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Annexes

Questionnaire

Prepared for Conducting a Study on 

Sub-contracting Strategy for MSEs

1. Type of business/sector___________________

2. Business size: Micro ______, Small ______, Medium _______, Large_________

3. Type of product(s) offered for subcontracting ________, ___________, ________

4. The enterprise is: a subcontractor_____ , a contractor ________, other _________

5. When did you start to work with such arrangement_________

6. What are the advantages obtained from this arrangement____________________ ________________, __________________, ______________________________

7. Why did you start this arrangement, ____________, ______________, ____________________, ____________________, ________________________

8. Where did you get the information about your partner _____________, __________________, ___________________, ___________________________

9. Who assisted you in establishing this arrangement __________, __________________, _________________, _____________________________

10. What type of problems did you face to meet your contractual obligations-(e.g. time, quality, quantity, etc)________________, ________________, __________, ________________, ______________, ______________, ___________________

11. What are the problems hindering you to have such partnership relations (e.g. policy, legal bottlenecks, lack of willing enterprise, …) ______________, __________________, ______________________, ________________________ 

12. Do you have a formal contractual agreement with your partner, Yes ____, No____

13. Do you obtain adequate information on potential partners with whom you can work with in the future, Yes _____,  No_____

14. What measures should be taken to promote this kind of arrangement,_____________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

1. Introductions and Background

1.1  Introduction:

Industrialization is one of the packages in the economic development process of any country that could be used to accelerate economic growth.  In this respect, the role played by micro enterprises and small-scale industries is very crucial by many standards. The sector, besides accelerating the competitive strength of a national economy and creating job opportunities for the mass of the people, it adds flexibility and industrial diversification and make use of resources that they may otherwise will not be drawn into the development process.

Micro and small enterprises, however, face a multitude of structural as well as managerial problems, which are present in the process of economic development. In some both developing and advanced countries, the governments for their contribution consciously promote MSEs.  The intervention by governments is necessitated due to the fact that with few exceptions MSEs are incapable of solving the problems with their own resources and abilities.  It is therefore essential that strategies and assistance programmes should be developed and adequately implemented to help micro and small enterprises to develop their own capabilities and bases for responding to the challenging environment.

In this regard linkage of business, i.e., MSEs among themselves as well as with medium and large-scale enterprises, provide a good opportunity in addressing the marketing problem of MSEs and in enhancing efficiency and competitiveness in the business sector in general.

The Ethio-German MSE Development Programme being an organization established to support such development in the MSE sector has found it necessary to commission a study for developing a subcontracting strategy for MSEs.

This paper, hence, basing on the grounds of the above underlying principles attempts to formulate a strategy of subcontracting development in the Ethiopian economy in general and for the benefits of the MSE sector in particular.

The paper, including this introduction and background section, is structured in five parts.  The second part presents briefly the concept of inter-linkages by giving more emphasis and focus on the subcontracting system, while the third deals with existing practice of the subcontracting system in Ethiopia.  The experience of other countries in connection to the topic under question is also highlighted in section four of the paper.  Based on the above analysis, the last section of this paper, a comprehensive strategy for the development of subcontracting in Ethiopia is proposed. 

In general, it is my hope that this study will stimulate discussions among stakeholders and thereby serve as a basis for taking appropriate actions in promoting subcontracting scheme in the Ethiopian economy thereby contribute for the development of the MSE sector in particular. 

1.2 Background:

A nation-wide survey in 1997 by the Central Statistical Authority (CSA) reveals that Micro Enterprises and Small Scale industries occupy an important place in the economic and social fabric of Ethiopia, in terms of such economic indicators as the number of business establishments, the number of employees engaged in, the value of production and value added:

· micro enterprises and small-scale industries establishment account for 99 percent of all manufacturing sector;

· micro enterprises and small-scale industries have a 93 percent share within total employment in the manufacturing sector;

· with regard to value of production the MSI contribution is as high as 28 percent from the total manufacturing output;

· the share for the difference between the gross value of production and the value of the inputs that put into the production from outside is staged at 30 percent.

In addition to their contribution to the development of the overall economy, Micro and Small Enterprises (MSE) have the following peculiar characteristics, which qualifies for their encouragement:

· they are and indispensable support and are complementary to medium and large industrial enterprises (they are a springboard for higher level development),

· they are more flexible in adopting to changes in and diversification of demand,

· they are more prepared to adopt technological innovation,

· they are affected less by economic fluctuations due to their structure,

· they produce more and offer a more diversified range of products with less investment,

· they create employment with lower investment costs,

· they mitigate effects of a skewed income distribution pattern,

· they contribute to inter-regional balance,

· they encourage ,channel and mobilize individual savings,

· they are the home of entrepreneurship development,

· they are one of the main guarantees of democratic society and liberal economy.

Despite their important contribution and much more attractive and advantageous features, Ethiopian MSEs, however, are faced by multitudes of problems which mainly includes: difficulties in access to credit, predominantly a low level of technology, inability to keep -up with technical and commercial development at home or abroad (i.e., marketing), inadequacy of skill, working premises, lack of information inadequate linkage between and among top-stream, midstream and downstream levels, etc.

Currently, however, the government and policy makers are increasingly recognizing the potential contribution of the MSEs in Ethiopia.  Towards this end, a National Strategy for MSE development and promotion has already been instituted and based on the Strategy all rounded efforts both by the Government and Non-Government Organizations is being carried out to tackle the problems the sector currently faced.

In line with the National MSE Development and Promotion Strategy, the       Ethio-German Micro and Small Enterprises Programme has commissioned a study on "a Subcontracting Strategy for MSEs."
1.3 Objective:

The study's main objective aims at developing a subcontracting strategy for MSEs which would assist in promoting linkages among MSEs themselves and also MSEs with medium and large scale enterprises so as to enhance the competitiveness and profitability of all the parties involved in the system.

1.4 Scope and Limitation of the Study:

The study covers such range of activities as elaboration of concepts, overview of the existing situation and practice of the system in Ethiopia, identification of necessary conditions and requirements to promote the system and examination of the experience of other countries that practiced subcontracting system to their economy.  Based on the analysis, a strategy has to be designed so as to formally introduce subcontracting scheme in Ethiopia.

With the above scope of study, enterprises both MSEs and medium and large operators have been contacted at Region One (Mekelle) and in Addis Ababa.  Where data justifications are not available to justify a finding, views and comments of the people that have proximity to the subject and my observations and experience are taken as grounds for analysis.  In addition, as the questionnaire only were filled by the researcher himself after discussions with each of the respondents it is assumed that they are clearly understood and genuinely answered.  

It is, however, important to note here that the motivation towards responding to the questionnaire by some interviewee was not up to the expectation of the researcher as they disclosed that they are fade-up of responding for such types of question in the past by many researchers without obtaining any benefits out of it.

1.5  Methodology:

To achieve the aforementioned objective, the researcher collected and reviewed relevant documents and information from both secondary and primary data sources.

The secondary data source includes pertinent documents, published and unpublished.  Relevant data were extracted from statistical bulletin prepared by the Central Statistical Authority.

The primary data obtained using the survey method were generated from selected MSE and medium and large enterprises operators and concerned government and non-government officials.

2 . Inter-linkages

2.1 General:

The concept of globalization has become both buzzword and a crucial goal in many countries around the globe. It, however, represents both a challenge and an opportunity for these countries. In the context of the rapid macroeconomic and structural changes taking place in the global world, it is evident that competitiveness is the only ways and means for survival and growth foe all enterprises-from micro to large scale.

In order to do away the challenge side of globalization, the trend should be to move away from economies of scale through large scale production and to break down large companies and conglomerates into smaller entities that tend to be more productive and therefore more competitive. Such phenomena calls for a more active and systematized approaches of doing business. Enterprises at various levels should require being more responsive to the changing environment and should seek means and ways of collaborating for mutual benefits and must strive towards mutual dependency than independence.

Strategies should, t5herefore, be directed towards strengthening existing and upcoming enterprises and making them more able to compete among themselves and within an international environment. They should nurture and support the formation of broader business basis by stimulating emerging entrepreneurs to initiate and consolidate their business.

Experience has shown that the importance of linkages (inter-linkages, interrelationship, alliance)  for creating the industrial texture is vital to an enterprises functioning and growth in particular and for the development of the economy of a specific country in general. The links could involve in product-cycle related, services, and markets all of which are essential for business operation in today’s fast paced environment. Business partnership, joint ventures, licensing arrangements, subcontracting and even just consultancy and advice can be potentially rewarding to both the MSE and medium and large enterprises. The development of business INTER-LINKAGES is therefore central to the competitiveness of enterprises and to the development of a country.

Inter-linkage can be broadly defined as a process of setting up a continuous business relationship between Micro and SMEs and large –scale enterprises in commercially and economically advantageous activities for both parties involved.

In the process of industrialization, inter-linkages between enterprises grow with the development of infrastructure and specialization in the functions of production system.  Such linkages contribute not only to coherent and integrated development but also to economical and effective allocation and use of resources.  This linkage can be explicitly explained in the form of:

· creation of linkage between smaller and larger firms in buying and selling relationship

· creation of regular income to the producers

· provision of know-how, finance and technical assistance to small producers

· playing an important role in improving marketing services, information on market and input supply.

    2.2 Forms :

Linkages between or among enterprises may take different forms, some of which are the following:

Sub-contracting: 

Business linkages through sub-contracting are perhaps the most common way in which larger firms and smaller firms are linked in product-related activities relationship.  In most cases the smaller suppliers provide labor service in the processing of raw materials given by the buyers, or production of parts and components that will be used by the contractors. 

Franchising: 

 It is a form of inter-linkage, which is to a large extent concerned with know-how transfer from the franchiser to the franchisee.  There are essentially three categories of franchise arrangement, namely straight-product distribution franchise, product license franchise and trade name franchises.  Straight-product distribution franchise is the most popular type of franchise to day.  In this type of arrangement, the franchiser supplies the franchisees with their products in salable form and the franchisee sells them in that same form.  In this type of arrangement the franchisees operate under their own name, usually there is no franchise fee.

In product license franchise, the franchisee uses the franchiser’s name but manufactures his own product, which has to comply with franchiser's requirements. The franchisers' provide branch identity and usually specify method of manufacturing and distributing the product.

Under the trade name franchise, the franchiser licenses its trade name to the franchisee but seldom exerts any control over the product or services being marketed. Equipment distribution often uses this method. Costs to the franchisees are usually limited to a monthly fee for use of trademark equipment.

Joint Venture:

Joint venture is one of inter-linkages between different enterprises or investors whereby the different investors commit and mobilize capital assets and share equally management responsibilities, participate equally to the risks of the enterprises and receiving no benefits from the joint venture other than trough a share of net earning. A joint venture generally refers to a business association of comparatively long duration between foreign and local enterprises or a number of foreign and local or domestic enterprises themselves in order to carry out a venture.

Trading Companies

Trading companies also known as Trading Houses play an important role in linking buyers with sellers and linking smaller firms with medium and larger firms in productive relationships.  Trading companies play an intermediary role in the provision of services such as consultancy in market information and research, warehousing facilities, extending credit, procurement of equipment and machinery and necessary inputs.  They are also engaged in buying and selling of products of MSEs and in matchmaking activities. 

3.  Subcontracting Arrangement
3.1 Definition :
Sub-contracting relationship between and among enterprises of various types and sizes are feature of modern economy. A sub-contracting relationship exists when a company (called contractor) places an order with another company (called sub- contractor) for the production of parts, components, sub assemblies or assemblies to be incorporated into a product to be sold by contractor.  Such orders may include the processing, transformation or finishing of materials or parts by the sub contractor at the request of the contractor.  

Sub-contracting comes into being when parts of products which are not available must either be manufactured by the assembly industry itself, be imported, or purchased from others, on an order basis, according to the buyer specifications.  Such a sub-contracting relationship starts with a contract, written or verbal, setting out the precise specifications of the order.

There are several forms or types of sub-contracting arrangements, including the following:

i) full capacity sub-contracting, where due to insufficient capacity in the principal’s firm a percentage of total output is regularly sub-contracted;

ii) special sub-contracting, where sub-contractors manufacture and supply parts or components on a more or less permanent basis, including the use of specialized machinery or equipment or techniques;

iii) marginal sub-contracting, where infrequent or small orders are passed on to sub-contractors;

iv) cost-saving sub-contracting, where costs of production of sub-contracted items are much lower in sub-contractor firms because of lower overheads, lower taxes and lower expenses in wages and other payments to labor;

v) capacity sub-contracting, this arises from a temporary factory overload on account of a sudden increase in market demand, bad production scheduling, machine breakdown and other fatalities.

A further distinction may be made between industrial (production) sub-contracting and commercial (marketing) sub-contracting.  In a commercial sub-contracting, the contractor does not participate in the actual production process, but takes care off marketing and financing.  The contractor usually specializes in a specific product range, and organizes production by establishing contracts with selected enterprises or individuals, who then are committed to work according to fixed specifications.  Often the sub-contractors are organized such that each completes only part of the whole production cycle.  Thus, they form a chain of complementary producers, with the contractor as the central inch pin. The finished products are then marketed under the name of commercial contractors.

Industrial contractors, as distinct from commercial contractors, use sub-contractors for the execution of specific tasks within their own production process.  The fixed tasks are usually labor or skill-intensive.

Drastic improvements in communication have made contracting out production phases and specific jobs to specialized units an attractive alternative. The reasons for this tendency towards disintegration are said to include:

· Lack of financing

· Inefficient use of available capacity

· Lack of special information or skills

· Management problems.

The greater the competition among potential suppliers, the less the risk to the contractors runs that orders.  Here the threat of giving no further contracts ensures the compliance of sub-contractors.  Sub-contractors are better off when more firms are interested in buying, then they have alternative outlet and can shift towards the firm offering the most favorable conditions.    

3.2 Advantages and difficulties:

In broad sense sub-contracting can satisfy the need of traders and producers to reap the gains of specialization and low cost of production.  In particular sub-contracting may offer an improvement over the original situation of a small producer.  The most interested groups in such arrangements are homebound producers such as married women, young girls, and disabled or aged people, those may be seen as the solid base for the supply of sub-contractors.

The major Advantages of subcontracting include the following:-

(a)
as subcontracting links smaller enterprises, which relatively provide higher employment ratios than their larger counterparts, better corresponds to the proper endowment in most developing countries.

(b)
enables greater flexibility of production and adjusting easily to changing demand patterns.

(c)
allows better supervision of the production process and greater efficiency in the use of plant and machinery.  Thus, combined with substantially lower overheads can contribute to higher production.

(d)
subcontracting can help mobilize, generate and develop local entrepreneurship.

(e)
helps to compensate for fluctuations in the seasonal income patterns of MSEs and reduce their entrepreneurial risks.  This may facilitate their entry into another, more risky line of production in which  they could not have dared to attempt.

(f)
subcontractors have got the assurance of a secure market for their products.  This enables them to sale the products without difficult marketing efforts and to concentrate on other aspects of production and management process.

(g)
subcontracting could provide an important channel for transfer of technology and know-how.

In general, in addition to the obvious benefit of raising efficiency and competitiveness, subcontracting and other forums of inter-linkages provide an important possibility for the emergence of new business opportunities and creation of guaranteed markets.

Sub-contracting to day became more attractive, because it includes steady contracts, advances, and supply of raw materials, machinery and equipment.  Some sub-contracting arrangement even offers training service and share technological know-how.  These beneficial arrangements, however, are usually reserved for relations with those higher up in the network, where sub-contractors possess some specialized knowledge or skill.  It is plausible that the better sub-contracting arrangements are made only with well-known producers, working in production clusters where trader and producers have regular contact.

Ancillarisation is also one of the advantages of sub-contracting.  This type of arrangement involves a long-term agreement in which the ancillary unit functions almost as a department of the parent enterprises.  The parent enterprises buys a large portion of the ancillary’s output over an extended period of time at a fair price and also gives support in the form of technical know-how and training.

There are certain disadvantages associated with sub-contracting arrangement.  These include:

· contractor preserves a high degree of control over the    production process of sub-contractor,

· the sub-contracted production can be controlled by fixing standards for inputs and equipment used.  When dealing with small producers, input and equipment are often provided by the contractor,

· Offering advance payment for production and/or credit for buying special machinery and equipment also exerts further control. 

In this way the contractor can maneuver himself in to hold-up position so that, the sub-contractor becomes entirely dependent and has no right or possibility of shifting to contractor who is more prevalence.

3.3 Advantages of Sub-contracting to the Economy:
If done properly, sub-contracting can accelerate industrial development.  It will also broaden the industrial base and is one of the ways of ensuring that scarce resources are efficiently utilized.  

Sub-contracting may also help in import substitution industrialization when local manufacturers take on production of various parts and components, which were previously imported.  In this way sub-contracting will also be helping to preserve scarce foreign exchange and improve the balance of payments position.

Sub-contracting will also assist to a certain extent in decentralization of industry because sub-contracting orders will be placed with small companies, which may be far from the location of the large industries in the towns.

Sub-contracting will also help to create, build and sustain an entrepreneur which is one of the goals of the industrialization program particularly in developing countries like Ethiopia where entrepreneurship is at its infancy and need to be developed and encouraged.

The creation of extra employment is also very important in countries like Ethiopia where population growth and unemployment rate is growing considerably.

Lastly, but still important is the cooperative spirit generated by subcontracting as it will create good will for the large companies and multinationals which may have hitherto been looked upon with suspicion by the locals.  The creation of these linkages is essential between various sectors of the industry. 

3.4 Summary of Difficulties in Sub-contracting:

Experience shows that there are several factors hindering the promotion of sub-contracting arrangement in countries like Ethiopia.  These include:

· efforts to have foreign firms do give sub-contracts to local manufacturers have not always succeeded because of fears that there would be no guarantee in quality of the items produced.

· lack of information on the available capacities and capabilities.

· small size of the market

· lack of mutual trust between large and small companies

· the absence of an institution in sub-contracting which is able to link the small scale industries with large scale industries

· frequent changes in technology necessitating new specifications for required products

· contractors complain that sub-contractors do not adhere to specifications, are unable to meet delivery dates and are often unable to calculate costs correctly, argue about pricing and sometimes engage in unethical practices e.g. violating industrial secrets and may misuse tools and equipment provided by the contractor.

· sub-contractors complain they get raw deals from large companies because of their stronger bargaining strength e.g. they impose stringent conditions of prices, specifications, times of delivery, etc.

· some sub-contractors may take advantage of their local monopoly situation to pay low wages to their workers who have no alternative employment.

4.  The State of Inter-linkages and Subcontracting Arrangement in Ethiopia

4.1   Existing situation of inter-linkages: 

Developing and setting up of inter-linkages between Micro, Small and even Larger enterprises pave the way to acquire information on products of interest produced by the various enterprises at different levels, including low price and regular supplies of inputs, availability of credits, market, etc.  In the process of industrialization, inter-linkages among enterprises grow with the development of infrastructure and specialization in the functions of production system.  Such linkages contribute not only to coherent and integrated development but also to economical and effective allocation and use of resources.  

Survey results on the manufacturing sector (micro enterprises, small, medium and large industries) of Ethiopia pointed out that the sector operates far below the installed capacity (below 50%) due to, among others, problem of marketing. The marketing problem in turn emanates from the uncompetitive nature of their products with others in terms of price and quality. 

One of the reasons that contribute for such problem is that most Ethiopian manufacturing enterprises have not had inter-linkages with larger producers, distributors, facilitators, agents, and others who could help them in formulating strategies to retain and capture market share and thereby maximize their capacity utilization. In fact, this problem is a function of many factors, including the fact that due to the under development of the market, the big enterprises have not been pressed to reduce production costs through creating inter-linkages with MSEs. The existing business linkages in Ethiopian business sector are characterized by an informal one and often not contractually based and lacks continuity, too. 

In addition, Ethiopian MSEs have not developed market specialties and niches which otherwise justify for larger firms to link them, and it is also a reflective of underdevelopment of the economy and of business in Ethiopia to warrant the segmentation of business to include MSEs as potential alliances.  Moreover, the government has not also intervened to support inter-linkages by way of policy mechanisms.

The motivation to form linkages has been stifled by the lack of development of the enterprise system as a whole and by the lack of development of the contractual hardware (legal framework) to underpin such alliances.  Moreover, the overall enabling environment, relating to policy, incentive structures, and the physical and institutional infrastructures are not adequately developed to promote inter-linkages.  Besides, the economic and commercial advantages of inter-linkages are not much known by the MSEs and their counterparts of larger enterprises.

It is also believed that for such inter-linkages to come about, it is necessary to have an effective mechanism for the quick flow of information, which does not prevail in the existing situation of Ethiopian MSEs.  More importantly, there is no such a body with the major role of promoting inter-linkages system in Ethiopia.  

4.2 Existing sub-contracting practice and areas of subcontracting:
As indicated above, inter-linkages are not well developed in the business sector of Ethiopia.  Sub-contracting being one of the mechanisms of inter-linkages, we can infer that it is not also adequately and properly developed to serve as a means of facilitating industrial development.  

The existing situation reveals that there are number of examples for sub-contracting arrangement practice in Ethiopia but they are not wide spread and properly initiated and implemented. Though the arrangement is not visibly conducted and formally recognized, there are both lower level and higher-level practices.  The lower level practice is the one that takes place between and among micro business operators and small-scale enterprises.  In this case the agreement concluded between the parties is often not in a written form, which could also be referred to as informal.  It is rather a verbal contract entered between the contractor and the sub-contractor to supply the former with a certain product over a certain period of time with certain quality and quantity requirement.  Here the issue of quality is not well specified and the concern is more on the quantity of the product.  This kind of arrangement is common in areas like food (injera delivery to small restaurants), small scale metal works- delivery of traditional injera baking clay plate to electric oven makers, cosmetics container manufacturer to the cosmetics manufacturing enterprises, button manufacturing to the wearing apparel enterprises and similar others.   The interview findings proved that practically this kind of contract is given to those subcontractors either known to the contractor or on the basis of information obtained from a close fried or relative.           

The higher-level sub-contracting arrangement, on the other hand, is one that takes place between and among bigger company and small or medium sized enterprises.  In this case mostly there is a written contract, with articles on the specific duties and responsibilities of each of the parties involved.  It could also have some provisions on the penalties resulting from failing to meet contractual obligations. The agreement made in this level sets out the required specifications and quality aspects of the items with the delivery time given note of and of course the amount ordered. In Annex I sample of the existing contractual agreement (formal) that was put in practice between contracting parties is enclosed.

Bigger enterprises such as Mesfin Engineering, AMCE, Ethiopian Tourist Trading Enterprise (ETTE), Maru Teferra Metal Works, Teshale Garage, Dantechnocraft work as contractors and sub-contractors in their field of activities.  For instance, Maru and Teshale produce cargo bodies and booty that would be assembled by AMCE.  Similarly, small scale enterprises like Kechene pottery making cooperative and other gift article producers (individuals and organized craftsmen) involve in sub-contracting arrangement by supplying semi-finished handicraft products which would further be brushed and made in its final form in the ETTE’s workshop.

Promisingly, though not in substantial size, it has found out that there is a high existing practice in subcontracting arrangement between Mesfin Engineering of Mekelle(contractor) and small and medium metal work operators (sub-contractor) in the country. Since 1999 the contractor realized the advantage gained by subcontracting some parts and components to be performed by other entities to make the whole of the product. Fill tanker, wheel carrier, reinforcement structure and painting, toolboxes, fuel boxes internal structures are some of the items that the contractor has so far designated for subcontracting purposes.

The procedures followed by contractors to select sub-contractors is often done by tendering the work and selecting the best ones from the possible ones based on their work experience, price offered, and other criteria.  But, usually contractors depend on their short list of firms/sub-contractors with which they have close personal contact or by conducting market surveys, etc. 

4.1 Factors impeding subcontracting development in Ethiopia:

There are a number of problems or conditions that contributed to the sluggish growth and spread of sub-contracting arrangement in the business sector particularly as related to linking MSEs to larger scale enterprises.  Lack of institution, inadequate legal conditions, and inadequate promotional and other measures are some of the problems responsible for the low development of the system in the country:

Institution:

It is obvious that the existence of a well-organized information database about MSEs and medium and large-scale enterprises is very crucial to promote linkages, be it sub-contracting or any other forms of inter-linkages.  This presupposes the availability of institution (s) that collect, analyze and distribute the relevant information about the existing possibilities of creating linkages among enterprises.  The institution(s) is/are also expected to advise and propagate on the benefits of arrangements such as sub-contracting and try to match make enterprises and present the experience as models for further promotion of the linkages.

In our situation, however, there is no a single body specifically established to promote inter-linkages or sub-contracting arrangement.  To make matters worse, the existing private sector promotional institutions (private or government) have inadequate or no proper database on MSEs, leave alone to promote sub-contracting among the enterprises.   

Inadequate policy/legal conditions:

The other key element required to promote sub-contracting and other linkages is the existence of conducive policy environment and the necessary legal conditions for it.  Like any investment that warrants incentive and encouragement, sub-contracting firms particularly those who offer to sub-contract the processing of a product need to be given certain privileges in terms of tax exemptions or any other means.

In addition, the legal conditions, those related to contracts governing the operation of such linkages have to be in place.  In the non-existence of such standardized contracts that fairly treats both the contractor and the sub-contractors, there would be little chance for achieving success in inter-linkage mechanisms.  Because contractors would come up with contracts that totally suit their interest at the expense of sub-contractors.

When we consider the policy and legal conditions with regard to sub-contracting in Ethiopia, we see that there is less recognition and hence inadequate policy and legal environment available for it.            

Promotional and other problems:

Lack of awareness about the benefits and needs of sub-contracting is one of the reasons for the disappointing growth of the mechanism in Ethiopia. The business operators should be informed as to the advantages and benefits of sub-contracting as well as with whom they could establish long-lasting relationships. But, such kinds of information and advice are not yet provided particularly for MSEs, as there is no specialized body carrying out these tasks.

As previously indicated, the existing sub-contracting relationships in our country are so informal and there is no any deliberate strategy issued to promote it.  Thus, the relationships being witnessed, even those at higher levels, are not long lasting.  Most of the sub-contracting relationships are characterized by marginal and/or capacity sub-contracting, which is very short-lived and only small orders are passed to sub-contractors.   

The other reason for the slow growth of sub-contracting scheme relates to the very structure of enterprises and the whole business culture in the Country.  When we consider our industries particularly, the bigger ones, they do not allow for ancilliarisation.  Most of our bigger industries/enterprises are structured in such a way that they would do all the processes of manufacturing a product within the company.  This means that even if they want to out source certain process to a firm, there would be an idle capacity in the big company that could cause loses.  

Similarly, the enterprise culture in the country also does have a negative implication to the expansion and development of sub-contracting arrangement. In the capital and elsewhere, we see that most enterprises engaged in the production of different items controlling almost all the processes within themselves.  At the same time we also observe incidents whereby neighbors of a certain product manufacture unit, start to produce the same product (without any product differentiation) still with all processes undertaken by the same company. This is also presumed caused by due to lack of entrepreneurial skill of most of our businessperson as well as due to the motive to obtain the maximum possible returns.  Thus, our business enterprises reveal production arrangements where there is lack of specialization not only in a particular part of a certain item but even in the production of a single product.    Hence, closing the possibilities for sub-contracting and other forms of inter-linkages to flourish and develop.

From the brief assessment/survey made, there are certain problems (internal problems) that are raised from contractors and sub-contractors in their dealings.  The major ones are presented as follows:

· The sub-contractors are not competent enough in their production skills and as a result the products they produce as per the order of contractors are often very poor in qualities.

· The sub-contractors are also very weak in their organizational capacity to meet the orders placed by the contractors.  Sub-contractors fail to supply products in accordance with the required quantity and the agreed time period. 

· Those subcontractors who possessed the required skill lack investment and working capital.

· Most of the subcontractors have inadequate training knowledge in determining the cost structure of their work.

· As\just-in-time is the most crucial element and principle in subcontracting, subcontractors faced continuous power cut and that forced them to deliver the order beyond the agreed period of time.

· Some times payment to be made to the subcontractor is delayed beyond reasonable period of time by the contractor.

· The contractors do not have readily available information with whom he/she could work in subcontracting arrangement. 

5.  Other Countries’ Experience

Sub-contracting arrangements are widely used in the world as a means of strengthening linkages among enterprises thereby inducing efficiency and promoting marketing of goods and services.  In the following part experiences of a few countries with regard to the progress and prospects of subcontracting arrangement in speeding up enterprise development is briefly highlighted. 

Kenya:

Starting from the sixth National Development Plan which covered the period 1989-93; the Kenyan Government has put great emphasis on the need to ensure that specific measures are taken to ensure that the goals of developing the small-scale enterprises are realized.  Small enterprises are indeed expected to emerge as a major source of job creation in Kenya.  To this effect, the government considered it necessary to take in to account sub-contracting in the industrial development plans and programs.    

The situation analysis of the MSE sector in Kenya revealed that the sector has not been growing fast enough and most of the small-scale industries were dependent on imported raw materials and equipment.  The sector has not yet developed extensive linkages within itself and with the rest of the economy and moreover indigenous |Kenyans have not yet been involved to a significant degree in the industrialization process.  It is consequently felt that the introduction and extension of sub-contracting process would be a significant effort in providing the right channels towards further industrialization.

In this connection, the government took measures by creating Development Finance and other institutions to specifically promote sub-contracting and eventually industrialization of the country.  The institutions include:

· Development Finance Co. of Kenya

· Industrial and Commercial Development Corporation

· Industrial Development Bank

· Kenya Industrial Estates

· Kenya Bureau of Standards

· Central tender Board

· Investment Promotion Center

· Kenya Industrial Research Development Institute.

As sub-contracting does not exist at an appreciable degree in Kenya, except in a few conspicuous sectors, it needs further development and the conditions are ripe for it.  These conditions are: existence of significant numbers of large industries (including MNCs), a large number of small-scale enterprises, developed industrial estates, a large and youthful hardworking labor force, many industry oriented development institutions and a stable government determined to give all the necessary support and protection to a growing industrial sector.

The major activities with regard to sub-contracting are mainly conducted in the Industrial Estates.  The main objective of the Industrial Estates of Kenya is the promotion and development of small-scale enterprises, through loans, extension services, and provision of industrial sheds.  Though the Industrial Estates were not Ancillary Industrial Estates, that is estates reserved for subcontractors, they have played a major role in the promotion of subcontracting.  Indeed, some of the most successful sub-contracting in the county has been carried out in the industrial estates.  Here are some examples in the Nairobi Industrial Estates:

· shoe laces and eyelets for shoe companies

· spark plugs for   motor vehicle assemblers

· gas cylinders for oil companies

· pins and eyelets for garment manufacturers

· zip fasteners for garment industries

· buttons for textile firms

· plastic tops for battery manufactures, etc

In all cases the large companies who buy the items have accepted the quality, color, delivery times and durability as being satisfactory.

Problems Experienced:

· some sub-contractors had to close down when the contracting multinational company started making the products

· in some cases enough trust doesn’t seem to exist between the parties concerned leading to unstable situation

· prices offered to sub-contractors have sometimes not been attractive

· lack of information on the items that can be sub-contracted has been another problem.

Korea:

To promote sub-contracting relation the Government of the Federal Republic of Korea enacted a "SME Subcontracting System Promotion Act" with a view to promoting subcontract relationship with large industries and coordinating and arbitrating any disputes occurred with regard to matter concerned with consignment of manufacturing or processing, price and payment period of the delivered goods.  The law explicitly stated the following points:

· requires large scale business to make subcontract plan with the appropriate cooperative

· prevents differed payments by a large scale business beyond legal limitations

· designates dependable firms going in to a subcontract relationship

· sets up the subcontract Promotion Council consisted of representatives from SMEs, large businesses and the Ministry of Trade, Industry and Energy.

Generous financial and fiscal support was provided by the Government to subcontracting SMEs to support their operations and process and product development.  In addition subcontracting SMEs were exempted from stamp tax and were granted tax deductions of a certain percentage of their investment in laboratory and inspection equipment and for the whole of their expenses for technical consultancy.  Subcontracting Promotion Council were set up by industrial sub-sector also within the Korea Federation of Small Businesses to help SMEs in the contractual relationship, arbitrate disputes and monitor contract implementation.  The Government put pressures on the giant conglomerates to establish vendor networks which resulted in a rapid expansion of localization of components among subcontractors.

Based on the enabling environment created, a number of large industries have formed a subcontracting Firms Council with SMEs in subcontract relationships for mutual consultation and cooperation.  In 1991 there were 119 of its kind serving such purposes as

· joint undertaking for purchasing raw materials, testing the quality of products, overseas marketing, development of new parts thus far imported installments of laboratory facilities, etc.

· transfer of production items thus far produced by large industries to SMEs,

· provision of short-term courses, on the job training, extension and information services

· financing and credit guarantee.

As of 1991 2,252 SMEs were in subcontract relationship with 310 large industries.  The area of subcontract relationship includes textile garment, electrical and shipbuilding fields, machinery, packaging and components and parts manufacturing.

In 1989 95 large firms which had formed Subcontract Firms Councils had financed their subcontracting SMEs, totaling 1,792 trillion Won, in addition to credit guarantees in the amount of total 343.9 billion Won.  They also extended their technical and managerial extension services to 10,653 SMEs.

Taiwan:

Taiwan is one of the highly successful developing industrial states of Asia – which are commonly referred to as the tiger economies.  The country has managed to industrialize in a relatively short period of time by making a conscious policy of industrial development through promoting specialization and efficiency.  Taiwan has a Center – Satellite factory promotion program under the Ministry of Economic Affairs.  The main objective of the program is to organize and integrate smaller factories/enterprises around a principal one.  This program involved businessperson assistance and productivity raising efforts, and a rational sharing of tasks between participating enterprises.  As a result of this deliberate effort to promote sub-contracting, the program managed to create over 60 networks with a total of 1,186 satellite enterprises in operation mainly in the electronics industry by 1989.  This shows that an average number of 20 small-scale enterprises were working as sub-contractors to a single principal factory/company.

The government has also adopted several measures to promote backward linkages by foreign investors.  In some cases, especially in the early years, it applied minimum content requirements in industries like motor vehicles and consumer electronics.  Overtime it moved to indirect measures to promote linkages, by giving incentives for principal firms to use local subcontractors and by improving the technological and business capabilities of SMEs.  The outward-oriented trade regime encouraged firms to invest in upgrading their capabilities.  Tax incentives were given for Research and Development expenditures and skill levels were improved through sustained investments in education and training.  The purchase of local equipment and entry into “linkage-intensive” activities were encouraged by tax incentives.  

In essence, therefore, backward linkages were created by upgrading the technological capabilities of potential sub-contractors and by guiding market forces by careful interventions backed by considerable funding and human resources.

Slovakia:

Slovakia's industrial structure was severely short of small and medium sized industrial enterprises when the country began its transition to a market economy and national agency was set-up by the government ton redress this.  Part of the process involved converting former military production capacity to industrial subcontracting of civil products and process.  UNIDO was asked to help set-up a Subcontracting and Partnership Exchange to accelerate progress.

UNIDO introduced a standard methods and tools for running the unit such as consistent nomenclature, standard forms for registrations and evaluation of enterprises, operational manuals, managerial and promotional techniques and computer software.

Accordingly a network of a Subcontracting Exchange has started and 86 companies registered in the database.  Their range includes furniture engineering, leather goods, automotive products and services and metal products.  The Unit members have participated in subcontracting fairs in several countries and staged an exhibition of their own their country.

Japan:    

 In Japan, sub-contracting has been pursued as a constant policy experience for a long period of time.  The sub-contract ratio (share of sub-contracting business to total small and medium manufacturing enterprises), for instance, increased steadily from 53.3% in 1966 to 65.5% in 1981.  Sub-contracting covers a wide range of Japan’s industrial activities but is essentially centered on the machinery, textile, and metal industries.  The sub-contracting ratio is particularly high in the transport, electronic and other machinery industries where division of labor is practiced at many levels, and in textile industry.  

Trends in sub-contracting dependency ratio (proportion of sub-contracting transaction to the total sales value of manufactured products) indicate that the proportion of businesses with a sub-contracting enterprise rose from a high level of 81.3% in late 70’s to 82.4% in the beginning of the 80’s.

6.   Recommended Strategy to Promote Subcontracting in   Ethiopia

From the previous discussions it has become clear that inter-linkages, specifically, sub-contracting besides creating market for MSEs, is also a key element in promoting economic efficiency and specialization of skills.

Thus, taking into account the existing situation of business practices in Ethiopia and recognizing the advantages of promoting inter-linkages- sub-contracting for the overall economic development, the following recommendations are forwarded as a strategy to initiate and develop sub-contracting in Ethiopia.

I. Institutional Arrangement:

· The formation of a sub-contracting Exchange Agency that has the support and confidence of both small and large industrialists is essential.  This could be through government industrial promotion agencies but also involve the private sector organizations such as associations of manufactures and chambers of commerce. In principle, the direct service provision in terms of matching MSEs among themselves or with medium and large scale enterprises should be done by the private sector.  Government and donor intervention should focus on facilitating the environment through stimulating the supply and demand sides.  However, in the short-run the government institutions may have to play double role, i.e., direct service provision and facilitation. 

· The Exchange not only advises and furnishes information on existing possible avenues of cooperation, but also could study the feasibility of ancillary ventures in certain fields and provide information for potential and actual businesspersons to undertaking the investment.

· The establishment of industrial extension centers primarily to small-scale industries.  In some developing countries this is the agency for promoting sub-contracting between large and small industries

II. Legal Framework:

· Although trust, quality, continuity and relationship play an important role, as experience around the world suggests, the existence of legal framework to reinforce the arrangement is of paramount importance. In this connection a subcontracting contractual agreement model that could encompass, among others, the duties and responsibilities of both the contractor and subcontractor should be worked out by taking into consideration the existing laws and existing practices 

· As seen in the previous sections, one of the problems of sustaining sub-contracting relationships is the failure of sub-contractors to fulfill the required quantity and quality of supply of product.  This is often caused because of financing problems encountered by sub-contractors.  To address this problem and ensure sustained relationship between contractors and sub-contractors, Tripartite Arrangement should be encouraged.    

· In order to avoid wasteful competition and unethical economic practices by both large and small companies there is need to evolve the formulation of a respectable and acceptable code of business behavior on both sides.

· Government purchases from large industries could insist that “subcontracting” to local firms be a condition for further orders particularly where foreign firms are reluctant to offer sub-contracting work to locals.  This will be seen as a strong incentive.

· Patent laws should be made to suit to local Ethiopian situation so that local innovations can be guarded against possible piracy.

· The role of investment finance and its availability to MSEs to be given further emphasis.

· Innovative methods of financing MSE have to be introduced. For instance export credit facility that provides credit to MSEs who are subcontractor to large exporting firms.

· Large-scale enterprises/contractors should be given certain incentives so as to induce them to subcontract part of their activities to MSEs.

III. Promotional & Other Strategies:

· The Regional and Federal Governments should encourage future investments, both local and foreign, that offer the possibility of ancillarization.  In this regard, the government should encourage that future investments shall open up opportunities for sub-contracting and ancillary industries so that industrial linkages (backward and forward) could be enhanced.  This is also advantages for the enterprises engaged in sub-contracting since it will be easier to change part of the industry, in response to current fast changes in technology and demand patterns, than the whole. 

· Awareness creation on benefits of sub-contracting to both parties-contractor and sub-contractor should be given special consideration.  Particularly, the medium and bigger scale enterprises should be convinced to outsource certain part of their activities to smaller enterprises, since the benefits would outweigh the loses.

· Existing bigger companies should be encouraged/convinced to out source a share of their tasks together with the necessary machine or equipment for smaller firms in order to mitigate problems that could occur in case of idle capacity.  The small firms, leasing the machine/equipment from the bigger companies, could produce the required product as per the specification given and this might help to establish long lasting relationship.

· The large-scale industries should be given information on the advantages and possibilities of sub-contracting some of their work to small-scale industries. Particularly the practice should start from Government owned enterprises

· The small-scale industries must be informed of their obligations in sub-contracting in order to allay the fears of large enterprises regarding quality, reliability and capabilities of MSEs.

· Advice is necessary so that the MSE obtains appropriate equipment and technology for their operations and makes them ready for any modification in technology.  Research institutes can assist greatly in this respect

· The small sub-contractor to promote himself by convincing large industries that the arrangement could be mutually advantageous.

· The contractors to offer the sub-contractor advise on purchasing, finance, management, quality control and other technical assistance.

· International sub-contracting between large foreign companies and small sub-contractors in Ethiopia should be encouraged.

· Fairs and exhibitions can be used to expose the items contractors wish to have manufactured by small firms.  This can be done with cooperation of the government, private sector organizations and the large firms.

· Trade Unions to accept sub-contracting as a means of generating employment and form committees to promote it with the cooperation of the Federation of Employers.

· Training to entrepreneurs to be offered by the industrial training centers, polytechnics, institute of technology and other training organizations.

· Laws and regulations inhibiting the growth of MSEs to be studied and modified accordingly.

· Marketing research and promotion for Ethiopian products both locally and overseas to be given more emphasis.

· Changing the enabling environment in order to promote and facilitate the enterprise culture.

· Premises and physical infrastructure through such schemes as business zones, incubations and clusters for MSE should be encouraged.

· Organizing the MSEs in line with sectoral associations should be encouraged and facilitated.

7.   Possible areas of sub-contracting

As discussed earlier, the inter-linkage system in general and the subcontracting arrangement in Ethiopia in particular is not yet consciously developed. However, if the recommended strategy will be materialized and put into operation there will be plenty of potential firms that to be systematically interrelated in carrying out their business. Such interrelationship will contribute not only to their growth and livelihood income of the parties involved but also to the development of the overall economy of the country.   

Accordingly, taking into account the experience of the other countries as well as the concept of subcontracting, the following areas are possible avenues for exercising the subcontracting arrangement in Ethiopia:

· textile garment industries 

· leather garment industries

· food 

· beverages 

· light engineering

· machine and appliance industries

· maintenance

· heavy engineering

· handicraft industry

· electrical machinery, equipment and appliances

· machine tools industry

· radio and electronic industries

· building industry
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