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INTRODUCTION

In developed countries of Japan and Korea, a major
factor éontributing to their economic successes has been the
symbiotic relationship between the large-scale and the
medium/small scale industries. In Japan, this has afforded the
large enterprises to practice "just in time" inventory which does
not only cut down on storage and handling costs but also

encourage a speedy production flow.

In the developing countries of the ASEAN, the drive to
industrialize has taken two disiinct routes. One is_ the
development of large, basic industries and the other is the
egstablishmsent of rural-based small and medium industries. There
has been an absgence of the strong linkages betweeq large and
small/medium industries sean in the developed economies. Thus,
the duality of economies in the developing countrieg has evolved-
to the detriment of a holistic and integrated development of

these countries. It is necessary to examine the gituation in

the ASEAN in termz of the linkages between large and small/medium
firme, especially in the area of subcontracting. Subcontracting

has been a major vehicle for the synergistic relationships of

large and small in the developed world and it could be the

linchpin industrial growth of the economies of ASEAN.

This paper focuses on the statug of subcontracting in

the ASEAN, identifies the problems which inhibit its full qrodth

and contrivution to the economy and suggests some approaches on

—

the national and regional levels.
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subcontracting, not only directly in public contracts but also
3
substantially influencing private sector conditions.

Therefore, the FMM Special Committee on Small and
Medium-Sized Industries proposed that some incentives in the
form of an inter-industry linkage allowance could be an

inducement for the larger companies to seek local sourcing of

parts and component items from the SSlIs.

 To promote gubcontracting, the Malaysian Government
Sub-Contract Scheme was set up in 1986, where the needs of the
bigger companies can be supplied by the small-scale industries
through this programme. However, there are no provisionse yet in
the Government's procuresent policy especially to promote 1local

subcontracting.

In Indonesia, about three decades ago in the 1950's
Indukg or principal units around clusterse (primarily in the
veaving industiry) were established t6 provide cooperative tygpe
asgistance; during the 1960°'s a system of subgidieg was developed

for lowvering the cosi of input to small industries; and in 1975

BIPIK was launched to provide coordinated programme of assistance

to more than 1500 naturally established clusterx of small
industries, providing general and extension services, training,

common service facilities and subsidized or bulk purchases of

3.
Chee Peng Lim, Spall Industcy in Malaysia, pp. 81 - 82,




inputs and -achineries. However, it was much later when the idea
of bapak angkat (foster parent relationship, whereby larger
industrigs provide assistance which may take the form of business
management, supply of'input, financing and technology transfer),

and subcontracting arrangements cdeveloped.

To appreciate the reason for the slow progress of
subcontracting in Indonesia, it is best to review its industrial
development strategy. The general direction of Indonesia‘’s long- -
term industrial policy iz gpelled out in the General Guidelines
of State Policy (GBHN), which are being formulated every five
years by the People’s COnsdltative Asse-bly'(HPR), “the country’'s
highest sovereign body. With regard to industrial development,
the basic outlines were set out in the GBHN of 1978, which stated
that one of the major objectives of Indonesia’s long-term
development was to achieve a 'balénced econonicv structure in
which a strong progregsive nanufacéuring sector would be

4
gsupported by a robust agricultural sector”.

‘To Dbecome the backbone of the Indonesia economy, the
development of the manufacturing gector would have to be carried
out in successive phasges, covering the two decades of the first .
four Five Year Development Plans (Repelita), namely the period
1969/70 - 1988/89. Under the Repelita I (1969/78 -.1973/74)
priority would be given to the establishments ﬁf manufacturing

industries to suppert the agricultural sector, while during

Thee Kian Wie, Indusircialization ip India and Indonszia, p. 20.
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natural resources-processing industries producing industriai Law
materials. During the Repelita 111 period (1979/3@ - 1933784}
industries would be established which would process the
industrial raw materials into manufactured products, while du:ing
Repelita IV (1984/85 -1988/89) engineering goods industries would
be established. While guidelines for industrial gdevelopment as
spelled out in the GBHN and the successive Repelita prouvide some
insight of the general direction of industrial development, it
does not provide good guidelines about the actual government

priorities not about the actual policy measures which were taken

in pursuit of the actual objectives.

Firm guidelines about the path which industrial
development in Indonesia had to take were only spelled out
clearly with the completion of the phase of “"easy import
substitution” during the mid 1978s and the installment of
Mr. A.R. Soehoed as a new forceful and articulate Minister of
Industcy in April 1978. In an article written in 1981, Soehoed
outlined the basic ideas which had determined industrial policy
since he became Minister of Industry. He argued that “import-
substituting industrialization during Repelita I and 1II had
merely led to a widening, rather than in the deepening of the
induct:ial structure. Industries expanded and grew more or less
independently, and perhaps in some ~aces even in competition with
each other, but at any rate not in geruzral mutually ceinforecing.
Inter-indunteial linkagex, both backward and forward, genwraolly

are not very strong”. Soehoed further argued that the "scope for
y 9
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further widening the structure of industry <through import
substitution along the past pattern is now more limited than in
the last few years. In addition to the grestion of enlarging the
size of the market for existing industries, a stage has now been
reaclied where the further development of industry will also

necessitate the deepening of the industrial sector.

In an earlier article written in 1977, Soehoed had also

outlined the main features of a long-term strategy for the
developnegt of the national economy in wvhich great emphasis was
placed on the role of specific commodities and sectorsz possessing
vital and reliable growth potential. This strategy was not only
designed to advance the specific commodities and sectors singled
out for priority treatment, but alszgo with a view to make
integrated optimal dev;lop;;nt planning~feasibie for the areas in
which these commodities were located. The above ideas outlined
by Soehoed were crystallized into actual indurtrial policy when
he became the Minister of Industry in 1978, and became known as
the 80 called "structuralist approach ¢to indﬁltrlalization'.
With 1{ts focus on natural resource-based heavy industriesg, this
approach clearly reflects the influence of vhat Lal has called
"ecology” on the thinking of economic and in particular
industrial policy—-aker;. It also does, as many efficiency-minded
economists have argued, neglect or gloss over considerations of

economic efficiency and the need to achieve international

competitiveness by ignoring a comparison of production costs with




border prices.

In the Philippines, subcontracting the transfer of
technology 1is effective and often inevitable in joint ventures -
and licensing agreements. Usually a joint venture implies a
licensging agreement and vice-versa. In any case, in the

Philippines, the Filipinos contrcl the management.

Joint ventures and licensinq agreementz usually involve
the transfer of both product and process technology. Quali£y
control, of courze, always goes with both. In some cases,
regearch and development on process adaptation 1is conducted
either by the mother company (by cendiﬁg local techniciang from
the plant) or in the plamt (py sending expertg or consultants
from the mother company). In either cases, transfer of

technology is always effective.

With regard to the transfer of technology between
5
foreign partner and PHILACOR , the linkage is characterized by the
existence of a joint development of product designs between the

partners and by the assistance of the foreign partner on the

Melito S. Salazar, Jr. and Hideo fujlnorl, The BRols of

Iachnology Iransfsr in the Local Content Progcam 9f ths
Ebhilippinss
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and techniques.

In developing ccuntries like the Philippines, howeve:,
all subcontracting forms, whether between large-scale industries
(vhether foreign joint ventures or domestic) and small firme or
between two small firms, have not yet developed to a great extent
mainly because of the lack of confidence in the ability of the

small enterprises to rarry out work reliably.

Henceb it is not uncommon in the Philippines for
assembly firms 1like PHILACOR to have as many as 180 supplier
fitl?- They exhibit a strong preference for having at least five
gsubcontractors supplying thet same itenm. The main reason is ihat
- gt local assemblers do not have sufficient confidence or any

_one supplier’'s ability to meet delivery schedules consistently

. and to maintain qdality standards.

The foreign partners are the ones who contribute
technology in ﬁaking production in the joint venture faster and
2asier. But most likely, the kind of technology that they bring
into the country is second-hand or obsolete. Even if they can
help in the manufacturing process, still in effect, the

Philizpine e«-onomy cannot keep pace with the kind of economic

12
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system abroad. In other firms employing highly technical
-achineries, the management of these equipments are still under
the control of foreign investors. No - skill is evidently
transferred to local partners for fear that the latter may break
from the joint venture and set-up his own competitive business
upon learning the skill. Only a part of the technological
process iz being taught while the others are being imported. 1t
there are any opportunities to transfer technblogy, coding of raw
materials, purchase agreements know-how, and patents are imposed

by foreign investors in protecting their technologies.

In Singapore, the remarkable economic growth and
industrial development in the last two decades was due mainly to
the 1large egcale foreign enterprisesg which came in due to the

country’'s open economic policy. While some efforts has been pade

by these firms to source components locally, it has been observed

'that there is a need to foster closer links between =small and

la}ge enterprises especially through subcontracting. The lack of
technical, financial and managerial know-how on the part of the
small enterprises result in their inability to operate modern
establishmentz required by large firmg. Thus, the Singaporean
government in recent years has played a more active role in

helping the small and medium businesse=x.

13
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a few industries 1like construction, the handicrafts and
garments. In the countries which embarked on an import
substitution policy, sone initial moves were made in

manufacturing but these are extre!ely limitzd.

In Qalaysia, the type of cooperation that exists
petween small industrie: and large enterprises.is not apparent.
Haiply on reasons of cost and expediency, large manufacturers
prefer to =source their parts from overseas suppliers, usually
their foreign partners’ country of origin. Although the host
country would like to see the larger enterprises obtéin their
parts and services locally, there is no law that regquires them to
do so, except through some offer of financial incentives or tax
concession.’ The 1local small industries are handicapped by the
familiar problems of meeting buyers® technical specification,
price and delivery time. Unless there is a well planned programme
by the govefnment, in partnership with the large enterprises and
the small industries, it will take another generation or Sso
be:ore the cooperation between large enterprises or small
industries reach the level o¢f that {in Japan today. The
government 18 making some efforts to serve as a "bridge” between
large manufacturers and small suppliers. e.g. the subcontract
exchange, free or sgsubsidized exhibition space, 1low  interest
loanl; credit guarantee, export incentives, export credit

refinancing schemes, etc.

15




Subcontracting in the manufacturing industry focuses on
the technical and physical aspects 6f the development,
manufacture and delivery of products requiring close cooperation
between both parties to ensure that an acceptable product _ig
avallable on tiase. The more integrated arrangements require
close cooperation in other non-technical areas and provide the
opportunity for the 1large firm to assist in developing other

needs of the small fira.

In the Philippines, subcontracting activity._betwéen
SMIs and LSIs seems unsteady and still unlinited. Findings on
some prevaliling practices, perceptiions of SMI subcontractors of
these practices, the percentage share of _the value of
subcontracting of total <sales and the nature of work are

supportive of this view.

Continuity of orders is more frequently mentioned by
SMI as the reason for receiving subcontracting from FJV (foreign
joint wventures) and LD (large donestic) counterparts; this
clearly shows the capacity orientation of the firms as orders are
accepted +to utilize unused production capacity during slack
period. Continuity of orders, however, forms a shallow basis for

a permanent and secure relationship.

Technical capability appears to be the main

consideration of 8SMI for acceptance of subcontracting from JJV

17




(Japanese Joint Venture) counterpart; this is indicative of

specialization and orientation of SMI subcontractors and suggests
a- strohget basis and long-term stability of subcontracting

relationship between SMIs and JJVs.

Looking at the frequency of SMI that have been
receiving from LSI (large scale industries) counterpart on or
before 1978 and up to 1984, the relationship is apparently stable
(Table 2). However, a deeper analysis of the nature of the
arrangement reveals otherwise. Subcontracting jobs are generally
accepted by SMI sampled firms oq an intermittent job-order basis
rather than on a periodic or continuous baxisg; both SMI sub-
contractors and LSI contractors claimed that non-exclusive
arrangement is more prevalent that exclusive. These are

indicative of an unstable subcontracting relationship.

It has been noted that although most SMI surveyed firms
generally viewed orders received from LSI counterparts asg regular
in 1978 and 1984, two views on the gquantity of orders arise; some
are constant others are not. Those who receive after 1978,
however, commonly viewed the quantity of orders as not constant.
According to LSI contractors interviewed, the stability of orders
in 1984 was even worse i.e. irregular and not constant. These
findings imply that while continuity of orders rationalizes the
existence of subcontracting, inconsistency in the volume orders
does not strongly justify stability of transactions as another

rationale.

ie




TABLE 2

SAMPLE DISTRIBUTION OF SMI
RECEIVING FROM LSI WITH REFERENCE TO
YEAR OF RECEIVING SUBCONTRACTING

Particulars : After 1978 ¢t On of Before 1978
Total 36 H 35

BY INDUSTRY

Textile ] - H 1
Gat-eht s 8 3 11

Wood : 2 H 3
Furniture : 7 : 2 )
Metal : 11 : 3
Machinery & Equipment H 5 H 12
Elect:rical s 1 : 1
Transport et 2 : 2

BY REGION : :

NCR - : 9 H 12 -
1 H 2 P -

111 H 5 : 5

1v H 5 : 9

VIl H 12 : 4

X : 3 H 5

BY EMPLOYMENT SIZE H :

Less than 10 H 1 H 1

10 - 49 : 29 H 23

50 - 99 : 5 : 9

100 - 199 H 1 H 2

-»
.

SOURCE: Changes in ithe Indusirial Structure and the Bole of

Small and Medium Industiries ip Asiap Countriss: Ihs Case of ihe
Ebilippineg, University of the Philippines Institute for Small

8cale Industries and the Ingtitute of Developing Economies,
February 1986, p. 23.
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Most MSI subcontractors and LSI contractors indicate
negotiation as the manner by which price aFtangelent between thenm
is arrived at; this gives SMI subcontractors opportunity to
exercise their bargaining strength in c¢losing subcontracting
transactions. However, findings reveal SMI subcontractors
have more than once subaitted themselves to the LSI counterparts’
request for price reduction. These suggest a need to reinforce
SMI subcoutractoé:' ability to negotiate subconttacting\
.trancactioﬁc and thereby further strengthen their bargaining

position. .

The fregquency of SMI that placed the value of
subcontracting jobz received from LSI counterpart at 50% or less
of total sales ig relatively higher than those who valued the
same at higher percentgge. The LD and JJv contractors
interviewed confiri this finding. This indicates subcontracting
as typicaliy a "subordinate type” (minor activity) and that SMI
gsubcontractorg can exist by themselves or are less dependent on
their large counterparts for the existence and sustenance of

their operations.

Most of SMIs giving out jobs have from 10 to 49
subcontractors. A large number of these subcontractors are SMIs
themselves. 'Only a few offer jobs to LSI, specifically to large
domestic firms and other foreign joint ventures. This |is

gonoral{y trpc in vhatever industry, region or employment size

SM1I falls.

20




{
{

As subcontractors specifically from large industries,
SMIs generally have less than 10 contractors regardless of the

type of "industry, region and employment size of SMls.

~

LSIs, on the other hand, conmonly maintain less than
1 sguvbcontractors regardless of the type of industry. A few
nuanter of electrical LSI have 16 to 20 subcontractors and 40 and

above subcontractors.

The kind of work subcontractorge received in 1994 varied
according to the type of LSI counterparts. Subcontracted work
received from LSi counterpart was more of 1labor. This was
particularly true of the garment industry. Parts/components and
labor, on the other hand, seemed to be equally significant as the

type of work received from FJV and JJV.

Subcontracting activity betwveen SMI and LSI vas
generally done on a limited scale in 1984. This iz supported by
the finding that a relatively high fregquency of SMI respondents
rgccivinq from all types of counterparts placed the value of

subcontracting transactions fros 1-50% of total sales.

Specific industries where subcontracting with LD
counterparts was still minimal include textile, metal, machinery
and equipment, and furniture; regarding JJV as SMI's counterpart,

these were garments, - machinery and equipment, electrical and

21
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transport; and for FJV counterpart, machinery, electrical and

furniture industries.

Subcontracting arrangement is predominantly on a job
order basis in all types of industries, regions and categories of

employment size.

More than one half of total SHMI subcontractors
indicated non-exclusivity of subcontracting. A similar pattern
of ;esponcec was found in all industries, regions and employment
gize categoriesz, with the exception of those in the textile and
furniture; those in Region IV; and with employment size of 100-

199 workers.

o FEIRMS INVOLVED snd IHEIR CHARACIERISTICS

In two countries, the Philippines and Thailand, the
type and characteristics of firms involved can be seen as

principally between large contractors and small enterprisges.

In Thailand a totzl count of the number of
firms having one or more subcontracting
arrangements in the sample reveal that there are

altogether 95 firms or 47.5% of the total sample engaging
in wsubcontracting arrangements, either as subcontractors, or

both. Contractors or offerers of subcontracting are mostly

22




large scale firms and a significant proportion of these firas
have foreign intestment participation. Subcontractors or
receivers of subcontracting, on the other hand, are mostly found

in the small/medium size groups.

Of the 200 firms surveyed, 95 have some subcontracting
relationsghip with other firms. We can categorize these firms as
either contractorse or subcontractors. . The subcontracting
relationship among firms are, however, wmore complex than this.
Some firms .which offer subcontracting are algo receivers of
subcontracting or subcontractors at the same time. Furthermare,
some subcontractors algo subcontract items they receivé from the

contractors to other firms. "In other words, there exist

"secondary subcontracting” where certain subcontracting itemg are

subcontracted out again at a secondary stage.

TABLE 3 shows the catdqoricc of contractors and
subcontractors according: to the existence of various

7
subcontracting relationships.

Seall and Mediup Scale Industriss in Thailand and
Subcontracting Arrangsesnis, p. 47.
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- . TABLE 3
OFFERERS AND RECEIVERS OF SUBCONTRACTING

CONTRACTORS
Ez Offer Only Mainly Offer/ Total

and also Receives

Employaent
§ Size :
< 16 - - - -
- . 10-19 - - -
: é 20-49 - - -
3 50-99 - - -
E 106-199 - - : -
E : >200 23 5 2¢
%4 -
Industry )
E Food - - -
Textile 3 - : 3
E Wood Products 3 - 3
g "Chemicals 4 - P
Non-Metallic
'Eg Mineral Products - - -
“ Metal Products - 2 2
Machinery 4 2 6
Elec’'l./Flectronics ¢ - 4
Transportation 4 - 4
Fg Others 1 1 2
1]
3 TOTAL 23 5 28
...
3
o 4 2‘

Lo




Mainly Receive/
and Also Offers

Employment
Size

<10
18-19
20-49
50-99
100-199
>200

Ihslu&n

Food

Textile

Wood Products .
Chemicals

Non-Metallic
Mineral Products

Metal Products

. Machinery

Elec'l./Electronics
Transportation

Others

Receive

Only
7 1
6 9
11 8
11 6
2 :
1 2
9 2
4 18
7 R 2
3 -
3 3
4 3
1 1
g 1
2 4
39 28

15
19
17

11

14

Note: A discrepa
presented.

ney
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As can be seen from the table, all contractors are
large scale firmc with more than 280 enplogees. In fact, some o0f
them are very large firams with more than 1,008 ecmployees. A
majority (17 out of 28) of the contractors are joint ventures
with foreign investments. Joint ventures which are contractors
appear in all industrial groups except food and "others"” and are
found more in machinery, textiles, electrical/electronic products
gnd transport equipment. On the other hand, all éxcept two
subcontractors are small/mediua scale firms, and they are all

Thai farme without any forgign investment.

A can be seen from the table, subcontractors in the
gample appear in all industrial groﬁp but are more concentrated
in textiles, wood products and cheamicals. Conttactofi, on the
other hand, are not found in food and non-metallic mineral
products, and are relatively more in number in machinery,

chemicals eiectrical and electronic productg and <transport

- equipment.

Although each firm is engaged Iin a variety of

activities, each has various trangactions with other firms. The

.firmse under survey are asked to indicate their most important

type of transactions with other business firms. Az expected, a
great majority of firms specify that most important <transactions
with - other firms are the selling of products. But 21 firmx or
10.5% of the total consider that buying products from other firms

are the most important interfirm transactions for them, as they

26




1
g

- 1
..}

also sell their ptodu&ts mainly to customers which are not

business firms. There are 29 firms which consider receiving
subcont:actigg from other firms as their most important interficra '
transactions, and there are 6 firms,all of which in the larée
scale category, consider offering subcontracting to other firmg

ag their most important interfirm transactions.

In the Philippines, there are three forms of
subcontracting, naqcly: receiving, offering or both. All these
foras of relationzhips exist in both SMI and LSI in dealing with
all types of counterparts, i.e. cottage 1ndu:tr1es; snall and
I;diu- industries, large domestic firss, Japanese Joint Ventures
and other foreign joint ventures. The most economically
significant, however, ;s the zubcontracting relationship between
ssall- and wmedium-gscale fndustries and large gcale industries,
the former, generally being recipientzs and the latter, the

givers.

In terms of industry, a greater number of SMiIs
receiving subcontracting works from LSI are those in industries
vhich are producing more comnplex products like the metal
industry, wmachinery and eqguipms nt. Another industry with a

relatively fair share is the garment 1nductry;'

A case of a large firm and {its three snall

subcontractors lhoﬁs the following character!- csm:

27
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The contractor,- PHILACOR was established and started
production in 1963. 1Its product - White L§nes (refrigerators and
freezers) had local a local content ratio of 84.54 % in quality
and 48.34 % in Peso value. It sourced locally available parts
and components from 73 subcontractors of which 3 are domestic
firms with foreign technical tie-up, 61 are domestic firms and b

are joint ventures.

The motives for giving subcontracting works are cost
reduction, lack of production technology and facility, and the

need to avoid labor problems and inconvenience.

The criteria used fo choosgse subcontractors are product
quality, price, promptness of delivery, location, and flexibility

in terms of design changes. -

The common parts subcontracted are condenser assembly,
electrical harness, plastic parts, chrome plated parts, metal
fabrication and anodized parts while the special parts are carton

boxes for export units.

The parts supplierg do not keep delivery schedules
because of the either the lack of ccnsciousness of delivery
schedule, insufficient production, rejection of some units, and

delay in supply of raw materi: l1s. PHILACOR has already cancelled

several transactions due to deiay in delivery.

28
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To improve on the delivery schedule, sales

representativer are trained to read production schedule so they

will be aware of the actual date of ways in the production line.
Production defects have keen traced to poor management,

poor testing facilities of small subcontractors, suppliers

deviating from specifications, and the lack of quality control.

Quality control 1is done randomly by PHILACOR. The

. first piece 1in the firgt batch or delivery iz checked, then

subgegquent delivered 1lots are randomly sampled using 105

standard. -

Measures to improve quality include gsending engineers
or technicians to subcontracting firms, extending gquality
control training guidance and asgisting in the setting-up their

own guality control.

Products supplied by subcontractors have been evaluated
ag good for those subcontractors with foreign tie-ups, Tair for

domestic firms wholly owned, and good for joint ventures.

Plans to increase subcontracting work for cost
optimization and qpality improvement include technical
asz‘stance, spin-off for opening new venture, technical guidance,

and financial assistance.

29



PHILACOR plans to manufacture their own parts and
components like quartz defrost heater to increasing local content
and to minimize rejections/breakages during transport. It views

as reasonable the local content policy of the government.

Three firms doing subcontracting for PHILACOR are
hlghlightedé Integrated Metal Finishers (IMF), Chromeplating
Inc., Silver Heta; Plating (SMP), and Astro Plastic,

Incorporated.
ae. Business Profile

The three firms are managed by Filipino entrepreneurs
who willing participated the research studiy conducted by UP-ISSI
and the Institute of Developing Economies on the role of
technology transfer in }he local content program of . the
Philippines. i

Two firms are organized as single proprietorships and
the other one as a corporation. The oldest of the three is IMF
(25 years old), followed by Astro (13 years old) and SMP (only 5
years old).

By type of industry, IMF and SMP aré both in the metal
working industry while Astro is in the plastics industry. In
terms of size, all are considered small enterprises.

The three subcontractors are all located 1in Metro
Manila which is one of the reguirements of PHILACOR. IMF is in
Quezon City, SMP in Makati and Agto in Valenzuela.

With regard to capitalization, IMF started with P14,000
in 195” and has grown into a P10 million firm. SMP began in 1982
with B20,000 and has become a firm of B2 Million <capitalization.
Astro> had P150,000 to start with in 1974 and is now a P18 Million
enterprise.
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be P5.6 million.

As far as major client firms are concerned, the three
count PHILACOR among them, supplying 14.6% to almost 1008% of
their production volume to the zppliance firm. SMP supplies
nearly 100% of its production to PHILACOR, while to IMF and
Astro, PHILACOR contribute 14.5 % and 506%, respectively.

4. Production Aspect

The three subcontractors have reasonably well-equipped
plants when PHILACOR contracted them as suppliers. Their present .
machines are relatively new, some of which were purchased only
in 1984. Most of their machines are manufactured in Japan.
Except for SMP, +the two other subcontractors have no plans of
buying additional machines. SMP, however, plans to get a surface
grinder, a Jig borer and a steel sheet cutter and leveller in
1987 +to improve the gquality of its products and increase
production wvolume. IMF could not yet decide on the matter .
because of the uncertain economic and political situation in the
Philippines. Should the situation improve, IMF might purchase
rectifiers in order to increase production volume.

They all claim to occasionally experience mechanical
troubles due to poor maintenance, improper handling of egquipment
and unstable power supply. All three try ¢to repair their
machines by themselves. Regular check on the wmachines by
mechanics, electricians, engineers and ope-ators are done in IMF,
SMP and Astro as part of their maintenance progras. However,
except for IMF, the firms, have no operation manual for their
workers on the use and maintenance of machines.

The average rate of rejects during the past five years
ranges from 1 - 50% with IMF experiencing a maximum of 35%, Astro
- 5%, and SMP - 1%, When further asked for reasons for rejects
by PHILACOR, IMF, SMF and Astro are one in answering that they
are not able to meet the specifications because of poor finishing
and inferior raw materials. SMP admits having ingufficient
testing facilities and sh.rtage of qualified quality control
personnel. The same ig true with IMF and Astro with the latter
further pointing to the abgence of good moulds.

5. Financial Asgpects

Period of payment from PHILACOR ranges from nine days
to one month. The firms do not enter into very formal contracts
with the appliance firm other than purchase orders accepted
without assurance of repeat order.
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6. Personnel Aspects

In termas of employment the three have similar
experiences. IMF started with only five workers which grew to
200 strong in 1980 but had a 100% decrease in employment in 1985
with only 100 workers left. SMP started with 1006 wokers in 1982
and ag of 1985 had only 65 workers. Astro started with only two
workers, then increased its employment size to 38 in 19806 but had
a drastic decrease to two in 1986.

The average length of service of workers of Astro |is
five to ten years; SMP, three to five years; and IMF, fifteen to
twenty years. Majority of the employees of Astro are high
gchool graduates; SMP elementary and high- echool graduates; and
IMF, college graduates. Agtro aad no engineers in its plant
except very lately when the freshly-graduateld younger son Jjoined
the firm. SMP hag reaszonable number of both engineers and
skilled workers but is glightly short of maintenance workers in
its plant. IMF has a reasonable number of engineers, skilled
vorkerse and maintenance workers.

Motivating employees ag far as Astro 1is concerned
congists of frequent dialoguesg, wage increases, fringe benefits
like medical allowance and gick leave with pay, and spot bonuses
based on perforaance. Likewige, SMP management fregquently
dialogues with workers, gdves fringe benefites and provides
athletic and other sports activities to its wokerg to motivate
then. IMF alzo conducts frequent dialogues with workers, gives
the fringe benefites 1like transportation allowance and wage
increases and tries to improve the working environment so the
workerg will be motivated to work well.

With regard to training workers, SMP and Astro provide
on-the-job +training while IMF provides seminarsg for the workers
as the need arose.

Problems with workers range from job hoppping, demand
for wage increases and frequent abzenteeism for both Astro and
IMF. SMP does not seem to have any problems with its workers to
speak of.

The turnover of workers in SMP and IMF is so minimal
that productivity of the plants is only slightly affected. Astro
relies on the owner for overall technical expertise. Hencese,
worker’'s turnover also hardly affects the plant productivity.

Measures taken by 8SMP agsinst turnover consist of
improving fringe benefits. IMF increasas overtime work to offset
production backlog and immediately replaces those workers who
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leave the fira. Astro does not take any measures along this
line.

7. Problems with PHILACOR

All three firms do not seem to have any serious
problems with PHILACOR. On the contrary, the reverse seems to be
true for at least one supplying firm - Astro, which candidly
adaits to having been occasionally at fault in terms of delay in
produection and delivery of  products to PHILACOR. Such
shortcomings are attributed by Astro to big volumes of orders
from other client firms served, delay in rav materials supply and
an unstable market. Astro tries to solve some of the problems by
agking its workers to work overtime.

d. Businegs Plans

SMP plang to diversify its business activity. Astro‘s
owner intends to change business line and go home to hiz province
to venture into either trading, agriculture or fishing; while IWF
may diversify business activity and go into export for its hot
shower system.

e. Assistance from Government

Astro is the only one who has been assisted by the

government through the NACIDA in the form of tax incentives

during its first five years of operation. SMP and IMF have not
received any assistance from the government.

o PEBODUCTS SUBCONTRACTED

In three ASEAN countries where data is available, the
products subcontracted are mostly parts and components, raw

materials and in a few cases, finished products.

Thailand indicated that i{tems subcontracted out
included parts and components, raw materials, or part of the

whole production process of a commodity; and there are also
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finished products in a few cases. Industries vhere parts and
components are major subcontracting 1te-§ are wood products
. (including wood furniture),. machinery and transport equipment.
s Rav materials or semi-manufactured as subcontracting items are

found most frequently in cheaical products, including -

pharmaceuticals. Tho:e subcontracting items which could be =sore
properly considered as part of the whole production process of a
coamodity include dying, spinning, and printing in the textile
Eé industry; and welding, forging, or msachining, etc. in -eial

products and machinery industries. It is noted that thdle who

indicated that their subcontracting items are fihiched producte
: EE in Table ¢ are all subcontractors. They are in the textiles,
wood products, metal, ;achinery and elect:oniclglectricai
industriegs. A more detailed investigation, however, would reveal

that most of these prodycts are "finished products” of the

subcontracting firmg, but are actually material inputs for their

contractorg, and they could be more properly classified as either

part of the production process or semi-finished materials.

Eg Qata presented in Table 5 reveal the fact that for

most éubcontractor:, besides producing for their contractors,
Eé they also sell their products to qenera} customers. . In many
# cases, the products produced for the contractors and those sold
to other customers are not substantially different. Furtherwmore,
most of the subcontractors do not produce exclusively to a single

contractor i.e. they usually receive subcontracts from more than

bi one contractor. This is also true in the case of contractors
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wvhere several subcontractors are being employed at the same time.
But they may assign different products or processes to different

subcontractors according to their specialization.

In 1Indonesia, a special linkage programme has been
developed to create greater linkages with state enterprises so
ihat the small industries through vendor development, sub-
contracting or procurement programmes can produce for these
enterpriges certain conmodities (such as metal products,plant
eguipasentsg, spare partg, working apparels, shoes and hand gloves,
furnitures, office equipments, building materials, etc.); to
asgiszt 1in production and -arketing promotion of certain produéts
(such as handicrafts, rattan and wood products) as well ag in the
manufacture of equipments (such ag agricultural implements; for
processing of essential 01}8,. coconut shell, rubber, nutmegs,
coffee,. dlécel components, spare parts, plant equipment); and to

enable small industries to obtain higher earnings from exports

‘through production and marketing assistance. The values of

procurements by state enterprises through the linkage programme
have continued to increase considerably during 1984-1987 ag can

be seen from Table 6.

In the Philippines, SMIs engaged in subcontracting are
basically catering to the domestic market than to foreign market.
The SMIs that did not offer subcontracting worksg in 1978 were in
metals, electrical and transport industries. In 1984, however,
all industries either acted as contractor or subcontractor.

Subcontracting 8MIs compete with firms in all size categories-
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‘ TABLE 6

A VALUE OF PRCCUREMENTS BY STATE ENTERPRISES FROM SMALL INDUSTRIES,
I 1994 - 1987
(in million rupiah)

; 6roups of State Enterprises 1984 1985 1986 1987 :

E : Fertilizer 2,547 7,872 18,586 13,429
: Cement 2,846 1,674 5,886 6,036
E Steel 136 1,778 3,563 9,616
- Textile 654 1,876 1,595 9,182
E Paper 3,574 2,613 3,941 3,032 :
. E : Miscellaneous Industry 744 943 2,137 3,961 :
' Bas 49 93 521 1,359
E : Automotive - 1,186 1,344 1,131
: - Machineries i - 1,775 4,795 5,293 19,918
: Shipping - 1,458 1,456 4,116 :
E Engineering - 324 300 1,735 ;
} : Services - 487 330 1,355 ;
TOTAL 11,516 24,129 36,052 65,175

Source: Medium and Small Scale Industries: The Experience of
Indonesia
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i.e. small, medium and large firms. However, a higher number of
SMIs (59%) compete with medium-sized firms. Only 36% coapete
with large firms while 49% with smal!l fircmes. Competition is
basically with local rather than imported goods. Competition with
medium firms are mostly found in the garments, wood, =metal,
maschinery and equipsent and transport industries. On the other
hand, more SMIs in the furniture industry compete with large

firmge while a large number of SMIs in textile and electrical
industries compete with small firmss.
o ELEMENTS OF SUBCONTRACIING

The subcontracting agreements indicate that the large
firms usually have an advgutaqe'over the small firms as reflected
by the restrictions gut in place. It hazs been noted that . many
firms from devploplng.co;ntticl-h;ve negotiated and- finalized
technical assiszstance agreements without the benefit of a careful
evaluation of the economic implications of the termzs and
conditions of these agree-entc.' Ihe following licta provides
examples of a variety of restrictions found in technical
assistance agreements. Ac_the examples make clezsr, there 1is
plenty of scope for incorporating conditions which 1limits the
frredoms of operations for the technology licensee and could prove
dlsadvantagcqu- to the licenses in one way or another, unless
caution is exercised while negotiating tcchniéal a;listnnce
agreements.

"Points of Caution In Drafting Technical Assistance

Agreements”, Asia-Pacific INC Reviay, ESCAP/UNCTC Publication No.
4, January 1987, pp.16 - 17,




A. WEN THE LICENSOR DESIGMATES THE CONTRR (F
RAU BATERIALS NXD PARTS SOPPLY.

‘I

LR

Licensess agrees to purchase ram saterial,
sachiseries and equipment from the
liceasor,

Licenses can wse the tradesart of the
licessor. Nowever, the licensee sust buy
rau aaterial frem the supplier desigrated
by the licenser.

In  case the necessary equipaent and
sachineries are not samefactered in tise,
licensee swst purchase these fres the
licenser,

Licensee should purchase raw saterial fros
3 supplier whose quality is esdorsed by
the licenseor.

B. WER THE LICDSSOR RESTRICTS THE SALES
TERRITERY.

l.

2.

3.

4.

5.

Licensee camsot export the prodect during
the comtractual period. - -

Licensee caa produce the  prodect
exclesively during the coatract period.

The product can be sold only in
‘.‘ L

Khen the licewsee desires to export the
product, the licensee sust obtain the
agreesent of the licensor,

When the licensee wants to esport the
product, the licensee sust pay

tises the asount of the regular license

fee.

L1

C.. WEN THE LICENSOR RESTRICTS THE SALES AGENT,
QUANTETY MMD PRICE OF SALES.

i

2

1

3

1.

2

"

Licessee sust export the prodect through
the sales agent desigmated by the licensor.

Licessex swst export § of the product’
to the licemsor.

Licensee can ealy sell the product throwgh
a retail store designated by the licemsor.

Expert price of the product must exceed -
while the desestic sales price sust exceed
the average price of the cospetiters.

Then the export asouat exceeds s Che
licensee sust get approval of the licemsor.

WEX THE LICENSOR RESTRICTS THE PRODUCTION
OF COWPETITIVE GDODS OR USE OF COMPETITIVE
TECHNOLDGY. .

Liceasee sust not produce any ites that is
coapetitive with the product and sest ot
eater into techmical assistance agreesent
with a third party. '

Licnesee can produce 2 cospetitive product
when licensor approves or agrees through
wittea docusents.

Licensee sust not produce the product for
years after the agreesent expires.

Licensee sust not produce the product when
the agreesent expires earlier than the full
contract period,




In the Philippines, personal contacts appear to be the
main entry point to or the fundamental requiremenc in
subcontridcting activity as claimed by majority of SMI receiving
subcontracting from all types of LSI counterparts; very few
attributed the existence of ‘'subcontracting to government
information campaign and/or assistance and other factors. The
abllityrtq meet quality standardg, delivery schedules and volume
orders gnd personal relationg as vgll, are cited more fregquently
by SM1 respondents asg reasons for being chosgen by LSI
counterparts; thesge reflect technical capability and -ann;enent
efficienc} as two of the necessary conditions to carry out an
effective network of cubconiracting between the SMIs and LSIs.
LSI interviewd (firmsg, on _the other hand, chose their SMI
counterparts in variocus manners: LS treque;tly cited offers from
SMI subcontractors and personal relations of entrepreneurs while
JJV and FJV gave equal importance to offers trén gubcontractors
and advice from a third party. These findings further reiterate
that the development of SMIs by way of subcontracting. can be

achieved mainly thru their own initiative and effortg rather than

thru external influence or environmental factors.

It is 1interesting to know how firmg engaged 1in
subcontracting find their counterparts. For contractors, the
methods of finding counterparts mentioned are that they were
approached by the subcontractors they were acgquainted with
before, or were introduced to, and in a fev cases, they found

their subcontractors by searching around. For the
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training on gquality control are offered to subcohtractors®
workers, and gquality-control personnel have been dispatched to

the subcontractors® factories.

As for the design of the subcontracted items, both
contractors and subcontracotre couldrnake or initiate the design.
It iz interesting to zee that most subcontractors reveal they
they, instead of the contractors, are the ones who determine the
design. Products of subcontractors’ design are mostly found in
textiles and wood rpoducts. Metal . products,
electronic/elgcttical products, and transport equipment are, on
the other hand, rely more on contractors’ design. For
subcontractorg, the major benefit of vtilizing the contractors
desigﬁ are that they are adaptable to other non-contracted items,
and that their ;echnology or skill would be improved by learning

.the contractoreg’ design.

Meeting delivery deadline iz an important element in
subcontracting agreements. Most contractors occasionally
encounter delay in delivery of their subcontracted items. ' The
reagong given for the delay in delivery given by subcontractors
are mostly concentrated on the unstable supply of raw materials.
This is particularly frequently found for subcontractors

producing textiles, wood products and chemical products.

In the Philippines, efficient management or the overall
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operations of ::I firms affect the continuity, strength and

- stability of subcontracting with their large counterparts. The
E; following are some of the factors that contributed in one way or

another to good subcontracting relationship between SMI and LSI:

- The presence of an effective system of quality control
enables SMI subcontractors to meet LSI contractors'
specifications and quality standard requirements.
Almost all SMI firms surveyed have thie own guality
control systenm. As part of the system, these firms

E; employed precisgion instruments, vizual inpsection or both

methods of checking products, a greater number of tem

delegating one or two workers to do the job. Aong the
i three methods of checking, visual inspection 1is more
g commonly practiced. . .

- In view of achieving a more lasting =subcontracting
relationship between SMIs and LSI=z, the former must be
responsive to the needs or requirements of the latter.
This can be realized by SMI subcontactors thru continous

I; efforts on technological improvement.

-. Efficiency in management of finance iz a critical factor
in subcontracting as this affects sales and production
volume. ' - . -

‘= Accurate accounting system ig important as thig forms the
basis for pricing and/or cost decisions. More than one
half (59%) employs .double entry accounting systenm.
However, whether accounting records are used or not such
decision requires further investigation

- The depth and breadth of subcontracting jobs that will be

supplied by SMls to LSIs depend to a large extent on the
F supply, the kinds or characteristics of skilled labor of
. the former.

y:: - The availability of labor supply is also a critical in
E” subcontracting specially when the kind of subcontracted
worke are labor-intensive.

& -~ Employer-employee relationship has a bearing on
i subcontracting activity for the same reason as stated

above that subcontracted works are ‘generally labor
Y intensive. Any problem with regard to workers will
: definitely interrupt normal production operation of
firms. :

In Malaysia, generally there are two basic types of

arrangements. One practised mainly by the MWultinationals and

—
-
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[ large-scale contractors and the other by the local wmedium-scale

- contractors.

Multinationals normally set up their own registry of

~

relevant subcontractors based upon the introductions by their

& counterparts and existing subcontractors and also direct approach

be new potential subcontractors. A component type will nolmally
EZ be subcontracted out to 2 or 3 subcontractor to reduce risk of

total supply disruption. Contractors normally provide limited

technical assistance in production technology/technique to their

long-term subcontractors.

i In the case of medium-scale contractors, arrangements
with subcontractors are normally done on an ad-hoc basis without

long-term commitments.

Multinational contractors normally pay within 1 - 2

monthg after delivery while most local medium-scale contractors
{? pay their subcontractors within 3 - 4 wmonths after delivery.
. Partial advance paymen“s is seldom practised and would normally
involve special job orders where cost of material and toolings
are too exhorbitant for the gubcontractors to bear. In most
it of such cases, contractors would provide the material andv

5 toolings required.

Contractors normally provide very limited financial

and technical assistance to their long-ters subcontractors. The
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Government provides for low interest rates on loans (7.75%) and
also free technical consultancy service for the local small and

medium scale industries.

o Benefiis

Despite the loﬁ level of subcontracting ,in the ASEAN

countries, some benefits can be seen.

In Malaysia, the pronotion of heavy industries has been
Justified mainly on the following reasons: greater utilization of
natural. resources; enhancing technological capability;

develcprent of inter-industry linkages; and reducing dependency.

Heavy indust;ies by their natdre have a pfonounced
impact on the national economy. Their development hélps the
exploitation - of natural resources, dgenerates denand forvvatious
‘tertiary services like trade and commerce, banking and for

infrasgtructural facilities like .transport, communications, power

and housing.

More importantly, in the Malaysiaﬁ cage where
agriculture ig still a significant mector, the development of
heavy industries allows the expansion of linkages with other
sectors of the economy: for example, by providing essential
inputs like rertilizcr3,> pesticides and mechanized farm

aquibnontl for the agriculture sector. The demand for managerial
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and technical personnel to man and operate the heavy industries
increases the scope for higher learning institutions to increase
their outprut of manpower resources, expecially in areas of

management and technology.

Some of the heavy industries would stimulate the growth
of a number of ancilliary industries to supply parts and
conpdnents- as suhcont;actots or support the creation of medium
and swmall downstream industries for further processing of their
products. Thus, the establishment of heavy industries can, in
many ways, bestow substantial social and economic benefits to the
country. In this iight, the Malaysian Government views the
development of heavy industries as an instrument to: -
"strengthen the foundation oof the manufacturing sector. Heavy
industries are needed to create new engines of growth and to
provide strong forward and backward 11nkage§ for the development
of industries. Heavy industrial can also have 'substantial
effects on the growth of small scale 1ndus£r1es if efforts afe

made to establish linkages and integrate small-scale industry

development with heavy industries.”

It has been pointed out that machines of oider vintage
are often recommended by'firms in the developed countries for use
by those in the developing countries. This could be advantageous
in both ways. For the aeveloped countries, it could mean

dispoging of relatively obsolete machines which have been
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superseded by more technologically advanced ones. For the
developing countries, on the other hand, this would amount to a
lower cépital input per employee. One problem with this,
however, is that machines of older vintage are no longer produced
in the developed countries. Therefore, such machines and their
spare parts will be unavailable to user firms in the devsloping
codntties ghould the neéd arise. Thus, unless the production of
machinery of older vintage based on old blueprints is undertaken
in the developing countries, it may not really present itself as

a technological altegnatlve.

Foreign investments has figured prominently in economic
development plans of most of the South Asian countries. While
official development a;slstance predominates, private foreign
investment has also been encouraged with the basic objective of
transferring new technologies.fron the developed countries as a
means of accelerating and raising the level of industrial
dAevelopment. Some countries of the region have accord;d very
bigh priority to private foreign investment in order to achieve
export~led economic development. Foreign - -investment is expected
to provide market access for a variety of new commodities and
products to be manufactured with foreign technology and know how.
In the short-term, private foreign investment has been treated as
an 1mpor£ant means of creating employment for some of the many
young people in these countries who are unemployed at present.

To a lesser extent, foreign investments has also been sought in
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order to improve management skills.

In Thailand, thecretically there could be several
motives for both contractors and subcontractors to be engaged in
subcontracting arrangements. fhe contractor can gain from
subcontracting in various ways. These include the utilization
of specialized technology and skill of the subcontractor, the
gaving of investment and other costs 1in producing certain
specialized parts and components, or engaging in some resource or
time conguming processes. More importantly, subcontracting
arrangements couid be used as a buffer against busine#s
fluctuations. When demand is high and the increase in demand is
considered temporary, instead of increasing their productive
capacity, the ‘contractor cogld subcontract out paft of the demand
which 1is beyond its ordinary capacity. This can also serve to
reduce the adverse effect to its own business when demand is low.
In the case that labor cost in small firms is lower, large scale
firms could also take advantage in subcontracting  out their
labor-intensive products or processes to save their own labor
cost. In short, the major motive for a contractor to engage in
subcontracting is to make its own production to be more flexible

and economical.

On the part of the subcontractor, the pocsible
advantage gained in receiving subcontracting include the securzd
market resulting from the subcontracting arrangements, and the

pogsible assistances given by the contractor in various aspects.
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However, a subcontractor may be in a disadvantageous position if
it tends to rely on one particular contfactor and preducing
specialized inputs which cannot be marketed elsewhere. They may
alsc suffer from unstable demard for their product if th?

subcontracting is of the nature of smoothing out demand

fluctuation in the part of the contractor.

For the contractors, the four important motives cited
are to improve ;toduction flexibility, to utilize the
specialization possessed by the subcontractors, éo satisfy the
lccal - content requirement imposed by ,the government, and to.
follow the suggestion of their parent firms. The lasgst twvo motives
of satisfying the advices of parent fir-i are all supplied by

foreign-invested joint ventures.-

For subcontractors, to enjoy the secured market and
asgistances prov{ded by subcontracting, and »to increase the
capacity of production are the th;ee most frequently mentioned
objectives. Some fubcontractorc, on the other hand, give
increased diversity of product items as their main motive for
entering into subcontracting arrangements. And for some
subcontractors, the very reason they are engaged in
ubbcontrnctin; is ;inply due to the fact that they wvere

approached by the contractors. But it should be perceivable

that had it not been beneficial for them in one way or another,

they would not enter into the subcontracting agreements.
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Besides benefits from increased demand and having a
secured market for their products, there ;te other elements of
the subcontracting arrangements which could render other benefits
to subcontractors. Quite a number of subcontractors are provided
with materials and a few of them also obtain technology and
finance from the contractors. However, none of the contractors

and contractors gsurveyed mention -anage-gnt and labor training as

‘a’ source of benefit from subcontracting. This may reflect -the

fact that the actual degree of technological transfer from
contractors to subcontractors in general is quite limited and

assistance on training of workers in subcontracting firms by the

contractors and almost nonexistent.

In Indbnesia,'the'hxistence and grouvth of the small and

" medium scale industries are to a large extent to be determined by

their comparative advantage, or disadvantage vis-a-vis the large
scale industrieg regardless of whether their relationshipg are

complementary or competitive.

-

When scale economies are not particularly important in
applying manufacturing procezseg or in the. making of products,
the small and medium scale industries may be expected to have a
comparative advantage. This source of comparative advantage may
be fourd in industries where the manufacturing processes can be
broken down into many separate operations; in simple assembly,

mixing or finishing operatjon wvhere gquality, precigion and
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standardization requirements can be easily met; and in the
production of certain specialized low-volume products. Even 1if
there exists economies of scale n regard to finished products,
but not in the processes for making the products, the smaller
&cale establishments can still enjoy coqpatative advantage and it-
will be worthwhile for the large scale industries to engage 1in
sub-contracting ) arrangenents with the small and nedium
industries. ' -

Co-parative\\advantage for the gmall and medium scale
industries 1is not nec&ssatll; ruled out even Iif economies of
scale within a given branch of industry prevail. Given
technologicql heterogeneity, the small and ‘ medium scale
industries can successfully compete by using intermediate and
labour-intengive technjiques which can be operated by cheape? and

lower gkilled labour; labour market imperfection allow the small

and medium =cale industrieg to pay lower wages while labour

'ptobleas may induce ihe large scale industriez to engage in sub-

contracting arrangementg; the ability to respond flexibly to
volatile changes in prodhctl, technology and markets may place
the smaller establishments in more advantageous pésition. Size-
gpecific product differentiation may allow the small and medium
gscale industries to compete directly with the large scale
industries in producing the same product, for example in the
production of inferior goods for the lowver income groups or even
in the production of custom-made luxury items. In the case of
size-specific vertical specialization, the small and medium scale

industries may have cost advantages in producing simnple
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components, in providing i{ndustrial services to do jobs made
to orde;, or in assembling highly diversified but standardized

products.

Finally, it can be noted that through the exploitation
of their comparative advantage the small and wnedium scale
industries codld play a dynamic role in the company and
contribute substantially to the fast growth of exports, as
de-onst¥ated by the case of goug Kong, Singapore, Taiwvan and
Jaan. In the case of Taiwan, where the small and medium scale
industries ﬁhve accbuﬁted for 95% of all establishments, employed
70% of the working force and generate about 55% of GNP, it has
been sguggested that ltheit.role cannot be 'replaced by large’
enterprises™ and the "large enterprises cannot subsist without

the support of small and medium busgin sg”.

In the Philippines, the. ways by which SMI1

subcontractors are favored by LSI contractors are:

- Assistance in the form of technical guidance and
technical training are perhaps the most economically
benefical because of their contribution to technological
improvements of SMI subcontractorg. Findings reveal that
not so many SMI-sampled firms receiving subcontracting in
both years 1978 and 1984 avail of such assistance
although the .proportion is increasing slightly from 46%
to 49% in the case of the supply of equipment. Among SMI
receiving subcontracting in 1984, there iz a slight
difference in proportion of firms which wvwere provided
with technical guidance but a marked margin with respect
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to supply of equipment. A significant numher of LSI that
offered subcontracting in 1978 and 1985 reported
provision of technical guidance coupled with supply of
eguipment.

- Financial assistance relieves SMI subcontractors from all
trouble and cost of =sourcing exsernal funds from lending
institutions to finance subcontracting transactions.
Financial assistance does not only take the form of loan
assistance. It can also be a way of LSI contractors’
prompt payment to SMI subcontractors. A trend toward
shorter terms of payment will ‘help augment the working
capital requiresents of SMI subcontractors particularly
during the periods of tight credit.

- Supply of ravw materials by LSI contractors to SMI by
counterpart by reasons of scarcity, high procurement cost
and quality is imperative and redounds to mutual benefit
of both parties.

~

More than one-half of total SMI repondents were of the
opinion that toreigé izlnt ventures have contributed
significantly to the Pﬁilippine economy thru employment
generation, technology transfer, foreign exchange generation and
domestic income generation. Very few cited _negative
contributiong such as competition with local industries, dominion

of local economies and failure to make extensive use of

indigenous materials.

The ASEAN countries, looking at Japan, Korea and

Taivan, also note the tremendous advantage from subcontracting.
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3. The fusion of enterprises to optimize their scope of
operation.

4. 'Joint R & D of new technology an& the use of common
trade marks.

Another cooperative undertaking is joint procurement at
lower prices of a variety of raw materials or semi-finished
products which -s-all businesses need in small quantities and
supplying the to members at the right time. Likewise, the
cooperatives sell their memberz’' producteg to the government and
other public institutionsg in larhe quantities through collective
contract as 1libitum .and ;ecdre outlets for small businesses.
Added to this, poor small buginesses pool their resources for
operation of a mutual assistance fund to facilitate raising funds
by means of discounting bills. They also keep, through mutual
assistance fund, their members from bankruptcy due to

irrecoverable debts or delay in the recovery of debts.

The second patterrn of cooperation -=vertical
cooperation ezicfs between big businesgses and small busginesses.
Contract awarding-enterprises allov small businesses to produce
componentgs and parts and semi-finished products for thenm. In
thig way, subcontractors and contract-awarding enterprises enter
into a cooperative undertaking in certain specialized 1line of
producte. Under the arrangement, the former which produces
components and parts or semi-finished goodx enjoys long-tern
contracts 1in specislized field or fields, vhereas the latter is
assured of stable long-term delivery of goods. This has

contributed to lower production costs and quality promotion.
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hindrance in meeting worldwide technological innovation. \

The large industrial enterprises normally prefer to do
all their manufacturing under their own roof house because, in
addition to their lack of confidence in the capability of the
. small firms to produce articles of the required quality within
specified timetables, they prefer to retain full technical
respongibility for manufacturing the product as a whole. They
often manufacture critical parts themsselves even when the product
is uneconomical in order to avoid overdependence  on

gsubcontractors.

The aszistance that large assemblers are said to render
small subcontr;ctors 1n-the form of product design or new product
development ir more of a necessity for the asgemblers than for
suppliers. Technology transfer is minimal. Except for the
'provision of initial designs to the subcontractorg by the

assemblers, the subcontractors have to depend on indigenous

gkills and expertise for other matters.

The only area where significant assistance ig rendered
is that of quality control. In all other areas, especially
training of woékers, managerial guidance, layout and installation

of equipment, the role of the large contractors isgs minimal.
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The most important §ource of technological informa.ion
is the machinery suppliers. Another good source of information
on technélogy is the raw materials suppliers. Very few of them
get information from governaent research institutions,
universities and Jjournals. Inter-firm exchange of information is
limited. The case 1in the Phiiippines is such that gradually;
large firms build up a family of subcontractors wunder their
umbrella while horizontal integration of small industries, by way
of organizing thé;eelves into a cooperative, for example, faced
many difficulties or ended up in failures. The subéontractors'-
own strength in technical know-how, therefore, constitutes their
mogt important asset. The success of these subcontractors

depends essentially on the experience and skill of the owner,

more than anything else.

There is some kind of danger to which subcontractors
expose themsgelves to when they depend too much on their
contractorg in a period of economic depresszion. In guch times,
contractors do pass on some of their difficulties to the
subcontractors who in turn play it safe by working for as many
contractors as possible in addition to carrying their own
products. In the case of a firm wherein a former employee of
PHILACOR became itz subcontractor, pro@uction is almost 100%
supplied to PHILACOR. To a great extent, having worked with the:
mother firm developed the technical know-how and skills of the

former production manager turned independent subcontractor.
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The contracts between PHILACOR and the small
subcontractors suggest weak ties between them. Most contracts
are on a batch basis or purchase orders which reduce PHILACOR's
investment in inventories. These specify a time schedule over
which the item is to be supplied. Orders generally run from 3 to
12 months, 6 months being the most common. Even the
subcontractors prefer shorter contracts because longer contracts
specify fixed prices which, owing to frequent increases in the
price of raw materials, may entail losses on the later. On the
otﬁer hand, they also complaining that there is no guarantee of
re-order beyond one year and while it is true that continuing
otdet; can be expected in most cases, there is no guarantee

about the volume of the order.

A study on subcontracting showed that once a large firm
decides to procure locally, its choice is limited to a few firms.

Hence, it will be irrational for the large firm to antagonize the

‘subcontractors by not continuing the orders. Often there are

congiderable costs entailed in changing subcontractors like
search and establishment costs in developing new subcontractors.
For instance, engineers from the large firm have to inspect the
plant and equipment as well as the product of the subcontractor,

all of which activities involve certain costs.

While it has been necessary for governments to take the
lead in developing such programs (i.e. implementation of

entrepreneurship and small business development programs) because
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of the extent of the coverage needed and associated costs which
many individual small enterprises cannot -eét, experience shows
that governments are. generally severely limited in this task.
Such limitations are largely caused by lack of under;tanding and
knowledge about small enterprise on the part of govern-eni '
planners and civil servantz, and the difficulties faced by the
owners. This is compounded by the traditional mistrust of
government among small businessex. Private entrepreneurs tend to
stay avay from involvement in government programs unless

attractive incentives (e.g. funding) are offered.

Small enterprise owners are very 1ndependent people who
see their own situation as uni. .e and genuinely feel that they
could only benefit from #dvice and assigtance from practical

successful business peers and not from bureaucrats.

At a recent Asian Productivity Organization Conference
on "Linkages between Small and Large Industries”™, reference was
made to a research conducted in Japan which identified the major
concerns large industrial flr;s had with small subcontractors,
namely: lower level of technology, product guality, product

specifications, management skills and financial capability.

The biggest barrier to improve cooperation is the
attitudes of both small and large enterprises based on past bad

sxperiences and lack of appreciation of the other's point of
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view.

Small enterprise attitudes vhich affect their
willingness to cooperate ar.i the desir: for independence and.
reluctance to lose any personal control; previous experiences
with large enterprises generally result in lack of <trust;
unwillingness to obtain advice unless from practical successful
business peers; lack of awvareness or inability to admit their
lack of knowledge and expertise in some areas; and general

cynicism over government help.

On the other hand, attitudes among 1large firms
affecting deszirable cooperation ar.:> lack 6t avareness and
understanding of small ;ntetptise and the difficulties they face;
inability to sme an identifiable benefit for themselves; and past

experience which tends to malke them feel it is "too much troubla

s0 why should they make the aeffort?".

It 4is isportant to recognize these limiting attitudes when
considering the more acceptable cooperation and development
programs in the agricultural sector. Bacause farmers are not
individual competitors and their -;jor need iz for improved
technical knowledge and new technology, they are more willing to
cooperate with each other or pass on knowledge and advice.
S8imilarly, government programs are built around this technical

aspect so that these extension services are sought by the




farmer.

But the aggressive market environment and resulting
attitudes of other sectors are the main reason the agricultural
extension and assistance models are not easily transferable to

then. -

Government policies can both encourage or inhibit
technology transfer. Within the Agia-Pacific region, sevaral
factors encouraging foreign companies to transfer their
technology are: the relatively open marketplace, stable economic
policies, economic growth prospects, political stability and
government policies that enE?urage private investment. In short,
policies that encourage risk taking by firms also encourage

companies to transfer technology.

Perhaps most important, however, are those policies
that 1inhibit the flow of technology to a country. Within the
Asia-Pacific region, the problems mogt commonly cited by
technology suppliers are those that fall generally under the

rubic of intellectual property protection.

Protection of patents, trademarks and other forms of
intellectual property is critical not only to the supplier of

technology, - but also to the user. The supplier will be
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understandably reluctant to run the risk of losing control of his
technology to inadeéhate intellectual property protection. the
user, in.turn, will have far more limited array of technologies
to choose from in setting his strategy for modernization and for

establishing new ventures.

Counterfeiting and outright piracy are fregquently cited
by firms as dampening their enthusiasm for bringing their
technologies to the Asia-Pacific region. Many government
officials and businessmen believe that the issue is mainly over
counterfeit cassette tape recordings, software, clone computers.
The issue is much broader than one might believe looking solely
at these few products. Indeed, the publicity given to computer
clones 1in Taiwan and to the easy access to counterfeit tapes and
software in Singapore and Hong Kong has made other suppliers
reluctant to look into business opportunities in the Asia-Pacific
region, or to find ways by which they can protect their

technology in spite of the limitations of government policies.

To the subcontractors, subcontracting is a mixed
blegging. Despite some of the benefits they obtained from the
subcontracting arrangementsg, many of the subcontractors consider
themgelves as in a disadvantageous position compared to their
counterparts. Low profits, 1lack of decisgsion authority on their

production, and dependence on their contractors are among the

major complaints.
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gquality of the products turned out by their subcontractors.

Other majer problems of subcontracting seen by the
contractors Lasides the low quality of the subcontracted products
are delay in delivery, and difficulty in finding suitable

contractors.

In general, both contractors and subcontractors do not
expect much from the government on the improvement of economic
conditions for further subcontracting in the industrial =sector.
Although gquite a -number of them express the hope for the
reduction of business tsx rates, which work to hinder effective
subcontracting. The subcontractors, however, expect more from
their contractors on varizus types of assistance which are
lacking at present. Besides the provision of raw materials
(wvhich tend to be concentrated in firms producing wood products

and chemical products) the assistance wanted are in training of

labor, provision of finance, and assistance in technology.

Most LDCs have a dual system in which large and sgmall
enterprises exist side by side but without the strong links that
exist between them in developed countrieg, notably Japan. The
result is often vertical integrated operations in large (firms,
largely because most SMIs lack the technological capacity and
dependability to serve as partners of large-scale units. This is

bad for both. SMIs without ample subcontracting opportunities
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remain trapped in a low technology, 1low value added pattern of
production. The large units, assuming teséonsibility for a wide
range of production processes, have to spread their wmanagerial
and technical resources over all of them instead of concentrating
on the critical ones. This also results in raising the capital-
output ratio in some segments of the production process because
the output of a component required for the company’'s own needs
may be uneconomically small. There is also an increase in wage
coste because workers in large enterprises tend to be paid wmore
than in small ones. Japanese figures for 1978 show the
difference between firms with 500 employees or more and tho;;

with less than 100 to be 30-40%.

It 1is claimed tﬁ?t the delivery requirement of LSI
contractors is strict; again, this is a reinforcement of the
finding that prompt delivery is a fundamental 'requirenent to
subcontracting. Inspite of the LSI contractors’® strict
'requirenent as perceiqu by SMI subcontractors, the former finds
the latter’'s delivery of subcontracted jobs not always on time.
Some (38%) SMI subcontractors reduced prices as a result of

failure to meet delivery deadline.

Analysis of complimentary relationship or co-existence
between SMIz and LSIs have been discussed extensively 1in the
preceding sections. Apart from this kind of relationship is also
the existence of competition between two sectors. The effects

can either be healthy or inimical to both of them.
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While government can be considered successful in
bringing A to the awareness of the SMI ent;epteneurs assistance
available to them, the extent of availment is still wanting.
This calls for evaluating the efficiency of the delivery

mechanisms of particular agencies involved in SMI promotion.

o Iowards Greater Subcontracting io SMis

* At the National Level

Technical cooperation in subcontracting at the country

level could be further developed by:
a. The Establishment of Subcontracting Exchange

In both the Philippines and Malaysia a
subcontractors®’ exchange has been set up to match the
needs of large enterprises with the capabilities of the
small firms. This mechanisn facilitates the
identification of probable clients and suppliers and

ageists in accelerating subcontracting in the country.

b. Assistance to Small Subcontractors

In all the ASEAN countries, varioug assistance
programs in training, financing, marketing and
production are %bDeing implemented to assgsist the small

subcontractors. In most cases such assistance is given
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programme required.

At the Regional Level

In the area of ASEAN reyiuviaal cgoperation, the

following action can be taken:

- ———

Sharing of Technology

The developnment of small and medium industries
will gain impetus in the Asian countries through
the mutual e;change of expertise, processes, techniques
etc. among otherz. Countries with a more advanced level
of technolcegy in certain industries may share the
knowledge with cuuntries wanting in development. Th:s
likewise calls for the invoivement of developed
countries in acsisting developing nations upgrade
existing level of technology for mutual benefit. In
turn, developing countt ieyg san comnplement the
requirement of developed countries for necessary

products or inputs at lower costs,

Sharing of technoloyy <an be encouraged through
Juint ventuere activities, subecoentracting epecial
governaent-to-govarnment exchange projects or study
visits of homugenous industry groups in the Asian

region.

Complementation Frogram
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theory wherein countriec with existing resources are
abie to pruduce more efficient!ly at luwer costs. That
is, Asian countries have the advantage of producing
specialized SMI preoducts fur the region. This entails
an agreement among governments for the conduct of such
undertaking and an in-depth study on the various prrduct
specializations of each country. This arrangement will
not only decrease competition and increase efficiency
but also make possible the faster gruwth of the SMI

sector.

Preferential Trade Agreements

Among the Asian countries, a preferential trade
agreement can be entered into, that is imposing less
tariffs on exéort products of these nations. For the
developed nations, negotiation can be undertaken with
the respective governments to remove tariff barriers and

strict administrative procedures which hinder the

penetration of SMI export products into their markets.

Information Campaign

Subcontracting is not very popular among Asian
countries. The credtion of awarenecs of such linkages
thcough information disceminatinon and exchange of
country experts will fouter increaned cubcontracting

avtivitieu.
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