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IN INDUSTRIALIZING COUNTRIES
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"Subcontracting has become_a major industry in its own right. No firm can afford to
ignore the opportunities for placing work on subcontract, or for obtaining such work
on favourable terms. The subcontract nek‘ﬁlork is often widespread and complex. Its
efficient management is vital to economic manufacture."—"Profiting from Sub-
contracts”, North-West Industrial Review (England), Vol. 11, No. 2, April 1970.

The Issue :

Several inquiries into the forms of capitalist production in industrialized
countries have brought out the point that their dynamic has indeed been an
uneven and combined process; there is no inevitable tendency towards
vertically integrated or composite and large plants. Vertical disintegration
through subcontracting! had been a mainstay of industrial production in distant
past. It has been so, interestingly, in several industries—traditional and
modem—even in the contemporary period.

Likewise, in industrializing countries, the boom in empirical research on
urban small-scale activities, especially in the wake of ILO's official

- endorsement of the concept of 'informal sector’, has revealed, inter alia,
subcontracting relations in traditional and modern industries. Artisans,
outworkers/homeworkers, and wage labourers have been found to be
interlinked by a series of subcontracting relations to petty, small, medium and
large-scale capitalist (foreign and native) production. This discovery has .
substantiated the hypothesis that 'peripheral’ ‘industrialization, whether
exogenously or endogenously induced, does not destroy petty and smal-scale
producers but very much incorporates them into its dynamic.2 Thus, in the
sense that subcontracting has persisted with weed-like tenacity, we can draw
close parallels between the industrialization process in the industrialized (or
developed) ‘core’ and that in the industrializing (or less developed)
'periphery’.

A mixture of 'spontaneous’, ‘compulsory' and ‘'encouraged'
subcontracting—domestic and inernational3>—has developed in the
industrializing countries. Both official and industrial circles have made the case
for subcontracting. Also global and regional bodies such as UNIDO,
UNCTAD, OECD, the World Bank, ESCAP, APO,* RCTTS etc., have
directly or indirectly involved themselves in fostering subcontracting networks
in these countries. For example, the World Bank decided in 1978 to channel
funds for the development of small firms® through subcontracting and
marketing links, portrayed as "mutually advantageous co-operation between
small and large firms" which will allow small firms "to function alongside and
reinforce big firms in doing the things that they, as small undertakings, do
best."7

According to these protoganists of subcontracting, the imperative for
subcontracting in industrializing countries comes from its industrializing and
employment generation effects in capital scarce economies wih unlimited

So——
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supplies of labour. Also subcontracting is expected to help to (a) reduce costs
and increase profitability of the large units in the organised sector, and (b)
develop small-scale production units. For the industry as a whole, it is
expected to bring about economies of scale in production and increases in
efficiency through social division of labour and economy of specialization,
technology upgradation, competitive strength and above all flexibility of
productive operations.

This is the quintessential 'image’ created by the ideologues of what we
may term 'subcontractism’. The image, especially with respect to small firm
development, is an idealized version of subcontracting, the Japanese style,

popularized by certain scholars as relevant for the industrializing countries.8
But many claims for this style of subcontracting remain unproven. The reality,
in most cases as brought out by the detractors of subcontracting, does not
correspond to the 'image'; large firms do seem to parasitically siphon off
surplus of the small firms and use them as 'relief-valve'.

Certain Qualifications :

First, generalizations pinpointing main trends cannot be made simply
because they just do not apply in all cases. There is wide variation in the levels,
strategies and institutional arrangements of industrialization, However, we can
safely say on the basis of diverse literature that international and domestic
subcontracting and subcontracting exchanges (which create nexus between
firms within a counry or between countries) could be found in most of them,
significantly or insignificantly in some industrial branch or the other.? For
example, in Greece, the state units procure technically advanced components
from East European 'socialist’ countrigs. Also foreigh and nationally owned
corporations are linked via joint production facility or subcontract work in their
laboratories, espef:ially in pharmaceutical and veterinary products and
cosmetics.10 Further, multinationals, especially of the West German origin
(eg. Siemens), have set up subcontract-export platforms in Greece. They have
subcontracted in textiles, clothing, ‘steel, aluminium, fruit and vegetable i
processing and canning, assembly of telecommunication equipment and '

television sets, cables and assembly of transport equipment.1! Even in a
country said to be at the bottom of the development-ladder such as Bangladesh,
there exists domestic subcontracting in non-standardized parts for tocal
producers of radio and television receiver sets and interational subcontracting
100 : one electronics module is made for a Swedish company. 12

Secondly, it is difficult to differentiate in reality between domestic and
intemnational subcontracting. Much of the literature is vague as to how much of
subcontracted work is of international nature and how much due to the -
autonomous expansion of native capital. The capital-ownership-type of the
parent firms is not always specified. This is a very important matter because
foreign investments-export-oriented or inward-oriened or a mix of the two
orientations-play a significant role in many of these countries. What appears to
be domestic subcontracting could very well be intemnational subcontracing in as
much as the subcontract-order-flow is, in many cases, never straight-forward
but usually percolates down from the foreign origin via many foreign and
domestic intermediaries. On the other hand, there is the pitfall of not
recognising subcontracting due to locally-owned firms' drive. Official statistics
provide inadequate information or nothing on these inter-firm relations.
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And lastly, it has been maintained in some of the literature that there is

"little subcontracting in Asia"13 or that subcontracting in manufacturing sector
remains “shallow" in comparison with its magnitude in industrialized
countrics, especially in Japan,14 .

The shallowness of domestic subcontracting is attributed to (1) lack of
scope for subcontracting in traditional industries and/or initial development of
chemicals, food, agriculture or beverage-based industries that do not involve a
number of subcontractable intermediate items, (2) slow growth of capital
goods and assembly industries, (3) limited transfer of skilled personnel from
‘formal' to 'informal' sector due to their shortage in the former itself and the
wide earnings gap in-between, (4) small domestic markets, (5) lack of cost-
down competition due to import barriers or import ban plus restrictions
imposed by governments on production and investment of large firms resulting
in an unthreatened sellers market, (6) legacy of integrated plants and ‘quasi-
monopoly' position of medium/large parts makers, and (7) preference by petty
and small units to work for the highly profitable repair and replacement market
and so on.13 A

Such generalizations, however, need to be qualified. They certainly do
not stand up to recent empirical research in traditional and modem industries in
America Latina and Asia. For, native petty-small-medium companies have
proliferated, albeit suffering high mortality, in subcontract position due to not
only expanding export demand and tourist demand but also expanding
domestic demand and valorization of native capitals.

More importantly, the key to the difference between the extent of
subcontracting in industrialized countries and many industrializing ones is that
the very character of capital ownership of parent firms is different. The
potential firm in these countries, especially those largely dependent on foreign
capital and trade, is often a foreign subsidiary or joint-venture. In the cascs
where these are assemblers, a major objective of foreign capital participation
has been precisely to import key parts, components and other critical widgets
manufactured efficiently by the plants of their parent firms or of their parent
firms' subcontractors situated in industrialized -countrics or even in
industrializing periphery. And in the cases where foreign capital participation is
lo make component parts, its major objective has been to re-export them to the
final asscmbly plants of their parent firms wherever they are located. In either
case, to encrgetically promote indigenous subcontracting would defeat a main
objective of these parent firms' business in less developed countries.16

The development of some local subcontracting due to imposition of local
content plans on foreign capital is an additional issue that needs critical scruliny
if one were not to be carried away by the 'bushwa propaganda’ of th¢
governments concemed.

It is in this wider context that this survey critically examines
subcontracting phenomenon in industrializing countries. It also considers the
related issues conceming the questions why is subcontracting limited and why
are the subcontract-based linkages weak and spasmodic in certain less
developed countriés.

Subcontracting in America Latina :

. InPery, industrial firms and commercial firms (foreign retailers or shops
in Lima) have offloadcd production to an outworking chain. Most of the
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outworkers are formerly self-employed manufacturers who found it
increasingly difficult to survive as independent producers.

In clothing, merchant capitalists farm out work to small work shops'tun
by tailors which in turn farm out to other outworkers. In footwear,
multinational Bata has subcontracted to small workshops which in tumn
subcontracted to cobblers. Subcontracting is also common in the making of
refrigerators, transport vehicles and stationery products. Apart from labour
cost-down and flexibility, the large manufacturers' motives are to save on
premises and pass on the acquisition and maintenance of equipment to

. subcoritractors.17

In Colombia, the shoe industry!8 is divided into small producers (with
less than 15 people) situated in low income neighbourhoods and medium-
large, mechanised units (with more than 50 people). Contrary to the general
impression, most of the small shops have been set up by skilled or trained
workers from the medium-large sector.

The shoe production is mostly for the growing domestic market- a
market which has become segmented in terms of style variations. There is
some exporting via international subcontracting. For instance, the large-scale,
mechanised units subcontract frorh Bata Canada/US.

While the large-medium units mass produce within a narrow-style range,
the small units bring out a wide style-range. The retail stores advance materials
and farm out the whole work,to small producers who subconract beween
themselves on the basis of detailed specialisation. Almost all units, irrespective
of size, subconract out the stitching of uppers. The medium and latge
subcontract to small invisible shops to reduce costs by avoiding minimum
wage payments plus the legally required fringe benefits, The very small units
without the equipment to undertake stitching of upper subcontract to others'*
equipped to do that work.

A study in Argentina refers to, the pérsistence of subcontracting in some
industrial branches without being an obstacle to capialist development in
them. 19 But another study in Brazil points out thé opposite cas¢ that as
industrialization increases, subcontraeting practice would wither away because

of the mounting organisational difficulties associated with it.20 This study's
finding is rather peculiar and does not stand up to the findings of Schmitz's
branch-specific studies in Brazil2!

In the three internal-market oriented branches—knitting and clothing,
hammock and weaving—that Schmitz studied, most of the small producers are
the former skilled workers in the 'format’ sector. Though they have set up their
own shops, ‘the possibility of own-atcount production and direct access, to
market is ruled out because of growth constraints and virtually all of them
becomnie mostly unregistered subcontractors.

The fundamental 'growth constraints are access to rawmaterials and credit
(for working capial needs). The availability and pricé of rawmaterial-(yarn) is
controlled and manipulated by the big firnts and the government (which
procures from big spinning’companies) at higher prices. Moreover, the large
makers supply yarn on the condition that the finished product be supplied to
them at a price lower than what it could have been otherwise. Thus, they suffer
a squeeze from the higher prices for rawmaterials and lower prices for finished
products. Having become subcontractors, the small have to live or die with
irregularity of work and exploitative domination of the big.
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In knitting and clothing, the large firms do not subcontract. They cater to
the predictable mass market. But the medium-sized units subcontract out part
or whole of work to small units which resubcontract between themselves. This
medium-small connection caters.to the unpredictable fashion market. The
distribution network is so diffuse in the fast-fashion sector that a few small
producers may directly break way to the segmented market. Sub-contracting
persists here because its flexibility outweighs its organisational dilemmas.

In the hammock industry, the subcontracting’ chain extends from
factories to unregistered family workshops to women home-workers (who do
finishing operations). There is no technology transfer to the small units apart
from the fact that some of their owners are ex-workers at big firms.

In weaving, the city firtns directly or indirectly subcontract to registered.
small producers so s to ‘reduce  their fixéd €apital commitment, increase
flexibility and cope witlf small-batch orders. But in this branch, the parent.
firms are increasing internal production and cutting back or keeping constant
the extent of subcontraéted production for three reasons : first, quality of
subcontracted work is often inferior to that of in-house work; secondly,
avtomatic looms would outcompete the mechanical looms currently-used; and
finally, to contain noise pollution in urban/residential areas, the government
regulation is forcing the small units to shift themselves to remote’ special
industrial districts. This would entail fresh investmerit on the part of the
subcontractors to buy a plot and build a woikshed—an investment far beyond
}he micans$ 'of small unjls, So, numerically the subcontractors would become

ewer. ‘

In Mexico, craft production is not an atavistic survival of native custom
but has been expanding due to growing foreign market, tourist mafket ahd the
market of affluent Mexicans for hand-made items with unique or éxotic
aesthetic qualities. The export and tourist demand-boom has given rise to a

complex chain of subcontracting under increasing merchant control.22 For
example, in textile crafts, the city wliolesalers get orders from importers in the
US or Europe.. They then.pass them on to small-town middlemen or their
agents who in turn take tfie order to the-artisans. The artisans -depend: on
factory-made materials supplied by merchants on credit. This means that the
artisans have to return the finished product ar a price lower than would
otherwise be paid. .

The central point here is' that subconhtracting . enables the
entrepreneurs/wholesalers to meet the changing fads and fashions of theq
foreign, tourist and domestic markets with a'few commitments and risks. The
co-ordinators of the social division of labour need to just invest in storage
facilities, for, the artisans provide their own Yools and workplaces. Labour
costs are kept down by avoiding labour laws. In the case of ruined work; the
cost of matetials is deducted from the wage of the artisans who risk having
their supply cut off in addition.

Such an organisation of production in Mexico is_not without
organisational difficulties like embezzlement of materials, problems in ensuring
quality and intensifying work i periods of peak demnd and the like.
Nevertheless, in the circumstances and given the unmechanised nature of the
trades, there is no alternative to subcontracting.
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Subcontracting in Asia :

The growth of many industries-textiles, garments, gloves, handicrafts,
toys, leather, food-processing, paper, plastic and rubber goods, musical
instruments, machinery, electronics etc. in the four Asian Tigers (i.e. South
Korea, Taiwan, Singapore and Hongkdng), the Philippines, Thailand etc.,
since the mid-60s has been largely or entirely through international
subcontracting and resubcontracting arrangements.23

International subcontracting has been an eminent corporate strategy of
international firms of American, Japanese and European origins to lower costs
and increase flexibiliy of their production and distribution.24

The employment creation due to international subcontract-based
industrialization in these countries has been unstable on account of the “shifting
approach” of the multinational firms. In Hong Kong, many subcontractors
survive the instability of subcontracting relation by serving many spatially
proximate customers but this may not be the case elsewhere. The horrible
exploitation of female and child labour has been documented well.25
Moreover, the linkage effects, especially the technological type, are pointed out
to be nil or minimal. Exceptions to this could be found, though.26

Consider capital goods production. While in industrialized countries the
final manufacturers do designing and final assembling and may produce certain
key parts, and subcontract the rest (numerous parts and components _and
processes like casting, forging, and heat treatment), in industrializing colmitries
the manufacturers are said to be more vertically integraed. Only small
proportion of total cost is accounted by subcontracted work. 27

The limited subcontracting in. Korean and Taiwanese metal and
machinery industries has not been due to the underdevelopment of indigenous

capacity as pointed out by APO.28 but more dug to the following reasons.2?
First, locally-owned firms as well as firms with foreign capital participatien in
Korea and Taiwan import parts and components. These could be-direct,
imports, or via intra-tranénational firm trade or due to tied-in clauses in
licensing agreements. Secondly, there are cases where- arge parent firms find
in-house production of certain items worthwhile because in-house demand for
them is sufficiently large. Thirdly, parent firms change production-mix so
rapidly that subcontrdctors based on conventional technology would not find
parts-making worthwhile at all. Fourthly, parent firms face poor quality of
subcontracted components and delivery problems so much so that the extra
costs of co-ordinating a subcontracting network and-providing technical
assistance can be higher than the increase in costs due to vertical integration

(for e.g., via idle capacities). Hence there is the preference for verticalization-30

The argument that the small size 0f the domestic markets is responsible
for the constriction of subcontracting seems to be a blind alley. In-fact, Korean
and Taiwanese production has been right from the beginning mostly export
oriented. Domestic dejiand also has been on the rise. The export production of
achine tools has been particularly remarkable. For example, CNC lathes,
manufactured for.export on the basis of computer-controlled production
technology, have also be&n fast diffusing among 'low-performance’, ‘lqw
income' buyers even up to small subcontractors. It is highly plausible that
compyter-based automation would bé used to overconre the problems, for
example, in South Korea, of many firms making tod many types of final
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products on too small a scale and of the consequent demand for very small
series of variegated parts. . )

The size, rate of growth and type of foreign’ markets have been crucial
determinants of the modes of production in these countries. The way these
have stimulated the growth of subcontracting has been clearly established in
the case of the Taiwanese machine tool industry.

The increase in market size for Taiwanese firms, generated largely by
exportts to-the US, Europe, Japan, Australia, New Zealand , and Asia over the
"70s, has increased not only division of labour within firms but also between
firms. Job production system has given way to assembly line production in
order to meet the marketing aim of selling a large number of general purpose
machines. Parallel tq this "a well-articulated system of subcontracting and
satellite shops has evolved, similar to that in Japan. . . Some small firms
continued to produce machihe. {dols but began to subcontract a substantial
proportion of value added. Others have begun to devote themselves exclusively
to manufacture of parts and components for export and for local industry.
Typically, a small machine fool company will itself manufacture key parts—
spindles, the leadscrew and gears (although these have begun to be made in
Taiwan) and subcontract the rest. The result has been a dramatic jump in
quality, both of components and finished tools,"3!

That domestic market tonstraint is no. explanation for limited
subcontracting is also revealed by other studies. In Pakistan,32 there exists
well-developed industrial base and widespread subcontracting in the
manufactufe of agriculturl machinery, textile machinery and household
durables (gas cooking ranges, water heaters, washing machines, fans, water
coolers and s6 on). The subcontracted work involves casting, sheet metal
cutting, machining, complete components, painting etc,

Most of the subcontractors are ex-skilled workers. The metal, working
indudtry comprises large-scale parent firms, medium~siz“ed parent-cum-vendor
firms and small-scale, pure vendors. The parent firms practise multi-socurcing
and the subcontractors have diversified customers.. There are specialized
subcoritractors ‘which are larger than parent firms. Many parent firms sélect
only those vendors who have a wide range of machining equipment and-
extend them loans to cover workjng capital needs. The financial assistance for
the acquisition of fixed assets is little because that would contradict one of the
basic motives of subcontracting, namely, minimising investment on capital
equipment. '

The credit subsidy by the parent firm enables it to have better control
over subcontractors (for contract enforcement as also for getting new
components made). Subcontractors are said t6 be more frequently satisfied
with pricing. Those who considered the contract prices low are tied to parent
firms via credit to develop new components, but thse vendors have no
complaints against payment schedules. Skilled machinists of parent firms
frequently visit the subcontracting units to improve the quality of work.

. Take the case of the Malaysian bicycle manufacturing industry.33 The
minimum economic size for a (general roadster) bicytle plant is such that the
domestic market (a protected one) is more than sufficient for the‘twor large
makers—the foreign. subsidiary of the parent firm, Raleigh, and the locally-
owned firm, Far East Metal Works. In fact, the market can accommodate more
than four such firms, on examining techno-economically viable scales of
production. Even the key, high-tech components can be efficiently produced.

~
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Raleigh and Far East have liaison with a number of subcontractors
which supply to the originl equipment market (OEM) as well as the
replacement market. The subcontractors supply such OEM parts as frame,
fork, mudguard, handle-bar, chain guard, luggage carrier, stand etc., which
require relatively simple, labour-intensive manufacturing processes of cutting,
grinding, thread forming, pressing, bending, welding etc, The sophisticated,
specialized components such as crank, chain wheel, hubs, pedal and bell are
either self-manufactured or imported by the large firms.

A point here is that inspite of efficient in-house manufacture and low-
cost procurement from the subcontractors, Raleigh's final prices are higher
than Far East's. This is because Raleigh creates a better image of itself as' a
high quality producer and charges an extra, high premium whereas Far East
sells low priced, average quality bicycles.

A dissection of the motor vehicle industry in East and Southeast Asia
(South Korea, Philippines, Thailand, Indonesia, Malaysia) would undermine
the weightage assigned to domestic market constraint and tilt the balance
towards other factors that go to explain why local subcontracting is shallow.

Typically, majority of the assemblers (foreign subsidiaries, joint
ventures, licensees) began as importers or sales agents of completely-built-ups.
imported from industrialized countries. Later they became assemblers of
imported CKD (completely knowcked down) kits. And then, especially from
the early '70s' they have been subject to government localization or domestic
content programmes. The aim of local production has been to Asianize the
production as much as possible in order to save on foreign exchange and give a
fillip to small and medium firm development.

But governments have not made a sharp distinction between in-house
manufacturing and subcontracting. For, localization has not meant local
procurement; Asianisation-is gtill highly import—intensive; much of Iocal
production has been done via in-house production and little via backward
linkages with subcontractors.34 And most of the subcontractors are foreign
concerns, or joint ventures, followed by locally-owned concerns with or
without foreign technical tie-ups.

The domestically supplied items through subcontracting are
technologically easy metallic and non-metallic items or items having
replacement demand or both, Items with scale economies invovling big outlays
on fixed investment are not subcontracted because of low volume final

assembly. They are either part of CKD import or made in-house 3

Under the localization schemes, the price of locally produced
components is to be deducted from the CKD package price. The price
deleted—the discount given by the exporter of CKD pack on its price when a
certain component is deleted from it—is called "deletion allowance". But the
parent firm fixes this far lower (by as much as one-third or one-fifth) than the
price of the same component when it is imported individually for sale in the
spare/replacement market. The sum of all deletion allowances would not add
up to the price of the entire CKD pack,

The deletion allowances are deliberately kept low so as to discourage or
prevent domestic manufacture of components. This apart, "if spare cost reflects
actual cost, then the difference is transferred to the parent company, although
there exists no actual transaction of goods. Eventhough the product is no
longer imported, the local factory still must pay 70 per cent of the price. On
the surface, the manufacture rather than importation of a product would seem
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to be an industrial advance, but in reality means prohibitive taxation of private

enterprise or unreasonable profit-making."36

The difference between the actual cost of locally produced (whether in-
house or subcontracted) item and the deletion allowance (inclusive of taxes)
granted by the foreign assembler on the equivalent product is termed "cost
penalty", which, simply, refers to unit cost-up due to overall inefficiency of
small domestic market-oriented localisation. That is, cost penalty ihcreases as
domestie content ratio37 rises. This rise in costs is said to be a deterrent for the
growth of local sourcing including Subcontracting irt these countries.

The exponential curve capturing the connection between domestic

content ratio and cost penalty is called the "Barranson curve".38 Now, to
argue entirely on the basis of this curve that the absence of large market has
been the cause of lack of vertical disintegration through subcontracting would
not enlighten us much. For, after all, the Barranson curve would have
occurred in the early phases of Japanese automotive industrialization too and
yet they (the Japanese) developed a wide and deep subcontracting system,
Interestingly, the East and Southeast Asian countries in late "70s can in
fact be roughly and not unreasonably likened to Japan in early '50s in terms of
technology, market, cost penalty and international (price) competitiveness.39
The comparability of domestic content ratio—cost penalty relationship in Korea
in the late 70s' with that of Japan in the '50s is particularly remarkable, So,
the right question is why comparable subcontracting network has not
developed and why are these countries still largely dependent on imported
automobile parts and components—both original equipments and
replacements. The answer to this lies, as emphasized earlier, in the character of
capital ownership in these countries and in the preference for better and
intemationally acceptable parts which are readily available at cheaper prices

than the Jocally produced ones,40 and in the absence of programmes by the
foreign concerns or many govemments to deyelop the capabilities of the native
suppliers like in Japan and so on.

A postulate as to why subcontracting is limited in Southeast Asian
assembly industries is that while the problem (in the initial phases) of shortage
of financial and other resources compelled the Japanese assemblers to
subcontract out and concentrate on core processes,?! in Southeast Asia where
assemblers began their business in early ‘70s, there was no such problem.
However, a more recent study points out that as credit situation became tighter
and real wage decline stopped by late '70s, the assemblers have started
subcontracting to small-medium firms.42

Hill's field study in the Philippines throws some light on the weak
linkages following the connectioh between assemblers and subontractors,
which may also hold good for some other countries, Instead of one-to-one
stable subcontracting reldtions the Japanese style, there are plural and unstable
ties. The assemblers practise multisourcing to apply competitive ‘pressure,
Majority of the contracts are short-term. Delivery schedules are often revised
by both assemblers and subcontrattors. Small suppliers are not interested in
longer-term agreements because they do not get price revisions with the rise in
the rawmaterial costs.. 5

There is no techhological spinoff in terms of former employees leaving
and setting up subcontract shops. Since very simple items are farmed out to
local suppliers, technologicalassistance to them is minimal. Blueprintg and

samples are given but they are just the necessary corollary of subcontracting,
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not technological assistance. There are only a few cases where demonstrations
follow them or where new processes and rawmaterils are used. There are no
technical or training programmes for subcontractors. Nor is there any guidance
and assistance in regard to acquisition, layout and use of machinery. Visits by
assembers' technicians are infrequent. However, simple quality control
procedures are taught to improve conformance.

The assemblers do not give any direct assistance in the form of equity
capital. Nor do they offer indirect assistance in terms of order guarantees for
highly specialized operations or industry-specific components. They do not
give loans, down payments or indirectly facilitate subcontrators' access to the
lower interst rates-in the formal credit sector. Their payment schedules are very
elastic leading to cash-flow crises at the subcontract shops.

Furthermore, assemblers do not procure rawmaterials on behalf of the
suppliers and thereby pass on to them part of their pecuniry eonomies of scale
because that would contradict their motivation to streamlining their operations.
Also because they find that the subcontractors substitute inferior rawmaterials
for what they supply or because the subcontractors blame the rejects on
defective rawmaterials received from the assemblers.

Lastly, the dependence of subcontractors on many customers and the
negligible guidance and assistance of the assemblers are interconnected.
Assemblers do not substantially prop up the subcontractors because they
cannot appropriate a major part of it as competitors will equally benefit from
upgrading a supplier. »

Compulsory Subcontracting

The division of labour between large and small firms through
subcontracting in Argentina, Brazil, India, Poland, Israel etc.. has been
brought about to some extent by 'compulsory subcontracting'.43 This kind of
subcontracting refers to (1) governments' binding agreements with foreign
concerns in such a way that the latter offload some specified percentage of
work in a specified span to local firms; (2) governments' pruchasing
regulations whereby a given percentage of the value of items ordered by the
government or government-controlled organisations from large firms or
contractors is expected to be subcontracted to small firms, and (3) the control
exercised by the governments in giving or withholding approval of large firms'
expansionist plans, in granting or withholding concessions or priveleges or
issuinglicences to import the required machinery.

But the role of govemments in many developing countries has been very
inconsistent in that promotional measures and strong restrictive policies have
run parallel to each other, leading to net negative effect on the spreading of
subcontracting relations. A few such contradictions are as follows : first, the
system of business taxes which are levied on turnover everytime a transaction
is made instead of on the value added makes it profitable (on the tax savings
grounds) to integrate operations within a single enterprise;# secondly, fiscal,
incentive schemes encourage in-house manufacture because only-large firms
receive such benefits, for exmple, as in the Philippines?5; thridly, distorted
tariff structure creates an incentive to import rather than to look for indigenous
suppliers: The distortion has happened in two ways : (a) the import price of
rawmaterial is greater than the import price (Ianded cost inclusive of tariff) of
the component itslef46 and (b) capital and intermediate goods are given
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smaller ‘effective rate of protection’' than consumer goods*’; lastly,
components classified as locally made-up are, as pointed out above, highly
import-intensive, some involving little more than 'screw-driver assembling of
imported kits. For the same reason, saving on foreign exchange is open to
question.

\%

Subcontracting in ‘'socialist' periphery

International subcontracting relations exist between industrialized

countries and industrializing 'socialist' countries,4® between ‘socialist'
countries themselves; and between socialist countries and ‘capitalist’
industrializing countries. The latter two varieties happen as an 'instrument of
industrial co-operation’ and as a search for cheap labour in labour-intensive
activities and also as a means of overcoming the problem of labour shortages in
'socialist’ countrigs,49 )

A well-structured subcontracting system too exists within some
socialist' countries. For example, the Chinese subcontracting system extends
beyond the urban areas to the rural areas. The pyramidal subcontract chain is
compared to 'dragon dance'. The head ot the dragon is the parent unitina city
or town and the tail consists of a large number of small and medium plants in
the urban and rural areas, which supply a number of intermediate items to the

parent units.50

Small business in China has the same structural features as in capitalist
countries though there exist differentia specifica by way of their ownership
and rclationship to the state. The state has created and maintained a clear
dualism between the large state enterprise sector on the one hand and urban and
rural collective sectors on the other quite similar to the dualism between
organised and unorganised sectors in capitalist/mixed-economy countries.

The bigger state controlled and sponsored industries subcontract to
urban collective sector in order to (1) cut down their risks by shfiting the
burden of adjustment to changes in state plans to the collectives; (2) to cut
costs by offering workers in the collectives lower pay, less job security and
fewer fringe benefits and welfare provisions than those in the large state
sector; and (3) to avoid managerial problems and inflexibility associated with
large scale operations.51

This is not all. Both state enterprise and collective sectors use labour-
only subcontracting or contract labour system; they hire preasants through
contract with rural collectives/production teams to which the peasants belong.
The state commerce also employs contract labour.

The peasants stay in the factory dormitories, separated from their
families in the countryside. Thus, they create no pressure on urban land,
institutions and services. They also relieve the state of the burden of supplying
‘commodity grain' to the regular workers. They are cheaper than regular
workers eventhough they do the same work as the regulars do. They incur
travel expenses to and fro their homes. They do not get any fringe benefits like
medical insurance, accident insurance, pensions, sick leave etc. They ensure
for the management labour discipline and allocative flexibility. Finally, contract
labour system in China is the way of reducing rural underemployment and
unemployment 'in a planned way' by avoiding the.risks of uncontrollable
migration of peasant labour to towns in search of jobs.5?

-
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It may be noted here that in the analyses of Marx and Lenin,
subcontracting systems were treated as traditional systems and attacked as
technologically conservative lower forms of capitalism based on the worst
forms of exploitation of labour. But subcontracting is not yet dead and the
practitioners of Marxism and Leninism have been silent about its exploitative
character.

VI
The Case of India

In India, even today the increasing commercialization of production of
various handicrafts is predominantly based on subcontracting to household
units. The days of independent artisans are practically over; units working on
own-account are fewer. Now the order of the day is enforced by middlemen,
agents or subcontractors; they act on behalf of manufacturers, merchants or
exporters by providing the artisans with rawmaterials, tools, designs,

miserable wages and an outlet for their products.53

There is a view that the subcontracting practice based on traditional
technology is incompatible with the rigorous demands of the export market in
terms of large volumes, punctual delivery and strict and consistent quality
control. In fact, a main criticism 6f subcontracting in Indian handicrafts is that
it has not permitted upgradation or product innovation to meet the demands of
export market. The persistence of this system nevertheless indicates that it has
considerable advantage over the integrated factory system.

The compulsion to modernize the process and standardize the product
and improve quality control and prevent embezzlement of materials has ushered
in worksheds or factories; but they are numerically insiginficant. Moreover,
there are many instances of factories closing down or reverting to
subcontracting system. The decisive trend is towards breaking the semi-
urban handicraft factories into small units employing less than 10 people in
order to circumvent the rigour of Factory Acts and other legislation and the
militancy of organised labour. In some cases, the splitting up has been
ingeniously achieved through labour-only subcontracting',54

. In the cotton textile industry, the government had frozen the capacity
(loomage) of large mills and allowed uncontrolled powerloom expansion. It is
now no secret that the mill owners had been subcontracting to powerlooms to
overcome the freeze on expansion. The nexus between the Bombay mills and
the Bhiwandi powerlooms is a neat example in this connection. This is also
economical to the mills because powerlooms have low capital costs and low
overhead and labour costs. The Bombay mills could minimise revenue loss
despite the largest strike in history involving more than 2,50,000 workers
during 1982-83 by subcontracting to the powerlooms in Bhiwandi and

elsewhere.55

In garment making, subcontracting has occurred not only within the
factory and non-factory sectors, but also between them. Similarly, in the
production of hosiery, sports goods, leather and footwear, matchymaking etc.,
the manufacturers and traders have taken recourse to decentralization via
subcontracting.56

As regards modern industries, we could not have more salient
findings.57 There are cases of subcontracting and re-subcontracting chains—
from big to medium to small to smaller. There has been a strong tendency
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towards the formation of split units. It is no more a secret that a number of
these units are the 'benami' properties of the families, relatives and business
associates of the managament of the big and medium (umbrella) units. A
number of them also have come into existence due to small units splitting into
smaller units. Most of these split units are subcontract shops or alternative
sources of supply. The parent firms have actively Supported- their split units
with contracts for supplying materials, components, semi’-ﬁnished and finished
items.

A number of whole-component or product or subassembly sub-
contractors (whether controlled by umbrella units or not) have resubcontracted
less sophisticated single operations (like tapping, plastic moulding, sheet
metal work, galvanization, polishing, welding, painting, electroplating etc.) to
other small subcontract units. The split units serve the motives of the parent
firs of expanding, and reducing costs by bypassing labour and fiscal
legislation and by avoiding labour concentration and troubles. The parent
firms also benefit from various priveleges (eg. reservation of items),
exemptions (eg. from excise tax) and forms of aid granted to the small sector
by the govemnment. The parent firms can get scarce inputs; they can also
"evade tax by shifting profits to the lightly taxed .small units through a kind of
‘transfer’ pricing, overstating the price of the latter and hence high profits and

thereby increasing its own tax-deductible input costs."® The split units are
also used for diversifying product range and for ensuring timely supplies

There are instances of skilled workers, engineers/technicians of big
shops leaving on their own or on encouragement from parent units and setting
up subcontract businesses. There are also instances of big units helping them
out with second-hand machinery or materials. Some subcontractors could
become own-account production units and achieve rapid growth but a majority
of them do not follow such a path.

The pricing linkage is usually ‘combative', the outcome being worse for
small subcontractors unlike for larger and independent suppliers (serving the
whole industry, as a case study of the automobile industry points out. The low
prices thrust upon small -suppliers are considered by parent firms as a
compensation for the initial high 'search costs' and costs of 'guidance and
assistance.?

Some studies -have found that parent firms (wholesalers and
manufacturers) procure complete items from small units (in organised and
unorganised sectors) at very low rates and then price them high in the
domestic market so as to realize higher profit margins than those that would
have materialized through their own production.5® But-this may not be the
case in regard to goods so lifted for export markets due to fierce competition.

How much of the growth of the modem small-scale industry has been
due to subcontracting rather than competition with the large-scale industry is a
question that cannot find a satisfactory answer in quantitative terms. The exact
number of subcontrctors/ancillaries and the dimensions of their supplies over
time across industrial branches and across regions is not known and is not
possible to estimate with precision.8! Moreover, the available estimates are
open to question as neither the definition nor the method of estimation is
specified.62

Notwithstanding the difficulties in arriving at precise estimates and
industry specifics and limited subcontracting in some industries like
shipbuilding,%3 there is a lot of direct and indirect evidence to show the
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increasing integration of small-scale production into large-scale production
through subcontracting.54 Interestingly, for example, considerable part of the
total value of exports of large firms in the labour-intensive hand, small and
cutting tools industries of the engineering sector consists of value added
through subcontracting liaison with small firms.63

. The important point is that this integration has occurred in Indian
industries despite the "artificial division” between large and small sectors and
even because of it. In fact, the rated objective of the 1980 Industrial Policy
Statement to remove the artificial division and foster integrated development
of large and small industries.is nothing but the avowal of the already existing
high level of integration through subcontracting and ancillarization.56

It may be interesting to note that firms of equal size and different sizes
have been interlinked by work-order-flows from, abroad. Large firms including
FERA (Foreign Exchange Regulation Act) companies, 100 per cent export-
oriented units or ‘green card' companies and those in free trade zones account
partly for the growth of international subcontracting in India, The literature
points out both 'unsatisfactory' growth and growing interest of multinationals
in subcontracting to firms in India in the fields of electronics, textiles, leather,
chemical (pharmaceuticals), hand tools and machine tools, machinery,
transport equipment (especially auto parts, original or spare), other light
engineering, electricals and so on,67

Interestingly, labour-only subcontracting has risen considerably in
chemical industries, basic industries (eg. steel plants and coal mining), textile
mills and so on, over the '70s.%8

What accounts for subcontracting in India? The particular factor or
congeries of factors that govem the impulse to subcontract may vary between
firms. However, some general factors that may have induced the emergence of
subcontracting in India can be identified.

The decision of many firms to subcontract has been undertaken to
benefit from scale economies and the use of specialized machinery and
services of subcontractors. Large firms, operating at full capacity constrained
to expand further due to government regulation in terms of MRTP (Monopoly
Restrictive Trade Practices) licensing laws, reservation policy or otherwise
have resorted to subcontracting. In the '70s subcontracting increased as a way
of overcoming rises in cost of capital in the organised sector. Also in the 70s
the number of excisable products, especially in engineering, shot up in the
large sector. As against this, some small units were exempted and others were
subject to low rates. Hence subcontraciing to small uhits gained currency.5?

Subcontracting could also have emerged as a strategy to reduce the risk
of future fluctuations in the light of the 1966-69 recession. Further, the growth
of inter-firm competition consequent upon the recession and labour problems
20 a long way to explain the diffusion of the subcontracting practice across the

industrial spectrum.”0 N

Postulates

In the wake of increasing importance of subcontracting,.a number of
postulates ‘have been advanced on its rationale. A postulate is that as small
units get concessional finance, Jarge firms subcontract and extract longer
credit from the small firms.”! This hypothesis cannot stand up to the growing
reality of .non-availability of timely financial assistance from banks etc., to
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small units. Also large firms generally delay payments irrespective of the
financial situation of the ancillaries in the process of husbanding their own
cash position.

Subcontracting may have grown as a means of growth for small firms,
albeit with low profit mrgins, in the context of marketing problems
encountered by them.” However, the point is that many small units, unable
to directly penetrate the oligopolised markets, are perforce subject to
exploitation by large firms through subcontracting of whole products. It is
unlikely that this exploitation permits high profitability and growth of small
firms in general. In this connection, a study by'National Small Industries
Corporation found that despite the unequal power relationship between the
parent firms and ncillaries, affecting the profit margin of the latter, there are
ancillaries whose entrepreneurs could manage to make high profits and
“relax in air-conditioned comfort" on the basis of super-exploitation of
cheap labour.”3

However, whenever the parent firms find themselves in a downturn, the
first victims would be subcontractors. For example, many engineering
ancillaries in and around Calcutta thrived due to the brief boom during the
Third Five Year Plan on the basis of the railway expansion programme. But
when the mid-60s crisis hit hard the engineering industry, the orders were
withdrawn and the ancillary boom collapsed. These ancillaries also lost to
competitors in Bombay and Faridabad. Even in the boom period, the self-
employed owners of ancillaries could not earn for themselves a wage
equivalent to that paid to their workers.74

The decline in factory concentration (by size of employment) could
imply the growth of subcontracting.’S But this might also be due to labour
displacing mechanisation or splitting up or labour only subcontracting or
employment of casual labour at the cost of the permanent workers.

Subcontracting may be due to the interest shown by some sections of big
business in actively supporting the development or a diversified ancillary
industry in order to break the monopoly power of limited sources of supply.’6

Lastly, it has been argued by some scholars that subcontracting is one of
the ongoing re-organisational changes under conditions of relative stagnation
that would resurrect the growth rate of the industrial economy.”’ Though it
stands to reason that subcontracting reduces costs, increases profitability and
thereby growth of a firm, in quantitative terms it may not be possible at all to
find out the extent of subcontracting/ancillrization in industries amenable to
subcontracting, as stated earlier. Also, there is the problem of knowing how
representative these industries are in terms of their changing relative weights
in the manufacturing sector as a whole so as to speak about subcontracting as
a factor facilitating growth or inducing structural change. Furthermore, there is
no reason why the growth of subcontracting itself could not be determined by
a steady, high growth rate of the economy, say at about § to 10 per cent,
which could create competitive conditions in industrial investment or capacity

utilisation to service expanding markets.”8

Problems and other features of Indian subcontracting

Why is it that, despite the rise of subcontracting, it is considered to be
‘unsatisfactory’ so s to militate against the integrated development of large and
small industries in India? From the parent firms' side, the constraints are as
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follows, First, the role of public sector enterprises in developing ancillaries or
ancillary industrial estates has been attacked and found to be a failure in
general?9, although the concept of ancillarisation has been recognised by the
government as integral to the industrial development process and the state
units have been expected to play an exemplary role in this regard80. It is said
that the public units in general follow minimum purchase formalities and limit
themselves to a few ancillaries proper while having several informal
subcontractors because of the 50 per cent offtake-rigidity imposed by the
official definition of an ‘ancillary'.

Parent fimns in general do not offload technologically advanced items to
firms they cannot control or monitor closely. Therefore anciliry work tends to
be of low technology. This is also to do with lack of loyalty between the
parent and ancillary firms. There are cases where the cost of small units is
not less than the in-house cost of the big units, possibly because of lack of
required machinery or low-price, high quality raw materials. Or, cost-
ineffectivity is attributed to reservation of markets for subcontractors.
Alternatively, the high cost may be simply due to lack of minimum efficient
scale of production of the subcontractors concerned.

Many ancillaries are reported to be faulting on delivery schedules. More
importantly, the growth of subcontracting could have suffered because the
definition of job-work did not permit: free flow of rawmaterials and
componeRts to subcontractors and of semi-finished items back to parent firms.
The to and fro transactions have been made subject to excise and sales taxes
etc., leading to the cascading effect of multi-point levies,

From the subcontractors’ vigwpoint, the constraints are many. They do
highly risky business and are depndent on the growth of large units. A five per
cent fall in the growth of the large unit is said to result in a 100 per cent fall in
demand for ancillary items. For example, when the 1974-75 auto slump broke
out, and many big units downed their shutters, several ancillries sank.

The subcontractors have undefined workload and volatile manufacturing
schedules because of irregular and erratic and even 'one-off' work orders,
shortage of power or essential rawmaterials and obsolescence in their
production methods and quality controlling in relation to technological progress
absorbed by the parent fimms. Also, this may be due to lack of mass production
programmes at the parent units, a credit crunch on parent firms, product market
fluctuations faced by the main units, rejection of goods and so on. The
relationships are not long-term anddurabie.

Their cash-flow management is often bad because of delays of payments
from parents. This delay may be deliberate or,due to credit crunch or product
market downturns on parent firms. Whatever be the reason, the working
capital of subcontractors is blocked. In this milieu, they suffer from a de facto
credit squeeze by banks. And if they manage to borrow from banks by
discounting bills, they suffer additionally from the penal interst rate on this
borrowings, which tends to wash away their low profit margins. If the
ancillary stops supplying to the parent, the latter will go to others and repeat
the same practice till it is able to pay and come back to the former ancillaries.
The point here is that the availability of easy credit at the ‘appropriate time'
seems to be a sheer myth,-This was an important finding of a field study of an
industrial estate near Madras8!,

Multi-sourcing by parent firms leaves the subcontractors with no scale
economies. Besides, there is no *fair price' in this game, Parent firms do not
usually grant price increases corresponding to increase in input costs of
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leads to below-cost quotations to grab work orders. The tender system
practised by several state units and departments is said to militate against the
i health of ancillaries. The mushrooming middlemen (in the form of ‘bogus’
’ units) appropriate the orders by making bids or tenders at cut-throat quotations
and pass them on to the jobbers. The ‘middlemen-jobber clique’ system
indirectly kills real investors, who just cannot cope with the price-warfare.
1% There is no clue to how widespred this tender—contract system is today,
’g though.
§ Most of the subcontractors suffer from delays in inspection of goods and

”‘“}l subcontractors.Cut-throat competitive bidding between smaller subcontractors

aad

a

— e
e S

| acceptance by parent firms. When such delays take place, there seems to be
} no sharing of the inventory holding costs between thet parents and
4 subcontrattors; the parents perforce force their suppliers to bear those costs.
7 Many suppliers, especially in industrial estates, are heavily dependent on one
- parent firm. Thus, their survival and collapse is neatly intertwined with the
fate of the parent firm.,
Interestingly, in this precarious context, many small firms on
subcontract in the engineering industry, as part of their survival and risk
J minimisation strategy, have resorted to ¢Xports S0 as to reduce their
dependence on a few domestic large parent firms. This exporting tendency
may increase their market viability and bargaining power vis-a-vis the
domestic large firms. It faay also improve their cash-flow situation because of

’ the prompt payments by the foreign partiess2.
| VI

o Concluding observations

Despite the daunting diversity of the industrializing countrie's in various
respects in the congext of the above discussion, we may end with-some
common and relatively safe observations, .

In traditional industrie§ based on the system of batch production of low
technology products with limited or, without any technical scale economies arid ;
subject to fast changing demand, $ocial division of labour and specialisation
through subcontracting has been by and large the form of production
organisation.
¥ In modern industries, since not all items/operations can' bé internally
done at their respective efficient scales of production, it is véry reasonable to
expect the tendency to purchase and subcontract out certain standardized and
W!mm non-standardized items.

l Such tendencies in these industries are also influenced by changes in
inter-firm competitive, labour market and product market conditions, changes
", in govemnment policies, nature of capital ownership-type of parerit firms etc.

An inquiry into the effects of these changes in felation to country, industry,
Eody h firm and product specific studies would avoid the pitfalls of sweeping
"Shy, generalization. . : .
1 Further, for parent firms, subcontracting is a means to several ends,
especially cost reduction and flexibility augmentation in a broad sense. As for
the destiny ef subcontractors, usually, the adjustment costs of Changes-effected
at the parent firms are passed on to them to their disadvantage and even
collapse which is also govemed by many other fundamental growth
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constraints they face. In this sense, there is a wide gap between the image and
reality of subcontracting,

This survey has emphasized, first, that contrary to certain overstretched
generalizations, subcontracting is widespread in Asia and America Latina;
secondly, that whether subcontracting could develop in many industrializin g
countries, especially those with export-orientation, has been largely determined
by the internal and overseas dynamic of Western and Japanese capitalisms
themselves; thirdly, that the relatively 'shallow’ spreading of subcontracting
relations in these countries cannot be squarely attributed to the small domestic
market constraint; and finally that the idealized version of Japanese
subcontraacting in relation to small-firm development seems to be largely a

myth in industrializing countries®3. In reality, subcontracting .is largely an
asymmetrical, unsymbiotic and unstable relationship between firms in the
industrializing periphery. The survival and growth of subcontractors—not
many—seems immediately to depend mainly on their ability to diversify in
terms of products/operations and clientele in the milieu of precarious business

environment in which they often operate 84
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