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Abstract 

 

Many emerging countries in recent decades have relied on a development strategy that 

focused primarily on promoting the manufacturing sector and the exports of 

manufactured goods. However, an acceleration of growth of output and employment in 

manufacturing has eluded India. This is despite the fact that the central focus of the 

reforms in the 1980s and 1990s was to unshackle the manufacturing sector. Instead it is 

the services sector which has grown rapidly, contributing about two-third of GDP growth 

in recent years. This paper discusses the reasons behind the modest performance of the 

manufacturing sector in India post reforms. It argues that there are many factors that have 

inhibited the growth of industrial sector in India. One major factor is the rigid and strict 

labor laws which have affected the industrial performance in a number of ways, by 

keeping the size of the establishments small, by not encouraging the production of labor 

intensive goods, by pushing activities to the unorganized sector, and by keeping the 

Indian industry uncompetitive. Besides the labor laws other factors that are responsible 

for the modest performance of the manufacturing sector include difficulty in the 

acquisition of land for industrial use, inadequate financing and infrastructure, and 

cumbersome business climate. The paper presents arguments and evidence which shows 

the importance of these factors.  

 

Keywords: Delicesning, employment, growth, India, infrastructure, labor market 

regulations, liberalization, manufacturing, reforms, services 
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I. Introduction 

 

Many emerging countries in recent decades, including many East Asian countries and 

most recently China, have relied on a development strategy that focused primarily on 

promoting the manufacturing sector and the exports of manufactured goods. This is what 

India had hoped to achieve when it introduced substantial product market reforms in its 

manufacturing sector starting in the mid 1980s. Large payoffs were expected in the form 

of higher growth and employment generation after these policy reforms were introduced. 

However, the payoffs till date have been limited.  

 

India, no doubt, has grown impressively in the last fifteen years, but the main 

contribution to growth has come from the services sector rather than from the 

manufacturing sector. Moreover, within manufacturing it is the relatively capital- or skill-

intensive industries, not the labor-intensive ones that have grown faster, contrary to what 

one would expect in a labor abundant country like India.
 
 

 

One of the main components of reforms in India was the liberalization of the industrial 

licensing regime, or “delicensing”. Under the Industries Development and Regulatory 

Act of 1951 every investor over a very small size needed to obtain a license before 

establishing an industrial plant, adding a new product line to an existing plant, 

substantially expanding output, or changing a plant’s location. Over time, many 

economists and policymakers began to view the licensing regime as generating 

inefficiencies and rigidities that were holding back Indian industry. The process of 

delicensing started in 1985 with the dismantling of industrial licensing requirements for a 

group of manufacturing industries. Delicensing reforms accelerated in 1991, and by the 

late 1990s virtually all industries had been delicensed. Other major reforms that have 

been introduced in the Indian industrial sector include liberalization of  trade regime, 

abolition of policies which reserved certain sectors for small scale industries, and 

removal of barriers to the inflow of foreign capital.  

 

There are several factors which are believed to have limited the gains from reforms in 

India. These include rigid labor market institutions, regulatory burden which makes not 

only entry but also the exit of firms very difficult, lack of adequate infrastructure, 

unavailability of adequate financing due to underdeveloped financial markets, and 

perhaps the lack of political or administrative will to implement some of the reforms that 

have been announced. Difficulty in the acquisition of land has been experienced in recent 

years by the businesses in their attempts to set up large production units. Another factor 

that has been highlighted in the firm level surveys is the scarcity of skilled labor. This 

may not indicate the lack of labor per se but perhaps an indication of the difficulty of 

finding workers with the “right” skill set. As the skill requirement of the manufacturing 

sector increases, scarcity of skills may come up as a constraint going forward.  

 

 

In this paper we discuss the empirical evidence which shows the way in which various 

factors have affected the industrial performance. There are several papers in the literature 
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(Aghion et al. (2006), Besley and Burgess (2004), Krueger (2007), Gupta et al. (2008 and 

2009)) which discuss the factors affecting the growth in the industrial sector and some of 

them present systematic empirical evidence as well.  

 

One caveat of the empirical work on related issues is that due to data limitations as well 

as the difficulty in establishing the counterfactual, it is not quite possible to show the 

effects of these factors on industrial performance very precisely. For example, labor 

market regulations can affect the performance of the manufacturing sector through a 

variety of channels such as deterring entry, especially into the labor intensive sectors; 

encouraging firms to keep their size small, or worse still keeping their size so small that 

they operate in the informal sector; but none of the papers have managed to show these 

effects empirically.
2
 Based on the available evidence it is also not possible to quantify the 

relative gains that can be expected from relaxing each one of the constraints mentioned 

above.  

 

Our view is that it is the whole gamut of reforms, and not just partial reforms dealing 

with only some of the issues listed above, that would help turn the industrial sector 

around in India. Just as merely easing the entry barriers in the past has not proved to be a 

sufficient condition for faster growth in the sector, isolated reforms on any of these 

counts may not suffice as well. For example, even if the process of land acquisition for 

setting up industrial units is streamlined and the land can be acquired easily, unless labor 

market reforms are carried out as well, making it feasible for the firms to lay off workers 

or to close the production unit entry into the sector would remain limited.  

 

In India reforms are typically implemented only after they have been subject to a lot of 

debate and after some sort of a political consensus is reached on them. Since the federal 

governments in the recent past have been formed by a coalition of different political 

parties, representing different constituencies and different ideologies, the consensus 

building on reforms has become politically that much more important, and takes that 

much longer. The gestation lag in implementing the reforms, i.e., the time it takes from 

the initiation of the groundwork on a major reform proposal, to the time it is discussed 

and a consensus is built and it is finally approved by the legislators and implemented, is 

significant. Unfortunately, with respect to some of the crucial reforms, such as the ones 

related to the labor market, the groundwork has not even started. Thus the likelihood that 

some of the key constraints to the growth of manufacturing sector would be removed in 

the foreseeable future is small. A more likely scenario is that the current growth paradigm 

in the industrial sector would continue. 

 

                                                 
2
 The registered units are covered annually by the Annual Survey of Industries (ASI), whereas the 

unorganized sector is surveyed every five years by the National Sample Survey Organization (NSSO). The 

data from the two sources are not directly comparable. Data on aggregate organized and unorganized 

manufacturing at the all India level and states is provided in the national accounts. Most studies related to 

the performance of manufacturing sector in India focus on the registered manufacturing sector, since a lack 

of comparable annual data precludes any detailed study of the unorganized sector and its comparison with 

the organized sector. 
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The rest of the paper is organized as follows: Section II compares the Indian growth 

experience across sectors with the cross country experience. Section III compares the 

Indian manufacturing sector with that in selected other countries. Section IV provides an 

overview of the changes in the regulatory framework introduced in the industrial sector in 

India and discusses the empirical evidence which shows how these regulatory changes 

have affected the manufacturing sector. Section V discusses the factors that have 

inhibited the growth in the industrial sector. Section VI looks at the way some of these 

factors have affected the relative size of the services and industrial sectors. The last 

section concludes.  

 

 

II. Growth and Structural Transformation in India in Context with the 

International Experience
3
 

 

Many observers (for example, Gordon and Gupta (2004), Kochhar et al. (2006), and more 

recently Eichengreen and Gupta (2010)) have documented the pattern of structural 

transformation in India and have shown that while India seems to have left behind its 

days of the Hindu-growth rate and has grown rapidly in recent years, its industrial sector 

has underperformed the services sector. Thus the share of industrial sector in GDP has 

remained more or less constant, while that of services has increased, and agriculture has 

declined.  

 

Figure 1 shows the shares of agriculture, industry, and services sectors in GDP in India 

since independence. The share of agriculture has steadily declined from 55 per cent in 

1950-51 to less than 18 per cent in 2007-08. The share of industry, on the other hand, 

increased rapidly in the first 15 years after independence, rather modestly from mid 

1960s through the early 1990s, and has stagnated since then. Meanwhile, the share of the 

service sector has increased from 30 per cent of GDP in 1950 to 55 per cent in 2007-08, 

if anything at an accelerating pace as the period progressed.
4
  

 

 

 

 

 

 

 

 

 

Figure 1: Shares of Agriculture, Industry and Services in India 

 

                                                 
3
 This section draws from Eichengreen and Gupta (2009) and Eichengreen and Gupta (2010). 

4
 CSO, the main source of data for GDP growth and sectoral growth rates in India, defines agriculture as 

including agriculture, and forestry and fishing; and industry as manufacturing, electricity, gas and water, 

mining and quarrying and construction. Year 2007-08 refers to the period April 2007-March 2008, we 

alternatively refer to it as 2007.  
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Source: Central Statistical Organization, India. 

 

 

Figure 2 shows the average growth rates of agriculture, services, manufacturing and 

industry over these periods. It shows even more clearly how the growth rate of services 

has accelerated while that of agriculture has declined. The growth of industry has been 

more modest than that of services, averaging 6 per cent during the 1990s and though a 

little higher since the turn of the century, growth in the industrial sector still remains 

below that of the services sector. Has India’s pattern of development been unusual in 

anyway?  

 

Eichengreen and Gupta (2009, 2010) use data for 80 countries from 1950-2006 to 

compare the evolution of the shares in GDP of the three main sectors, namely, 

agriculture, industry, and services, in India with the experience of other countries. They 

estimate the relationship between the share of industry in GDP and per capita income as a 

cubic polynomial in log per capita income. Regressions include country fixed effects and 

allow for a different intercept in 1970-1989 as well as 1990-2006; and a different slope in 

1990-2006.
5
 

 

 

 

                                                 
5
 They use data from the World Development Indicators, which, consistent with the CSO, defines 

agriculture as including agriculture, and forestry and fishing; and industry as manufacturing, electricity, gas 

and water, mining and quarrying and construction.  For further details see Eichengreen and Gupta (2009, 

2010). 
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Figure 2: Sectoral Growth Rates 

(Average Annual Growth Rates) 
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Source: Central Statistical Organization, India 

 

 

Figure 3, shows this estimated relationship between the share of industry in GDP and per 

capita income and the two standard deviation bands. The figure shows that the share of 

industry rises rapidly at low incomes, peaking at around 40 per cent of GDP and an 

income level of $8,000 (in year 2000 US purchasing power parity dollars). It also shows 

that over time the share of the industrial sector has tended to peak at a lower level of per 

capita income. The observations for India suggest that until the mid-1990s the industrial 

sector was larger than the international norm. Since then the pace of growth in industry 

has been the same as that of overall GDP, keeping the share of industry stagnant. The 

figure shows that it is indeed unusual for a country, as is the case in India, to have a 

stagnant share of industry in GDP at the level of per capita income.  

 

Figure 4 is the analogous relationship for services.
6
 It shows the estimated relationship 

between the share of services in GDP and per capita income as a quartic polynomial in 

                                                 
6
India’s behavior in terms of agriculture’s share confers with the experience of other countries at a similar 

stage of development. It is right on top of the predicted downward sloping relationship with respect to 

income.  
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log per capita income. Regressions include country fixed effects, and allow for different 

intercepts in 1970-1989 and in 1990-2006; and a different slope in 1990-2006. 

 

Figure 3: Industry’s Share in GDP and Per Capita Income 
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Source: Eichengreen and Gupta (2009, 2010).  

 

Based on these regressions the service sector appears to grow in two waves (shown in 

Figure 4). In the first wave the share of services in output rises at modest incomes but at a 

decelerating pace as growth proceeds, leveling out at a per capita income of $1,800 

(measured in 2000 purchasing-power-parity dollars). In the second wave, the share of the 

service sector begins rising again at a per capita income of roughly $4,000 before 

eventually leveling off again. The evidence also suggests that the second wave starts at 

lower levels of income after 1990 than before. 

 

Comparing the Indian services share against this backdrop we observe that the Indian 

service sector was stunted all through the 1950-1990 period, with the gap widening after 

1960. Although the share of services started rising rapidly in the 1980s, India continued 

to lag the international norm. After 1990 there is a rapid convergence to the predicted 

values. As of 2005, India’s service-sector share increased to a level significantly above 

that predicted by the international cross section for a country with its level of per capita 
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income.
7
 Eichengreen and Gupta (2010) show that when the pattern of growth in 

individual services is compared with that observed in a selected sample of countries, the 

trends are found to be similar to the ones experienced in other countries at comparable 

levels of income, except the modern services (business services, communication and 

financial services) which have grown exceptionally fast in India. A relevant question to 

ask is that if services sector operates within the same regulatory framework, and with the 

same level of infrastructure that the industry faces then how can one explain the relatively 

better performance of the Indian services. We take up this issue in a later section.  

 

 

Figure 4: Services Sector Share in GDP and Log Per Capita Income 
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Source: Eichengreen and Gupta (2009, 2010).  

 

Eichengreen and Gupta (2009) distinguish three groups of services according to whether 

their shares in GDP in the OECD countries have fallen, risen slowly, or risen rapidly. 

Group I is traditional services – retail and wholesale trade, transport and storage, public 

                                                 
7
 Kochhar et al. (2006), using a cross-section of countries find that the share of value added in 

manufacturing in India in 1981 exceeded the international norm (when they control for the income level, 

however, after correcting for country size, this difference becomes statistically insignificant). At the same 

time, India’s share of services in value added was significantly below that for other countries in 1981. 

However, by 2000 the share of services in GDP was significantly more than could be expected for 

countries with India’s level of development and size. 
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administration and defense – whose share in GDP has fallen in the advanced countries.  

Group II is a hybrid of traditional and modern services consumed mainly by households – 

education, health and social work, hotels and restaurants, and other community, social 

and personal services – whose share has risen linearly with per capita income.  Group III 

is made up of modern services consumed by the household and corporate sectors – 

financial intermediation, computer services, business services, communications, and legal 

and technical services – whose share in GDP in the OECD countries has risen rapidly. 

  

Service-sector growth in India is widespread across activities. However, the 

fastest growing activities are business services, communication and banking, all of which 

belong to Group III. Business services, which include computer-related services, 

machinery rental, accounting, legal services, technical services, and research, of which 

computer services (which accounted for more than four-fifths of business services in 

2008-09) is the single fastest-growing segment. Financial services include banking and 

insurance, with banking being the largest and fastest growing. Other rapidly growing 

sectors include hotels, restaurants, education, health (Group II), and trade and transport 

(Group I). The transport sector includes road transport, railway transport, air transport 

and water transport. The most dynamic of these is road transport, which has increased 

six-fold since early 1990s. The stagnant service sectors have been public administration 

and defense, whose growth seems to have leveled off, and miscellaneous other personal 

services. 

 

Eichengreen and Gupta (2010) show that the share of Group I services stagnated 

following an early period of rapid growth. In contrast, the share of Group II continued 

growing steadily, while that of Group III has accelerated since 1990. On balance, then, 

India has been moving in the direction of higher-tech services.  

 

Some observers have dismissed the growth of modern services on the grounds 

that these activities constitute only a small share of output and therefore contribute only 

modestly to the growth of GDP.  Eichengreen and Gupta (2010) show that the 

contribution of communication, business services, financial services, education, health 

and hotels and restaurants has in fact risen to the point where it accounted for more than 

four percentage points of growth to services (roughly half of total growth) in 2000-08. 

These activities alone explain most of the acceleration in services sector growth. The 

contribution of trade, transport, public administration and defense to the growth of 

services has remained stable since1980s, indicating that these activities have not played a 

role in the acceleration in the rate of growth of service sector activity. 

 

Eichengreen and Gupta (2010) further compare the growth of different services in 

India and the OECD countries, using EUKLEMS data. They show that the share of 

Group I services in India is in line with the international norm. The share of Group I 

services starts tapering off at a per capita income level of $3,000 in 2000 PPP USD, 

which is close to India’s 2008 per capita income of roughly $2,900 (again in year 2000 

PPP dollars). Thus the share of Group I services is likely to stabilize soon. 
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The share of Group II services is similarly unexceptional. International 

comparisons suggest that some activities within this group, such as health care and 

education, have considerable scope for expansion. Group III services have been the 

fastest growing in India and that their take-off began at much lower incomes than in the 

OECD countries.  

 

Bosworth, Collins and Virmani (2007) discuss the limitations of the sectoral GDP and 

employment data in India. They express reservations about the quality of the data in 

activities that are conducted in the informal (unorganized) sector and point to the 

possibility that data on price inflation for services are not reliable and emphasize the 

shortcomings of the annual data for employment in services. They suspect that service-

sector growth is probably overestimated because the price deflator underestimates 

inflation for services. Similar concerns have been raised by Nagraj (2007). Eichengreen 

and Gupta (2010) discuss these data issues but conclude that even if the measurement of 

value added in unorganized sector is likely to be imprecise, the direction of the bias is not 

clear. They specifically address the concern of Bosworth et al (2007) that the rate of 

increase of deflators for certain services is underestimated, by comparing the relative 

deflators for services sub-sectors (relative to the deflator for manufacturing for India) 

with the average of the OECD countries. They find that for all the services (except 

banking), the deflator has grown either faster or at the same pace in India as in the OECD 

countries. Thus, deflators for services in India do not underestimate price inflation.  

 

 

III: Characteristics of the Indian Manufacturing Sector 

 

There are certain other facets of the industrial sector in India, besides a stagnant share in 

GDP, which are somewhat unique to the Indian growth experience. Some of these are 

discussed below. 

 

 

A. Informal Sector 

 

The manufacturing sector in India is characterized by a duality. There is a formal sector, 

also referred to as the registered sector, defined as the units employing 10 or more 

workers using power, and those employing 20 or more workers without using power; and 

a large informal sector, or unorganized sector, referred to as the “unregistered” 

manufacturing. The unorganized sector is very much a manifestation of the regulatory 

framework that businesses face in India. As Panagariya (2008) shows the moment a 

manufacturing unit exceeds a certain size it is subjected to a whole host of regulations. 

Hence, unsurprisingly, a large number of units choose to remain in the unorganized 

sector.  
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The share of the registered manufacturing sector in total manufacturing value added has 

been increasing since 1980 and by 2007-08, registered manufacturing sector accounted 

for 70 per cent of the total manufacturing value added. Though in terms of employment, 

the unorganized manufacturing continues to account for 80 per cent of employment 

(based on the 2000-01 NSSO round on unorganized manufacturing and ASI data on 

organized manufacturing). In comparison, in China the formal sector accounts for a 

majority of both employment and output of the manufacturing sector.
8
 

 

 

 

B: Size of the Manufacturing Unit 

 

A second peculiar feature of the Indian manufacturing is the small size of the 

manufacturing unit with in the formal sector. Kochhar et al. (2006) compare the average 

size of establishments, as measured by valued added per establishment, in India with the 

average size of the manufacturing sector as a whole and for the nine largest industries in 

tem emerging market countries. They find that the average size of the establishment in 

India is much smaller at about US$300,000 compared to a size of about US$4 million in 

the comparator countries.  

 

An alternative way to look at this is the size distribution of manufacturing sector 

employment. Table 1 shows that the share of employment in higher employment intervals 

(100-199 and above) is much larger in the case of China’s manufacturing firms than in 

the Indian registered factories.
 9

 In China among manufacturing firms of designated size 

and above, only 25 per cent of the firms and 3.3 per cent of total employment belong to 

the firms with less than 50 employees, while in India the respective shares in this low 

interval are nearly three-fourth of factories and more than 20 per cent of employment in 

those factories. 

Table 1: Size Distribution in the Formal Manufacturing Sector: China and India   

 

  China   India 

Employment Designated size and above 
 

Registered Manufacturing 

Interval % firms % employment 
 

% factories % employment 

0-49 25.0 3.3 
 

76.8 20.5 

50-99 26.2 8.2 
 

10.7 11.7 

100-199 23.0 14.2 
 

6.1 12.8 

200-499 17.3 23.3 
 

4.0 17.2 

500-999 5.3 15.9 
 

1.5 12.2 

1000-1999 2.0 12.2 
 

0.6 8.4 

2000-4999 0.9 12.1 
 

0.3 8.3 

                                                 
8
 Defined as all state-owned industrial enterprises and non-state industrial enterprises with annual sales 

over five million Yuan. Source: Kumar (2008) 

 
9
 van Ark et al. (2009) note that it may not be easy to compare China’s manufacturing firms of designated 

size and above and India’s registered manufacturing factories. China’s cut-off criterion in the firm 

distribution is the level of annual sales, whereas in India it is the number of employees. Besides the Indian 

data is at the factory level, the Chinese data is at the firm level (a firm may have more than one factory). 
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D: Skill Intensive Sectors 

 

Another peculiar feature that has often been pointed out is that India’s manufacturing 

sector has been more skill intensive than would be expected for a country with a similar 

level of development as India (Panagariya (2004) and Kochhar et al. (2006)). Panagariya 

(2004) argues that reforms have been unable to provide an impetus to the labor-intensive 

manufacturing industries in India and exports of labor intensive-industries have not 

grown rapidly. On the other hand it is the capital- or skilled labor-intensive industries that 

have seen the fastest export growth.  

 

Kochhar et al. (2006) show that the composition of the Indian manufacturing sector is 

inclined towards the skill intensive sector. Using cross-country data on composition of 

the manufacturing sector at the beginning of the reform period in 1981 as well as twenty 

years  later in 2000, they show that the value added in above-median-skill-intensive 

industries relative to the value added in the below-median skill intensive industries in 

India was above what would be expected both in 1981 and 2000.  

 

 

IV: Indian Policy Framework and Liberalization 

 

Since the early-1950s and up until the early-1980s, the evolution of India's manufacturing 

sector was guided by industrial and trade policies that protected the domestic industry 

and gave the state a central role in investment decisions. Industrial policy worked through 

an elaborate system of industrial licensing. Under the Industries Development and 

Regulatory Act of 1951 every investor over a very small size needed to obtain a license 

before establishing an industrial plant, adding a new product line to an existing plant, 

substantially expanding output, or changing a plant’s location.  

 

A strict regime of import and export controls defined trade policy. Tariff rates as high as 

200 per cent were not uncommon, non-tariff barriers remained widespread, and the 

industrial licensing regime continued to impose binding constraints on the entry and 

growth of most firms. In addition, beginning 1950, the policy of small-scale reservations 

was initiated to encourage labor intensive manufacturing in the private sector. The key 

element of this policy, introduced in 1967, was that production and all further expansion 

or capacity creation in some products was reserved only for the small-scale sector. The 

medium- or large-scale units were allowed to continue production but were not permitted 

any further capacity expansion. The small scale industries reservation and its progressive 

expansion to include all the unskilled labor intensive products resulted in the size of these 
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units remaining very small while the large players were not allowed to reap the 

economies of scale by expanding capacity.
10

  

 

While the state-led import substitution policy framework helped create a diversified 

manufacturing sector, industrial stagnation since the mid-1960s – increasingly blamed on 

the policy framework – led to some marginal efforts aimed at liberalizing these regimes 

in the late 1970s and early-1980s (see Ahluwalia 1987, 1991). In the process the 

industrial and import licensing requirements were eased. More serious efforts to 

unshackle the industrial sector from various regulations began sometime in the mid-

1980s. These reforms consisted of abolition of the licensing regime, liberalization of the 

trade regime, and removal of restrictions on foreign investment.  

 

One major reform that was introduced in 1985 was delicensing, i.e. the exemption from 

the requirement of obtaining an industrial license. Automatic entry into about 25 broad 

categories of industries was allowed at the time. The next major reform of the licensing 

regime came in 1991 when the industrial licensing was abolished except in the case of a 

small number of industries (see Figure 5 for the time path of delicensing). This was also 

the year in which a decisive break was made with the trade policies of the past. The 

liberalization of 1991 included the removal of most licensing and other non-tariff barriers 

on the imports of intermediate and capital goods, the simplification of the trade regime, 

devaluation of the Indian rupee and the introduction of an explicit dual exchange market 

in 1992 (see Figure 6). For a detailed discussion of the evolution of the trade policy 

regime in the Indian manufacturing sector and its various sub-sectors see Das (2003) and 

Pursell et al. (2007).  

 

 

 

 

Figure 5: Cumulative Share of Industries Delicensed 

                                                 
10

 Mohan (2002) provides a comprehensive discussion and a critical evaluation of the small-scale industry 

policy in India. 
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Figure 6: Average Nominal Rate of Protection in Manufacturing, 1988 to 1998 

 

149 149 149 149

107

85

67

50 45 39 44

0

20

40

60

80

100

120

140

160

1
9

8
8

1
9

8
9

1
9

9
0

1
9

9
1

1
9

9
2

1
9

9
3

1
9

9
4

1
9

9
5

1
9

9
6

1
9

9
7

1
9

9
8

A
ve

ra
ge

 T
ar

if
f 

(%
)

 
Source: Hasan et al. (2007) 

 

 

Another major reform was the dereservation of sectors under the small scale industries. 

While dismantling of the licensing regime began in the mid-eighties, dereservation of the 
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small scale sector began only in 1997. The total number of products on the list was 

progressively trimmed from 821 in 1998-99 to 21 items in October 2008.
11

  

 

 

V. What is Still Holding Back the Growth in the Indian Manufacturing Sector 

 

As is widely recognized the payoffs from these reforms have been small in terms of the 

growth of the industrial sector or employment generation. The gains have perhaps also 

been concentrated in certain regions or in certain sectors. Evidence in Gupta et al. (2009) 

shows that the delicensing reforms have resulted in relatively higher growth of the 

industries which are not intensive in the use of unskilled labor, and of industries which 

rely less on infrastructure. Evidence therein also shows that the reforms have yielded 

higher growth in states which have flexible labor markets and have better infrastructure 

and more developed financial sector. Thus while the overall growth effect from 

delicensing has been small, it has been particularly small in labor intensive industries. In 

addition employment elasticity of growth in industry has been small, and employment 

generation has been sluggish in the post reform period. Next we discuss the factors that 

are considered responsible for the rather muted effect of reforms on the industrial sector’s 

performance.  

 

 

A. Labor Market Regulations 

 

One key factor that is believed to have limited the gains from reforms is the labor market 

institutions in India, which are considered to be quite rigid and by some observers, even 

more rigid than those in most OECD countries (OECD (2007)). Even though extensive 

product markets reforms have been undertaken in India these have not been 

complemented by the reforms of the labor market regulations (see Krueger 2007, 

Panagariya 2008). India's labor regulations have been criticized on many counts 

including the sheer size and scope of regulations, their complexity, and inconsistencies 

across individual pieces of regulations.  

 

Under the Indian constitution both the federal and the state governments have jurisdiction 

over issues related to labor. Panagariya (2008) reports that there are 45 different national 

and state level labor legislations in India. The labor laws apply only to the organized 

sector, i.e., only to factories above a certain size in terms of the number of employees.
12

 

As the size of factory, in terms of the number of workers employed, increases it 

increasingly becomes subject to more legislations. For example, if a factory has more 

than 10 employees it comes under the purview of the Factories Act 1948 with regulations 
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 http://commerce.nic.in/pressrelease/pressrelease_detail.asp?id=2325.  Mohan (2002) provides a 

comprehensive discussion and a critical evaluation of the small-scale industry policy in India. 

 
12

 As observed by the Economic Survey 2005-06, the Indian labor market is characterized by a dichotomy 

in which the establishments in the unorganized sector are not subject to any regulation, while the organized 

sector is regulated fairly stringently.  

 

http://commerce.nic.in/pressrelease/pressrelease_detail.asp?id=2325
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concerning the safety norms, overtime, employment of women etc. When the employee 

size increases beyond 20, it becomes subject to the Employees Provident Funds and 

Miscellaneous Provisions Act of 1952; and at 50 or more workers it has to offer 

mandatory health insurance to the employees and is subject to the worker-management 

dispute resolution process under the IDA 1947. At a size of 100 and above the factory 

loses the right to fire workers or to even reassign their work, change their working 

conditions, or technologically upgrade the facility.
13

 

 

As Debroy (2010) points out, among the regulations governing the employment of labor 

in India, a few specific pieces of the legislation are considered more constraining to the 

Indian firms. These include Chapter VB of the Industrial Disputes Act (IDA), Section 9A 

of the IDA, and Section 4 of the Trade Unions Act. As per Chapter VB of the IDA it is 

necessary for firms employing more than 100 workers to obtain the permission of state 

governments in order to retrench or lay off workers.
14

 While the IDA does not prohibit 

retrenchments, but as Datta-Chaudhuri (1996) has argued, states have often been 

unwilling to grant permission to retrench. 

 

Section 9A of the IDA lays out the procedures that must be followed by employers before 

changing the terms and conditions of work which introduces additional rigidities for 

firms in using their existing workers effectively.
15

 In particular, worker consent is 

required in order to modify job descriptions or to move workers from one plant to another 

in response to changing market conditions.  

 

Another complex regulation is the Trade Union Act of 1926 that regulates the formation 

and working of trade unions. Under Section 4 of the original Trade Unions Act, any 

seven people could form and register a trade union. These seven people or the office 

bearers of the unions did not have to be employees of the factory. It was also not required 

under the Act to test the representativeness of a trade union, through secret ballots or 

otherwise. According to Anant (2000), this resulted in the proliferation of multiple and 

rival unions, making it difficult to arrive at a consensus among workers. Following the 

recommendations of the Second Labor Commission, amendments were introduced in the 

Trade Unions Act in 2001 whereby union registration required that at least 10 per cent or 

one hundred of the workmen, whichever was less, were engaged or employed in the 

establishment or industry with which it was connected.
16

 The amendment further 

stipulated that for a trade union to be registered it should have at last seven members 

                                                 
13

 For a detailed review of Indian labor regulations and the debate surrounding the issue of rigidity, see 

Anant et al. (2006), and Panagariya (2008).  
14

  Until 1976, IDA allowed firms to layoff or retrench workers as per economic circumstances as long as 

certain requirements such as the provision of sufficient notice, severance payments, and the order of 

retrenchment among workers (last in first out) were met. An amendment in 1976 (the introduction of 

Chapter VB), however, made it compulsory for employers with more than 300 workers to seek the prior 

approval of the appropriate government before workers could be dismissed.  A further amendment in 1982 

widened the scope of this regulation by making it applicable to employers with 100 workers or more.  
15

 An employer must give a notice of three weeks in writing to the workers of any change in the working 

conditions including change in shift work, grade classification, rules of discipline, technological change 

that may affect the demand for labor, changes in process or department etc.  
16

 http://www.commonlii.org/in/legis/num_act/tua2001230/ 
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employed with the establishment or the industry with which the proposed trade union was 

to be connected, on the date of the application. In addition, eligibility provisions related 

to office-bearers were strengthened to ensure that no more than a certain number of office 

bearers were outsiders, and the holding of annual elections and auditing of accounts was 

made mandatory.   

 

Hiring contract workers can enable firms to get around many of the regulatory 

restrictions on adjusting employment levels, production tasks etc., however, Section 10 of 

the Contract Labor Act, which empowers the Government to prohibit the employment of 

contract labor, limits this course of action. 

 

Some analysts believe that India’s labor laws do not matter much for the industrial 

performance. The view is that the rigidity inducing regulations have been either ignored 

(see Nagaraj (2002)) or circumvented through the increased usage of temporary or 

contract labor (see Datta (2003) and Ramaswamy (2003)). Sharma (2006) argues that the 

use of voluntary retirement schemes, closures via informal routes (such as non-payment 

of electricity bills), use of temporary and contractual workers, dispensing away with non-

core activities and related workers, and outsourcing have allowed Indian industry to 

adjust its workforce despite the labor regulations.
17

  

 

Ultimately, whether India’s labor laws have created significant rigidities in labor markets 

or not is an empirical issue. Since under the Indian constitution both the federal and the 

state governments have jurisdiction over issues related to labor, there is useful variation 

across states in the way labor regulations have evolved and have been implemented. 

Several papers exploit this variation to ask whether the industries have benefited less 

from liberalization in the states with more rigid labor market regulations. The evidence 

overwhelmingly supports the view that the labor market regulations have inhibited the 

growth of industrial growth in India.  

 

Besley and Burgess (2004) and Aghion et al. (2006), for example, have looked at the 

effect that labor regulations have had on industrial growth in India. They use state-level 

amendments to the Industrial Disputes Act (IDA) to classify states as pro-worker, neutral, 

or pro-employer. While Besley and Burgess find that industrial performance has been 

weaker in Indian states with pro-worker labor laws, Aghion et al. (2006) find that states 

with pro-worker labor laws experienced limited benefits from delicensing reforms. 

 

In recent work, Gupta et al. (2009) have analyzed the impact of delicensing on industrial 

performance by using a somewhat different approach. In addition to labor regulations 

they also look at the role of factors in influencing industrial performance. In particular, 

they look at how the availability of infrastructure or financial depth at the state level has 

affected the growth of India's manufacturing sector post delicensing. They draw upon the 

work of Bhattacharjea (2008), OECD (2007), Ahsan and Pages (2007), and Besley and 

Burgess (2004) for classifying states’ stance on labor regulations. Finally, instead of 

relying solely on cross-state heterogeneity in labor regulations, they also rely on 

heterogeneity in industry-specific characteristics. Using the industry level data from 
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 For a further discussion see, Papola (2008). 
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India's organized manufacturing sector they find that the impact of delicensing has been 

highly uneven across industries. In particular, industries which are labor intensive have 

experienced smaller gains from reforms. One of their most powerful results is the one 

which shows that the states with relatively inflexible labor regulations have experienced 

slower growth of labor-intensive industries and slower employment growth.  

 

Figure 7: Real Output in Labor Intensive Industries in States with Flexible and 

Inflexible Labor Laws 
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Figure 7 above compares the growth of labor intensive industries in states with flexible 

labor laws with that in states with inflexible labor laws. It shows that the growth in labor 

intensive industries has been faster in states with flexible labor laws as compared to the 

states with inflexible labor laws. Further, the difference in the performance of the labor 

intensive industries in states with flexible labor laws and states with inflexible labor has 

increased over time. This highlights the importance of considering not only industry- and 

state-specific features but also how these two might interact in understanding the 

industrial performance in India. 

 

Labor reforms are considered to be one of the most politically-difficult reforms that need 

to be implemented in India, but there are areas in which useful progress can be made. For 

example, the less controversial labor reforms (such as unifying and harmonization of 

statutes, and reducing the procedural and transaction costs) can be carried out with 

relative ease, and the irrelevant laws can be eliminated or simplified. For the more 

contentious regulations, it might perhaps be useful to move them fully to the state list. It 

might also be useful to start with small steps when it comes to liberalizing lay-offs (or 
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retrenchment) related labor laws. To begin with, for example, the firms that have been 

unprofitable for a certain number of consecutive years can be given the right to exit, and 

lay off labor (with appropriate severance pay); or while the existing workers can be 

grandfathered, the firms can be given the right to fire newly hired workers. Allowing the 

firms flexibility in conditions under which workers can be reassigned to other tasks; or 

allowing for provisions for the speedy resolution of worker-management disputes might 

also be easier to carry out.
18

 

 

To make the changes in labor market regulations politically more acceptable the Chinese 

experience might offer some useful lessons for India. The large scale labor market 

reforms and the large restructuring of public sector enterprises in China were carried out 

simultaneously and the sequencing of related reforms, such as social security, pension 

reforms etc., was calibrated carefully. Importantly the local and provincial governments 

were allowed to carry out the reforms as they deemed appropriate. It served two 

purposes, first the programs could be tailored to the needs of specific geographical areas 

and industries; and second, opposition, if any, was localized and could be addressed at 

that level rather than it derailing the whole process (see Gupta and Palit (2010) for 

details).  

 

The discussion so far has focused on how the labor laws have affected the performance of 

the Indian manufacturing sector. A related point, and one of equal interest, is how have 

the labor regulations affected the services sector. The answer to this is not 

straightforward. While theoretically fewer regulations apply to services, e.g. key aspects 

of the Industrial Disputes Act (1947), such as Chapter VB, apply to establishments as 

defined in the Factories Act which cover the manufacturing sector (the services sector 

come under the Shops and Establishments Act); and some services  under private 

ownership are not covered by the Trade Union Act. In practice, even the laws that do 

apply to services have not been invoked. Thus in effect there are no known cases in 

which the modern services in organized sector have been affected by the application of 

labor laws. Anecdotal evidence suggests that in the fast growing modern sectors such as 

IT, finance and communications, labor is not unionized and the labor unions do not even 

exist.  

 

 

B. Infrastructure Bottlenecks  

 

Another well known constraint on growth in India is its crumbling infrastructure. One 

does not need any scientific evidence to show that infrastructure in India needs to be 

improved, as the erratic and costly electricity supply, congested roads, ports and airports 

are for all to witness. The 2007 OECD Economic Survey of India compares infrastructure 

in India with other countries and finds that India has fallen behind badly in most of the 

areas. According to the Deputy Chairman of the Planning Commission, Mr. Montek 

Singh Ahluwalia, India needs to increase its investment in infrastructure from 5 per cent 

of GDP in 2006-07 to about 9 per cent of GDP by the end of the Eleventh Five-Year 

Plan, by 2011-12, (McKinsey, 2007). Total investment in infrastructure as a share of 

                                                 
18

 See Panagariya (2008), Debroy (2010) and Report of the Second National Commission on Labor (2002).  



20 

 

GDP in India during the Tenth-Five Year Plan (2002-03 to 2006-07) is anticipated to be 

about 5 per cent, and during the Eleventh-Five Year to be around 8 per cent according to 

the revised estimates (Haldea 2010).   

 

An interesting comparison in this regard is with the infrastructure investment in China. 

As a share of the GDP, infrastructure investment in China in 2005 was 7.6 percentage 

points greater than the average investment during the Tenth-Five Year Plan in India and 

4.6 percentage points greater than the projected investment for the Eleventh-Five Year 

Plan in India. Not only is China’s investment as a share of GDP greater than that of India, 

China’s GDP base is larger as well.
19

 

 

To examine the impact of infrastructure on industrial performance, Gupta et al. (2008) 

classify industries according to their intensity of use of the infrastructure (i.e. the ratio of 

expenditure on energy and distribution to gross value added) and find that post 

delicensing industries more dependent on infrastructure grew less as compared to 

industries which are not as dependent on infrastructure. Gupta et al. (2009) use the 

variation in availability of infrastructure varies across states to show that the gain in 

manufacturing sector output in the post delicensing period has been smaller in states with 

inferior infrastructure.
 20

  

 

C. Financing Constraints 

 

A third factor affecting the growth of the industrial sector has been that the financial 

sector has not able to meet the credit requirements of the small and medium sized firms, 

thus holding back their growth (see Banerjee and Duflo 2004; Nagaraj 2005; McKinsey 

2006).
21

  

 

There have been several far reaching reforms in the financial sector consisting of 

deregulation of interest rates, some dilution of public ownership of banks, and opening up 

of the sector to private domestic and foreign banks. While all of these reforms have 

helped the banking sector become more competitive, profitable, efficient and resilient, 

ownership has remained largely with the government, with the public ownership of banks 

being around 70 per cent. Another feature of the banking sector is the low share of credit 

allocation to the private sector because of regulations on the allocation of credit which 

require banks to allocate a substantial percentage of their total advances to government 

securities and other priority sectors. Banerjee et al. (2004) show that the Indian firms 

remain credit constrained, and attribute it partly to the incentive structure that the bank 

managers face, which discourages them to lend to the private sector, lest they incur non-

performing loans. In effect then they prefer to invest in safe government securities (see 

Banerjee and Duflo, 2004) 
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 Source: Authors’ calculation, Planning Commission (2007), Haldea (2010), Lall et al. (2007). 
20

 Issues related to infrastructure have been discussed in detail by Stuti Khemani in Chapter 18 of this 

volume.  
21

 Also see Chapter 25 by Subhasis Gangopadhyay. 
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In a forthcoming paper Gupta, et al. (2010) show that the public sector banks’ credit 

allocation behavior is driven by the size of the fiscal deficit that the government has to 

finance, regardless of the formal statutory requirement on credit allocation. In other 

words, public sector banks are captive sources for financing the government deficit and 

this is perhaps affected through moral suasion rather than regulation. Thus the public 

banks increase holdings of government securities more than the private banks in response 

to an increase in the deficit. Unsurprisingly then, as we discuss below, lack of financing 

often figures as a major constraint to the growth of firms.  

 

Gupta et al. (2008) show that industries more dependent on external finance have 

witnessed slower growth  as opposed to those less dependent on external finance. They 

also show that industries dependent on external finance have fared much worse in terms 

of new factories, employment generation as well as new investment relative to those less 

dependent on external finance.  

 

 

D. Land Acquisition 

 

Another factor limiting dynamism, related to both entry and exit, in the industrial sector 

in India is the vexed issue of land reforms. Along with labor regulations, land reforms 

have proved to be a contentious issue and politically difficult to introduce. Land laws in 

India are largely legislated at the state level in which the Central government plays a 

rather limited role. While the successive Five-Year plans have recognized the need for 

land reforms, but the big landowners, who command considerable political influence at 

the state level, have been able to lobby effectively on policies relating to land reforms. 

Consequently, there is considerable difference in the extent of both legislation as well as 

implementation of land reform related laws across states.
22

  

 

In addition, several laws at the city and the state level have emerged as constraints to the 

emergence of a well-functioning land market in urban India and have consequently led to 

high land prices. These include the Urban Land (Ceiling and Regulation) Act (ULCRA) 

of 1976. The Central Government repealed the ULCRA in 1999-2000, but to actually 

abolish the ceiling, the states need to reform their respective laws. Some states such as 

Punjab, Uttar Pradesh, Madhya Pradesh, Rajasthan, Gujarat, and Haryana have done this, 

but some others such as Andhra Pradesh, Maharashtra, Kerala and Orissa have not done 

so.  

This issue has come to limelight in recent years as the government, under the law of 

eminent domain, which allows it to take over a land for its own use or for delegation to a 

third party for public use, has tried to acquire land for industrial projects. Lack of clarity 

in this law has led to delays in acquiring land for various infrastructure projects. Land 

acquisition by various state governments for special economic zones has resulted in 

violent protests resulting in fatalities (for example, land acquisition for two of the special 

economic zones planned in Haryana and Maharashtra has met with severe resistance from 

the farmers). More recently, acquisition of land by the West Bengal Government for 
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 For discussion on issues related to land reforms see Panagariya (2008). 
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leasing to Tata Motors for manufacturing the much-publicized Nano car resulted in 

strong protests from farmers on account of inadequate compensation. Ultimately, Tata 

Motors moved the entire proposed investment out of West Bengal and the new plant was 

eventually set up in Gujarat. The incident also served to highlight the political economy 

issues involved in acquiring agricultural land for non-agrarian purposes and the need to 

satisfy the various constituencies involved. 

Since Chapter 11 of this volume provides a detailed discussion of how land has emerged 

as a constraint to industrialization and issues related to the acquisition of agricultural land 

for purposes of industrialization, we do not delve into the details here.  

E. Further Factors pointed out in the Enterprise Surveys
23

  

 

Besides the factors reported above, the Investment Climate Survey (ICS) conducted by 

the World Bank indicates tax related issues and business environment as the constraints 

that the Indian firms face. The data reported in the World Bank's investment climate 

survey consists of the responses of managers to questions about how various regulatory 

and other factors influence their firms. A key question is about the extent to which 

various factors, ranging from regulatory and governance issues to infrastructure related 

concerns are considered "a problem for the operation and growth" of the surveyed firm's 

business.  

 

The World Bank’s Investment Climate Survey, gives the fraction of firms describing a 

given factor as a major or very severe obstacle in the 2005 ICS survey (similar patterns 

are observed using the 2002 ICS survey). Tax related issues, such as the tax 

administration system or complaints about tax rates, are considered to be a major 

constraint by more than 40 per cent of respondents. Besides the tax related issues, 

infrastructure is seen to be a critical obstacle for the operations and growth of the firms.
24

 

Almost 40 per cent of the respondents cite infrastructure as a major or severe obstacle. In 

a follow-up question on what constituted the single most important obstacle for firms’ 

operation and growth, infrastructure and in particular electricity was considered a major 

problem. Governance issues (including concerns with corruption) and the cost and access 

to finance were cited as the other obstacles to growth by the firms.  

 

We also look at the responses of the firms in a survey of about 250 firms from some of 

the most labor intensive sectors, apparel, bicycles, gems and jewelry, leather, and sports 

goods, conducted by ICRIER (Field Survey on “How to Enhance Employment 

Generation and Exports of Labour Intensive Firms”).
25

 In this survey the respondents 

report infrastructure (and electricity); financing; and skilled labor availability to be the 

most serious constraints on growth. Just like in the ICS survey, they also point to specific 
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 This section draws on Gupta et al. (2009). 
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 Infrastructure includes electricity, telecommunications, and transportation. Disaggregating this variable 

shows that the concern with infrastructure is overwhelmingly driven by concerns with electricity. 

Telecommunications are hardly considered a problem. 
25

 This survey was conducted by a team led by Dr. Deb Kusum Das. We thank him for sharing the data 

with us.  
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regulations especially those related to taxes and fiscal benefits among things that can be 

improved.
26

  

 

Surprisingly labor regulations do not show up as a significant concern for firms in either 

of these surveys. One way to reconcile it with the systematic empirical evidence is that 

there is an ex-ante effect of the labor regulations on entry by firms and on an investor’s 

choice of which specific sectors (for example, services versus manufacturing) and 

subsectors (for example, a more labor intensive manufacturing industry versus a less 

labor-intensive one) to enter, as well as the choice of production technologies, scale, and 

desired levels of employment to adopt. As pointed out in Krueger (2007), the 

counterfactual of what could have been for these choices in the absence of strict labor 

laws cannot be captured in the surveys,. Hence the survey based results are perhaps less 

credible when it comes to the effects of labor market regulations.  

 

VI: Explaining the Growth in Services  

 

Finally, it remains somewhat of a puzzle that if the service sector operates under the same 

regulatory framework in which the industrial sector operates in India, and with the same 

infrastructure, then how has the services sector been able to overcome these barriers 

whereas the manufacturing sector has not been able to.
27

  

  

There can be two reasons for it: first the services sector does not face similar regulations 

as the industrial sector, including the labor laws; and second, services do not rely as much 

on infrastructure as the industries. We use the state level variation in the shares of 

services and industry and in the regulatory framework and infrastructure to examine if 

these factors are associated with the shares of services and industry in the domestic 

product of the states.   

 

We estimate the following regression for the period 1985-2005. Results are shown in 

Table 2.  
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           (1) 

The dependent variable in equation 1 is the share of the services sector in Net State 

Domestic Product (SDP) of state j at time period t. The explanatory variables include the 
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 See Gupta et al.  (2009) for details. 
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 Some people suspect that one reason why the services sector is growing fast and the industrial sector is 

growing relatively slowly is because of increasing outsourcing from industry to services overtime. Thus, in 

a sense, the stagnant share of industry in India and an increasing share of services could merely be a 

relabeling phenomenon. Eichengreen and Gupta (2010) do not find evidence to support the view that the 

outsourcing from industry to services is increasing. They show that only 1/3 of the growth of demand 

derives from the outsourcing of activities from manufacturing to services, rather, most production that does 

not go toward exports derives from the growth of final demand at home.  
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initial share of services in the SDP of the states in 1980 (Services/SDP)j1980. This serves 

to capture the initial conditions and state specific features. Other variables are log per 

capita income (as measured by net state domestic product per capita), total population of 

the state, and literacy rate, all lagged. We also include measures of the state’s physical 

infrastructure, labor market regulation, and product market regulation; all the three 

variables are time invariant. We estimate the specification in equation 1 using Ordinary 

Least Squares procedure for the years 1985, 1990, 1995, 2000, and 2005. The regressions 

include year fixed effects. 

 

 

Table 2: State Characteristics and the Share of Services in State Domestic Product 

 

 (1) (2) (3) (4) (5) (6) (7) 

 Dependent Variable: Share of Services in NSDP, 1985-2005; Estimation 

Using OLS 

Share of Service, 1980 0.385*** 0.27*** 0.24*** 0.20** 0.21**   

 (4.97) (4.09) (3.61) (2.42) (2.42)   

Lag Log NSDP per capita 2.59 -0.92 2.86 4.31 4.46 7.19*** 7.38*** 

 (1.61) (0.63) (0.95) (1.56) (1.61) (2.98) (3.03) 

Lag Log population 3.765*** 4.99*** 5.32*** 5.64*** 5.65*** 6.75*** 6.78*** 

 (3.16) (5.71) (6.22) (7.31) (7.25) (10.91) (10.77) 

Lag literacy rate  0.29*** 0.31*** 0.27*** 0.28*** 0.27*** 0.27*** 

  (8.45) (8.92) (6.45) (6.29) (6.17) (5.97) 

Physical Infrastructure   -1.52* -1.46* -1.76* -1.74** -1.97** 

   (1.83) (1.78) (1.95) (2.21) (2.25) 

Labor market regulation    2.86 2.92 4.57** 4.66** 

    (1.22) (1.24) (2.29) (2.33) 

Product market regulation     -1.97  -1.45 

     (1.10)  (0.75) 

Constant 0.69 11.8 -24.3 -35.9 -37.0 -61.3*** -62.6*** 

 (0.04) (0.89) (0.86) (1.40) (1.44) (2.69) (2.73) 

Year FE Yes Yes Yes Yes Yes Yes Yes 

Observations 74 74 74 74 74 74 74 

R-squared 0.73 0.85 0.86 0.87 0.87 0.85 0.85 

Robust t statistics in parentheses, * significant at 10%; ** significant at 5%; *** significant at 

1% 

 

 

We start with a very parsimonious specification and then add more state features 

to examine what influences the size of the services sector. We see in columns 1 through 

5, that the states which had a higher initial share of services in state domestic product 

continue to have a higher share. Similarly, states with a larger population also have a 

larger share of services in the state domestic product, perhaps because services cater 

directly to the final consumer demand. Another interesting pattern that emerges is the 

importance of literacy rate, states with a higher literacy rate tend to have bigger service 

sector. One can think of this as services requiring more education not just in terms of 

highly qualified engineers but also call centers or customer services in a retail store or 

bank requiring minimum education and language skills. 

 



25 

 

 On the role of state features such as infrastructure and regulatory barriers, our 

estimates show that states with better physical infrastructure have a lower share of 

services in their SDP or a larger share of industry. Thus physical infrastructure does not 

perhaps matter as much for services. Finally, we find that labor market regulations do not 

necessarily affect the relative growth of the service sector.  

 

 

An alternative approach is to have a similar equation as above for the industry sector and 

then estimate the two equations using a seemingly unrelated regression (SUR) estimation 

approach. Table below presents the results from SUR estimation corresponding to 

specifications 4, 5, and 7 in the above table. 

 

Table 3: Correlates of the Size of Services and Industries, Estimation Using SUR 
 

 (1) (2) (3) (4) (5) (6) 

 Dependent Variable: Share of Industry and Services in NSDP 

 Industry Services Industry Services Industry Services 

Share of Industry, 1980 0.66***  0.66***    

 (9.56)  (9.60)    

Share of Service, 1980  0.21***  0.22***   

  (2.94)  (3.02)   

Lag Log NSDP per capita 0.27 4.10* 0.03 4.28* 15.45*** 7.38*** 

 (0.09) (1.77) (0.01) (1.86) (4.78) (3.40) 

Lag Log population -2.12** 5.57*** -2.15** 5.58*** 2.27** 6.78*** 

 (2.45) (6.91) (2.50) (6.97) (2.09) (9.27) 

Lag literacy rate 0.04 0.27** 0.04 0.28*** 0.08 0.27*** 

 (0.89) (6.01) (0.78) (6.12) (1.09) (5.72) 

Physical Infrastructure -0.26 -1.44** -0.03 -1.74** -1.71 -1.97** 

 (0.36) (2.09) (0.04) (2.33) (1.47) (2.51) 

Labor market regulation -6.54*** 2.74 -6.63*** 2.82 -4.00 4.66*** 

 (3.75) (1.56) (3.80) (1.61) (1.56) (2.70) 

Product market regulation   1.47 -2.00 1.24 -1.45 

   (0.70) (0.99) (0.39) (0.69) 

Year FE Yes Yes Yes Yes Yes Yes 

Observations 74 74 74 74 74 74 

Absolute value of z statistics in parentheses     

* significant at 10%; ** significant at 5%; *** significant at 1%     

 

Columns 1, 3, and 5 show the results from the industry equation and the remaining three 

are for the services equation. All the results from the OLS estimation corresponding to 

the services equation continue to hold. Some interesting results emerge on the industries 

sector. First, the bigger the state the smaller the industry sector, though this result 

reverses if we leave out the initial share in column 5. Second, literacy rate, as opposed to 

the service sector, has no affect on the size of the industry sector of a state. We do not 

find any impact of better infrastructure on industry to state domestic product ratio either. 

Third, from columns 1 and 3, the more controlled the labor market the smaller the size of 

the industrial sector in a state. While the negative sign continues to hold in column 5 
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when we do not control for initial share, the result is not significant at the conventional 

level but at 15 percent level.  

 

Our results above are broadly in line with the hypothesis that the regulatory burden have 

impacted services less as compared to the industries and that it is features like literacy 

and size of the state that affect the extent of services in any state. 

 

VII Summary and Conclusion 

 

This paper discusses the record of manufacturing growth in India and the factors that are 

considered responsible for the rather modest growth in this sector in India. The paper 

argues that there are many factors that have inhibited the growth of industrial sector in 

India. One major factor has been that the labor laws have been rigid and strict and these 

have affected the industrial performance in a number of ways, by keeping the size of the 

establishments small, by not encouraging production of labor intensive goods, by pushing 

activities to the unorganized sector, and by keeping the Indian industry uncompetitive. 

The labor laws would undoubtedly be politically difficult to introduce, but one way to 

reduce the resistance could be to grandfather some of the existing schemes and by 

making laws applicable to new industries more flexible; and to let the states introduce the 

reforms. Economic incentives can be provided to states that promote industrial growth 

and employment and the best practices in these states can be adopted elsewhere. This 

dualism and decentralization has been the Chinese way to successfully bring many policy 

changes, including those related to labor laws, and might as well work in India too.  

 

This paper discusses that besides labor laws there are other factors that have been 

responsible for the modest performance of the manufacturing sector. These include 

difficulty in the acquisition of land, inadequate financing and infrastructure, and 

cumbersome business climate. The paper presents arguments and evidence which shows 

the importance of these factors. For faster poverty reduction and to raise the standards of 

living, India needs both industry and services sector to grow faster, but because of these 

constraints there seems to be a long way to go before Indian manufacturing takes off. It 

would need an enabling environment in which land can be acquired easily; labor can be 

hired and laid off as required; businesses can be opened as well as closed with ease; there 

is adequate financing and physical infrastructure available; and finally skills are available 

aplenty. Unless this whole package is available, small tinkering in the policy framework 

are unlikely to unleash the potential of the sector.  

 

Given India’s vast population and the masses of unskilled, uneducated people in the work 

force, it is important that any growth path is intensive in its use of labor and particularly 

unskilled labor. Observers point to the necessity of high growth in Indian manufacturing, 

especially in unskilled manufacturing, on the grounds that it would generate employment. 

While this paper did not address the issue of employment, two points are worth 

mentioning. First, as shown by Rangarajan et al. (2007), employment intensity of growth 

is smaller in manufacturing than in the services sector, and as shown in Krueger (2007) 

the employment intensity of growth in the manufacturing sector in India is decreasing 

overtime. Eichengreen and Gupta (2010) note that the declining intensity of employment, 
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overall and in manufacturing, is not a feature that is unique to India but is seen in other 

countries as well. Second, as noted in Eichengreen and Gupta (2010), the skill content of 

labor employed in both manufacturing and services is increasing overtime and shows 

tendencies toward convergence. It is not that the manufacturing employs only low-skilled 

labor while modern services employ only high-skilled labor, both sectors are rather 

moving towards the employment of skilled labor; and the skilled-unskilled mix of labor 

in the two sectors is becoming increasingly alike.  

 

To the extent that the expansion of both modern manufacturing and modern services 

might be constrained by the availability of skilled labor going forward, this just 

underscores the importance for India of continuing to invest in labor skills. 
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