllber of small enterprises in India grew fro• 60,000 in 1950 

t.o over 1 mi J1 ion in 1983. The value of production increased fi· :! times, 

employment twice and va.Je of exports six ti11es, in the small scale sector 

over a 10-y(•ar period endjng jn 1983.~Q/ Purchases from ancillaries by public 

sector enterprises increased 3 1/2 times over a five-year period, 1975-80.1~/ 

l'ot.ent inl for anc:ilJnrization is esti11Rtedg~/ to range fr<>11 60 to 90 percer 

in the transportation industries, 50 to 75 percent in the com1unications 

jndust rif•s And 20 t.o 40 percent in industrial •arhinery and machine tools. 

India provides an ex9J1Ple of the advantages of subcontracting in a labour 

surplus and capital··scerce dual econ<>11y. I.arge and saolJ firms face differt'nt 

market conditim1s. Large finas have greater accessibility to finance and tend 

to be capitn~ and technology intensive, with high labour productivity. The 

smeller firm has access to cheaper labour and has the advantage of lower wage 

rates and lower labour costs. Subcontracting enable• &11811 firms to grow and 

acquire technical and 118nagerial skills. SOiie s11all fin1& e"pand into uediU11 

f i nDR c1f't.en with .independent products 11&de for the market. 
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With the continuous expansion of the Indian small-scale industry sector 

- both in number and in size which is encouraged by I.he GovP.rnment through 

periodical revision upwards of the definitions of small-scale enterprises and 

ttnc:illary sma.11 scale enterprises, there is increasing scop<· for· 

subcontracting in technology-intensive and skill-intensive industries, e.g. 

electronics and computers. The present system which !Paves market and product 

development to large parent companies, and specifies rigit1 purchasiug 

obUgations on them, may not be adcquat.t~ t.n develop anci I lar·i~al ion. Small· 

scale enterprises will need to adjust to rapid technological innov:itious and 

keep abreast. of market and product deve I opment.. 

The pure form of international sulwontnu·t ing involvt·s a c-011tr·;11·tuaJ 

relationship betwPen an independent supplier in nut-> country awl a buyc'r-

ahroad. It enablf!S enterprisPs in dt!Ve1<1p·in1{ 1·ouutriPs In rfpvr-lop a111l grow 

through technology transfer· from the parent buying company and to ·~xport their 

products abroad. Much of it takes place on cons 1deral iorm of compan1t iv,. 

costs by the buyer in the developed country and can be influenced only very 

little by the government. of a deveioping country, exn·pl by maintainint{ a 

favourable environment within the country for such subcontracting to take 

place. 

There is of cours': a wide spect nun of Ii nkagcs twt.wren fore.• iJ{n and 

domestic enterprises, ranging in the developing country from a foreign-owm~d 

(or multi-national) cmterprise or its subsidhu-y { inc:Judint, location in an 

industrial free zone) to a publicly-owned or privately owned-national 

enterprise (including smnlJscule or medium· sized). Not all of th" linkut{es, 

however, qualify as international subcontracting. 

One of the fnstest growing elements in t.lw f,rowth of mcport.s of 

manufactures from developing countries - part ir.:ularly from th<· so· cal I ed newly 

industrializing countries durinf, Uu~ }est two der.adf:S has bPen Ill fhf! form 

of off-shore assembly of r.omponents exported to dewdoping countr·i1~s L•y 

developed countries under provisions of special tariff sc·ht·du!f•!--; in ttw lat.ti~r 

exempting from tax the value of components exportf~d hy the dt.~Vf'lop1~r1 'ount.ry 

' 
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Such activities c:oncenlrate in 1.alin American countries adjoining the United 

States of Allerica, North Africa and Mediterranean countries neighbouring the 

HBC, end Far Eastern countries neighbouring Japan, although Singapore, Hong 

Kong, the Republic of Korea and China (Taiwan) export even to US markets. 

Some dnt.a on such <~xports to the US are given below: 

~~~try !~Q _ur.rn 1980 

Barbados 42.5 40.4 62.0 

Brazil l.2 3.7 (1976) I. 7 

ColOllbia 0.5 6.8 2.6 

DOllinican Republic 2.6 16.8 152.0 

El Sal ·rador 0.6 32.9 (1976) 35.0 

Haili 63.3 177.R 18l.O (1978) 

Hong Kong 6.4 2.8 (1976) 3. l 

Indonesia n.a. 4.3 ( 19'/6) 10.0 

Korea 4.4 3.1 2.2 

Malaysia 0.6 25.5 34.0 

Mexico 60.5 115.6 139.0 

Phil ippincs 9.0 17.7 35.0 

Singapore ?.6 10.2 (1976) 8.8 

Thailand n.a. 2.4 (1976) 5.3 

Source: See footnote ~~/. 

• 
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The total value of these US i11POrts aaounted to $541.5 aillion in 1970 

and $2245.9 aillion in 1975, the respective taxed value being $245.9 aillion 

in 1970 and $!202.9 aiJlion in 1975.!~/ The principal itellS covered and 

percentage of the total value of iaports are: 

Semi conductors 

Television sets 

Electronic aachinery components 

Textiles 

Office 11achines 

Toys and dolls 

Source: See footnote .HJ/. 

23.6% 

19.l~ 

JO.~ 

8.~ 

8.3~ 

5.9% 

In t.he ca..o;e of Moron~o!~/ international subcontracting takes place mostly 

with French principals. Wh·i!.e Pperations are by subsidiaries of MNC's in the 

case of tyre and chP.micul industries (and not subcontracting), private small 

and medium enterprises are subcontractors in engineering, electrical and 

P.}ectronics indust.r:ies; textile and leather industries, and agro--food 

industries. In the case of Tunisia!~/ promotion has taken place through the 

public industrial sect.or, the development bank ond the establishment of a 

subcontracting exchange (Bourse Tunisienne de Sous Traitace). Relationships 

have been with Ji'rance, lt al y, FRG and Bene I ux. The lllffjori ty of cont.reels are 

for ready-made clothing, but they also cover metal, mechanical and electrical 

equipment industries. 

Multina1.iom1l corporations (MNC's) dominate in the aute>11obile industry. 

They set up subsidiary factories, or have collaborative arrangements, or 

penetrate into C011Ponent •anufacturing in the developing countries.~!/ 

Purchase of parts and COJ1Ponents is mostly a comercial transaction ond 

so•eti•e• in the nature of co1111ercial subcontracting. MNC's located in 

developing countries have developed bec:kward linkages w:i th bot.h large-11ca)e 

and small-scale enterprises.?J/ 
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fo'on~i gn assembly act. i vi t i l!S ha.VP concent rnh·•I on two s .. :clors: garments 

and eJectronics.??/ In both cases value- to--weighl ratios arc high mad thus 

transport costs low. Both typP.s of manufacture involve segm~mted and 

separable uper-at. ions in lime and speer.. Ht.wr.ver, the l u·,. eye le is short., 

fashions and technologies frequently change. Whi h~ in th~ gar111ent s1•dor 

int.ernnt iom:il suhcont.rad ing has taken place betwPen imlepPndcnl firm.~. 

operations in eler.tronics have been carriP.d out mostly by subsidiaries of 

MNC's. In the> lat.t<~r case {elet:lronic-s), "I.he or-gumlly ·~xpecled 

lechuological spill- over effects, thr·ough the promnl ... ~11 off-shore manufacturing 

of internet iomtl companies, have by and large remained limited, an<l have had 

little effect on the development of a domP-stic eler.lnmics industry - large 

induslrit~s rat.her than small -scale hnvE· profited hy trchnolo1~Y transfer 

through juinl ventun!s. "20/ 

fo'oreign assemhJing whether it involves international subcontracting or 

not - seems to have attained a stab i lily nol affec:tP.d by n~cess ions. lnd~ed, 

"during a business downturn producers s1.~em to reduce their high cost 

operat inns in the United Stales in favour of product ion abroad, an<l the tn~nd 

is not reversed during the subsequent economir. recovery."~Z./ Furthermore, 

value added in a:;sembly has heen continuu 1 ly inc:rm1s ing. 

Foreign assembling (including international subcontracting) is a critical 

source of t!lllployment, incomes, and foreign exchange eur11in1!s in smul 1 

countries of the Caribbean basin, e.g. Barbados and Haiti, and for Singapor·e 

and Hong Kong. They are also important. for Mexico, the! Hepubl ic of Korea and 

China (Taiwan). 

Foreign assembly product.ion by subsidiaries (not involving nutionalJy· 

owed enterprises through subcontracting lacks linkage effects and is not 

integrated into th<- production acUvit.it?S of the host country. Tax and tariff 

incentives, e.g. provided in industrial free zones, prohibit shipments to 

local markets and thus prevent inputs to national production. However·, in 

countries of Eastern Asia there has been progressive substitution cf 

nationally produced inputs for imported materials, especialJy in textiles and 

garments. 

Inducements for international subc:ont.racting are reduct.ion of costs and 

increase of flexibility from the pert of principal contractors. It is also 

.. 
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st at ed to reduct-~ t ht• risk of direct investment bnd of losses by increasing 

dependence on countries of subcontracting fin1S.!~/. However the basic engine 

has not been developing t~ountry policies but rather the advantages of 

redeployment of produr.tion stages which are no longer ce>11petitive in 

industrialized r.ountries.~~/ 

Economic linkages of assembly production can be greatly increasP.d through 

greater integration into national economies by deliberate developaent country 

governaent. policies anca ~wt ions. "Subcontracting rather than intrn·-US (MNI-') 

firm activities that now prede>11inate abroad facilitates the transfer of 

technology and provides lht- opportunity for national fin1S to i•prove their 

expertise through practical experience.••??! 

Since sJllftU -sen If:' rnt.erprises suffer from severe finandaJ, technical and 

informational constraints arising frOll their size, production structure and 

management, public measures r.ould sti•ulate linkages through various •eans:!7/ 

fiscal concessions, incentives and assistance to Sll811-scele industry; setting 

up of industrial estates - functional (e.g. for electronics) or ancillary 

(e. -::. linkf?d to a large c.~nterprise); syst.em..~ for putting small subcontrar.lors 

in touch with buyers (e.g. subcontracting exchanges); training schemes, 

transfer of technology s<·hemes, and production reservation sc:hemes. In regard 

to international subcontracting, stability, infrastructure and appropriate 

locet.ion of smull--sc:ale enterprises is particularly important, as well as 

provision of information to buyers and subcontractors, provision of materials, 

quality control practices, market research and st.ability in contractual 

terms. The Trade Development Authority in India acts as a middleman between 

buyers abroad and small ·scale <mterprises in the country. 

1. Subcontracting involves linkages between lead and linked enterprises -

large--sc:ale and small·-sr.ale enterpriS·!S - whereby long--t.erm cont.reels are 

entered into, product information is exchanged, prices are negotiated, 

technologies shared or diffused, and ot.her forms of assistance made possibJe. 

The development of such linkages in developing countries makes possible 

integratinn of pr·oduction Hnd fl self-·reliant. industriHl structure. On the 

other hand, industrial growth - particularly that of metal and engineering 

\ 
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industries - itself leads to development of such linkages. Subcontracting 

relationships are beneficial to the economy through reduction in costs of 

production and i111>roved allocation of capital, labour and other resources, 

thereby improving econ<>11ic: µerf or1181lce. 

2. Industries characterized by specialized and separable operation over 

spa<:E! and liae, e.g. textile and garments, 11et11ls nnd engineering and 

electronics, are suitable for subcontracting relationships rather than 

chemical and metallurgical process industries. As differentiation and 

hierarchization of industrial structure develop, opportunities increase. 

While most opporlWlities exist in aiddle incoae and high income developing 

countries, initial pr0110tion could be Wldertaken in lesser developed countries 

through encouragement to saall--scale engineering industries and their 

institutional and linkage aechanisas. 

3. Linkages ure of various types and could be provided by Jargc 

industries themselves or their associations, saall industry associations or 

co--operatives, public industrial extension services, develoP11Cnt banks 

specialized in saall industry operations, subcontracting exchanges etc. The 

governaent's role is iapurt.ant in ensuring the right environment of fiscal, 

financial and licensing policies which encourage linkages. Informational 

linkages provide for exchange of inforaation on demand, future investment, 

aarket conditions etc. and are best carried out by ch8Jlbers of coamerce and 

associations or auton<>11ous public institutions. Technical and transfer of 

technology linkages related to assistance in innovations and product design, 

process know-how, production costs, quality control, testing, training, 

tooling etc., are provided either directly by the principal contracting large 

firm or by a public industrial extension service. Finnncial linkages relate 

to provision of loans, negotiation of prices and contractual terms. In order 

that the initial low bargaining power of saall-scale enterprises is not 

exploited by large contractors, regulatory and assistance •easures should be 

set up by the government. An industrial extension service, or the large 

contractor, or an association of saall industries could also provide 

managerial assistance in accounting, COllJ>Uterization, control procedures, 

purchase of materials. 

.. 

.. 
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4. lnternalionul subcontracting hus developt."<l lurgt'ly in I.he fora of 

foreign or off-shore assembly set up by •ultinational enterprises or large 

foreign enterprises in develoing countries offering udeqmste infrasl.rut·l.ure, 

trained labour and lower costs of production. Developing c·:· .. ·~.atries benefit 

11<>st where notional enterprises get involved as subc:ontra«tors and gradually 

reduce dependence on i•ported parts and components. There is evidence that 

international subcontracting is of a perJlallenl. nature, although I.ht! industries 

involved may be rlifff'.?rr.nt from timP. lo tillC?, depending on varying r.ompar·ativt> 

cos l.s of labour· and capi la 1, and on lechno I of! i ca J c-hungt~. 1'h1~re is 

considerable scope in the electronics industries, which is of a different 

mature thun the truditionaJ textile and ganllfmt industry, i11 llml assMnhl inf{ 

rather than COllponent 11anufacture is labour and skill ·intensive. A proper 

econ011ic r.nviro1111ent. engendering st.ability and cnnfidenc«' in I.ht· 1iPvr-luping 

country location, as well as incentive policir.s, are requirt?d in lllf• initial 

stag<~s for deveJoping intc-rnational subcontracting opt~ral.ions. 

5. In view of hierarchization and differentiation of industrial 

structures, as W<~l l us sophistication ttnd ski l I development in thl' high anrl 

•iddle income developing countries, international subcontracting could (11:• a 

means for lht~ promotion of P-conomic and 1.ec:hnical c:o -opt:>ral. ion <unong 

developing countries (ECDC/TCDC)~B/, thereby providing stimulus to industrial 

devrlop11enl in the currrnl. world c:ontPxl of sJow growth in North South 

co··operation. 
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