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1. Introduction

Development implies Increasing complexity of production and distri-
bution systems. In the simplest state, a single household handles all
aspects from the gathering of raw materials and their transformation
through to their final consumption. As development proceeds, each of these
steps becomes more complex, Raw materials are gathered over a wider area,
and become more highly differentiated, The transformation process goes
through more stages, as products become more scphisticated; the conveying
of products to final consumers increases in complexity as the products
become more highly differentiated, and producers serve more distant
customers.

It is in the nature of market-oriented economic systems that one
single producer does not need to keep pace with this growing complexity by
mastering all these aspects of production and distribution. On the
contrary, the growing complexity itself expands opportunities for speciali-
zation, enabling one enterprise to concentrate on only a portion of this
diverse set of activities. He or she is then linked to cther participants
in the system through markets. These can be spot markets (where a producer
completes a particular activity, then sells the result to a user); or they
may be based on contracts, such that production takes place in response to
an order previously placed by a buyer.

Much has been written about the henefits of specialization, as a
means of lowering costs and prices and of increasing the range of products
available to consumers., An alternative way of looking at this is to say

that such market-linked patterns make it possible for producers to partici-



pate in increasingly complex and increasingly specialized production/dis-
tribution systems without having to master all aspects of these systems
themselves, In particular, subecontracting arrangements make it possible
for small firms, or larger but less sophisticated producers, to concen-
trate on one or a few production activities, leaving the development of
marketing functions or other aspects of the production process to those
giving the contracts.

Such contracting systems have a further potential importance for
aid-givers. The provision of assistance to small producers often runs
into problems of selecting recipients who can benefit from the assistance,
and of designing assistance so it can actually be put to use, in a
situation where recipients may have multiple needs, often only imperfectly
understood by those who wish to help them. The large number of small
producers and their short average life span means that it is gdifficult to
select a target group for assistance which has a reascnable chance of
benefitting from the assistance. By channeling aid through a limited
number of parent firms, it is possible to reach a large number of suppliers
who have already shown by their participation in the system that they are
able to undertake some aspects of the work, and are therefore more likely
to be able to be helped by the assistance. This also makes it possible to
design the assistance to meet clearly identifiable needs on the part of the
recipients. Because of the role which parent firms can play in identi-
fying recipients, in specifying the nature of the assistance needed and in
providing some required functions directly themselves in tandem with the

activities supported by the aid program, subcontracting systems can provide



a particularly cost-effective way of supplying aid to small producers.
Section 2 of this paper explores ways in which one might take advantage of
these features, in channeling aid programs through subcontracting systems.
Once one has determined that a particular type of assistance targeted
at a particular group of beneficiaries is desirable, one faces a parallel
question of institutional channels for supplying that assistance. Section
3 of the paper explores different channels which might be used in providing
assistance to or through subcontracting systems. Beyond this, it should be
clear that there are sectors of the econocmy where production based on
subcontracting is either not feasible or not desirable. An attempt to push
subcontracting in such industries would be fruitless at best, and could be
quite costly in terms of wasted resources. Section 4 of the paper, then,
explores the question of sectors where subcontracting can best be
encouraged. This section also examines the problematic question of equity
between parent and supplier firms engaged in contract production. Section

5 provides conclusions.

2. Possible Aid Activities Relating to Subcontracting

Programs which work through subcontracting systems to provide
assistance to small enterprises fall into two major categories. One set of
activities is concerned with the encouragement of the use of subcontracting
per se, while the other seeks to use subcontracting systems as a channel
for assistance to small producers. Needless to say, the two aspects are
closely related, and in particular cases could be joined together in one

assistance project.



2.1. Activities to facilitate the use of subcontracting

There are a number of things which can be done to encourage producers

to engage in subcontracting.

2.1.1. Exchanges can provide information about both potential
suppliers and potential parent firms. These exchange centers develop lists
of potential suppliers, with some specification of their capacity to
produce particular products, services, or activities on a contracting
basis; and lists of potential buyers of such products or services, with
some indications of the types of things which they may wish to purchase.

To be useful, there needs to be some evaluation of the capability of

different suppliers and buyer‘s.1

2.1.2, Tax systems can either impede, be neutral towards, or
encourage the growth of subcontracting systems. If products are subject to
turnover or sales taxes each time they change hands, this will result in
tax cascading, and will discourage the adoption of subcontracting systems,

4 neutral tax system would need either to be based on a value-added

1The UNIDO publication, Subcontracting for Modernizing Economies, dis-
cusses at some length the organization and contribution of subcontracting
exchanges and registers. These bureaus are quite widespread in Western
Europe, including Spain, Greece, and Turkey; they have also been established
in India and Chile. The UNIDO study explains in some detail the ways in which
these exchanges have operated. The authors of that study clearly feel that
subcontracting exchanges have much to offer in encouraging the expanded use of
subcontracting. See UNIDO, chapter 6. After some years when this type of
work was in abeyance, UNIDO is currently gearing up to renew its activities in
this area.




principle or else would tax each product at eonly one stage (probably either
as a raw material or as a finished product). If one wanted to go further
and use the tax system to encourage subcontract production, it would be
feasible to grant to purchasing firms a more than 100% deduction from
taxable income for their subcontract expenses. So far as I know, this has
never been done, While many tax structures are cascading in prineiple, in
practice the tax is generally enforced only at the final stage, which means

that the results turn out to be neutr‘al.2

2.1'.3. Tariff systems. There are various ways in which tariff

systems might provide advantages to integrated firms, thereby impeding the
expansion of subcontracting. One of these concerns situations which permit
duty-free import of inputs, to be used in making products for export. The
laws are frequently written in such a way that, to take advantage of such a
provision, the importing, processing, and exporting must all be done by the
same firm, thereby precluding any opportunities for subcontracting. A related
problem arises if tariff rates vary by type of importer. In some cases,
licensed manufacturers may be entitled to concessional rates for imported

inputs, but these favorable rates apply only to those inputs which they will

2The Indonesian sales tax, in principle, is applied each time a
product (even an intermediate product) changes ownership. The consistent
application of such a law would clearly provide an advantage for integrated
firms, compared to a subcontracting system. In my consultancy in Central
Java, I found that in practice sales by subcontractors were never subject
to this tax; only the final sellers paid it. See Mead, 1983, p. 23.




process themselves internally. Again, this makes it difficult if not
imposaible for a small firm to act as subcontracting suppliers.3

2.1.4. Publicity. Another approach to the spread of subcon-
tracting systems might come from seminars or discussions aimed at making
businessmen aware of potential benefits to be derived from the use of such
systems., These could be targeted to producers in industries in which sub-
contracting systems seem particularly well suited. Case studies of successful
patterns and advice on ways of adapting or emulating them, preferably with
field visits to see them in action (for other producers in the same country),
‘could be of considerable importance in encouraging more firms to use the

approach.“

2.1.5. Training of agents. Some types of subcontracting systems

rely heavily on agents who constitute the link between parent firms and
suppliers. In such situations, the whole system can stand or fall based on
the ability of the agents; non-availability of these key actors can block the
spread of the system. The identification and training of persons able to

perform this role might then help to remove a binding constraint on the growth

3Both of these problems were observed in a recent consultancy
exploring subcontracting systems in Bangladesh. See Mead, 1985.

uSmith has an interesting discussion of intermediaries: private firms
which have grown up partly to provide subcontracting-exchange-type informa-
tion about potential buyers or suppliers of subcontracted products or
services, In marketing their services, they have also acted as promoters
of the idea, organizing seminars for potential participants, and doing
their own research concerning types of activities which might fruitfully be
handled by subcontracting. Smith's discussion focuses on intermediaries
operating along the US-Mexico border. I have not observed such firms in
third world countries where I have worked. See Smith, pp. 38-41,




