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Abstract
The present paper provides an evidence-based enquiry into the causes of low pro-
ductivity, polarised industry structure and their relations with labour market institu-
tions in major states of India. Unit level data of NSSO’s 73rd Round of Unincor-
porated Enterprise Survey for the year 2015–16 and ASI 2015–16 unit level data 
have been used to estimate relevant parameters and these are cross-checked by using 
NSSO’s 67th Round of Unincorporated Enterprise Survey for the year 2009–10 and 
ASI 2009–10. The debate that took place during the late 1990s and early years of the 
first decade of the twenty-first century was mainly centred on explaining the reasons 
for low productivity syndrome as pro-labour and anti-labour policies nurturing or 
weakening particular labour market institutions. However, the present study shows 
that the broader institutional environments, which are very sticky unless the state 
consciously makes attempts to change through mass involvement and strict laws, 
under which labour market institutions operate, state policies are framed and imple-
mented play the most determining role in the evolution of industry structure and 
the performance of the industry. Pro-business institutional environments are lacking 
and anti-establishment institutions are prominent in many states where mobility of 
micro and small firms along the size-ladder has been highly restricted which results 
in polarised structure or the so-called phenomenon of “missing middle” and low 
productivity of a large majority of the workers.

Keywords  Industry structure · Institutions · Productivity · Micro-enterprise

JEL Classification  J24 · L11 · O25 · O43

 *	 Pradip Kumar Biswas 
	 pkbiswas1963@gmail.com

	 Saurabh Bandyopadhyay 
	 saurabh.bandyopadhyay@gmail.com

1	 Department of Economics, College of Vocational Studies, Delhi University, Thriveni Phase II, 
New Delhi 110017, India

2	 NCAER, Parisila Bhawan, 11‑Indraprashtha Estate, New Delhi 110002, India

http://crossmark.crossref.org/dialog/?doi=10.1007/s41027-021-00339-5&domain=pdf


1000	 The Indian Journal of Labour Economics (2021) 64:999–1021

1 3 ISLE

1  Introduction

Traditionally economists used the term “flexibility” to mean the ability of the 
market to change commodity prices or wage rates in order to maintain a balance 
between demand and supply of commodities including labour. Gradually the 
meaning has been widened from the market clearing process to include flexibility 
of the employers in employment, i.e. hiring and firing of workers. Economists 
have been debating whether particular labour market institutions, notably labour 
laws protecting employment and/or raising costs of labour retrenchment, distort 
industry structure, restrict productivity and output growth, obstruct industrial 
development through discouraging capital investment, and promote non-standard 
employment like contract workers. Some economists argue that pro-workers leg-
islations not only raise tenure of employment but also promote skills, innovations 
and technology and thereby lead to long-term productivity growth. The debate 
took place both at the theoretical and empirical levels. The present paper makes a 
critical analysis of the literature and notes that the debate ignores the institutional 
environment that is central to the function of labour market institutions and in the 
light of that analyses the Indian situation including evolving structure of manu-
facturing industries across states. The Indian manufacturing industry is charac-
terised by the predominance of micro and small firms in employment generation, 
overall low productivity of workers and the phenomenon of “missing middle”. 
However, there are significant state-wise variations in this regard, which will be 
analysed in the present paper.

2 � Literature Review

2.1 � Labour Market Institutions and Growth of Investment and Employment

Theoretical studies by Boeri (1999), Blanchard and Landier (2002), and Cahuc 
and Postel-Vinay (2002) pointed out that in the countries characterised by strict 
employment protection regulations, deregulation of temporary workers would 
adversely affect turnover, overall employment as well as economic welfare. In 
an earlier study Piore (1986) noted that high retrenchment costs would stabi-
lise the employment path around somewhat high values although, in effect, the 
firm’s value would be reduced. This observation was corroborated by Bertola 
(1990) who noted high turnover costs due to job security provisions would reduce 
employment at cyclical peaks and raise at cyclical troughs and thereby stabilise 
employment. It was further observed, “Netting the cyclical effects out … long-
run employment may actually be somewhat higher if turnover costs are due to job 
security provisions” (Bertola 1990, p.877).

Empirical studies by Fallon (1987), Fallon and Lucas (1991, 1993) on the 
effects of amendments of Employment Protection Act of India in 1976 and 1982 
found that the firms covered under the acts reduced labour demand, whereas 
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the smaller firms that were outside the ambit of the amended act witnessed an 
increase in employment. Because of the 1976 amendment, it was estimated, there 
was 17.5 per cent reduction of employment in formal manufacturing for a given 
level of production (Fallon and Lucas 1993). A major criticism of the estimation 
was found in Bhalotra (1998) who pointed out inappropriate usage of statistical 
techniques, particularly, inclusion of several statistically insignificant coefficients 
in estimating the average decline. She, however, interpreted the jobless growth of 
the 1980s as a result of productivity growth, growth of working hours and, to a 
small extent, wage growth. Further, the impact of the revised employment protec-
tion act of 1982, according to Dutta Roy (2004), was not so severe. There were 
some short run adjustment costs in terms of employment reduction but overall the 
impact was minimal. As regards labour market adjustments, Hasan et al. (2007) 
found positive effects of trade reforms on labour demand elasticities but the states 
having stringent labour regulations were characterised by lower demand elastici-
ties, which did not change much despite trade reforms.

According to the Indian constitution, labour comes under the concurrent list 
and thus states have partial rights to amend their own labour-laws, which over the 
years widened the divergence of the regulatory environment for employing labour 
across states. Researchers tried to quantify state-wise variation in the regulatory 
environment and investigate whether such variation led to differences in investment, 
employment, productivity, income, and the like across states. Through a compre-
hensive study covering a long period from 1958 to 1992, Besley and Burgess (2004) 
observed that pro-worker amendments to the Industrial Disputes Act of 1947 had 
adverse effects on the registered manufacturing sector as it experienced reduced 
investment, output, employment and productivity during the period. The unregis-
tered manufacturing sector, on the other hand, got encouragement by the same 
amendments. This work has been severely criticised by Bhattacharjea (2006 and 
2009) on the ground that the construction of the main explanatory variable, i.e. the 
regulatory index, was based on a faulty premise of proper implementation of each 
and every amendment or labour regulation made by states.

Ashan and Pages (2008) following the approach of Besley and Burgess (2004), 
with some modifications in line with the suggestions made by Bhattacharjea (2006) 
tried to estimate the effects of temporal variations of state amendments to central 
labour laws on the economic outcome for the states. They identified around 45 dif-
ferent central legislations and a large number of state laws dealing with different 
aspects of employment, like dispute resolution, employment protection and restric-
tions on firm closure, many of which were often ineffective or counterproductive, 
resulted in frequent strikes and lockouts leading to substantial losses of person-days 
and output. Another effect was high growth of contract labour, particularly during 
the 1980s and 1990s, as the entrepreneurs tried to circumvent the restrictive labour 
laws. It was further noted that both capital-intensive and labour-intensive indus-
tries were affected but in different ways—the former industries were affected more 
in terms of limited investment and employment as the amendments raised costs of 
labour dispute resolution while the latter industries were affected by the amendments 
protecting employment. As regards the interests of the workers, it was observed, 
“some workers may benefit from employment protection legislation through higher 
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wages, workers as a whole appear to be made worse off by both types of legislation” 
(Ashan and Pages 2008, pp 3–4). Goldar and Aggarwal (2010) using NSSO unit 
level employment-unemployment data, also found a negative relationship between 
the interstate differences in labour market reforms index and the proportion of cas-
ual workers in manufacturing.

The study of Besley and Burgess (2004) was vigorously criticised by many 
authors and in the process a large body of literature evolved intending to falsify the 
negative effects of pro-worker or employment protection legislations. For instance, 
Teitelbaum (2012), Bhattacharjea (2009, 2012 and 2019), Storm(2019) criticised 
it on the ground of faulty codification or indexing of legislations for quantitative 
analysis, resulting from the failure to distinguish between legislation and its actual 
implementation and thereby committing mistakes in coding. An alternative explana-
tion of the interstate divergence was provided by Bhattacharjea (2019): “the agglom-
eration effects highlighted in the NEG literature can give rise to persistent and grow-
ing divergences between regions” (p 21). It is interesting to note that some recent 
researches, theoretical as well as empirical, highlighted several favourable effects 
of employment protection laws, see for example, Subramanian (2018), Adams et al 
(2018) indirectly supporting the conclusion derived by Piore (1986). An important 
observation of this group is that pro-worker legislations would ease the process of 
conflict resolution through the mediation of a third party like a court, which would 
encourage manufacturers to invest and employ workers. High retrenchment costs or 
job security would also encourage manufacturers to innovate and improve workers’ 
skill in order to make profitable use of the already employed workers, even in an 
adverse situation, resembling the behaviour of Japanese firms which follow the prac-
tice of lifetime employment. It thus seems the effects of labour market institutions 
on employment, economic growth, productivity or nature of jobs still remain incon-
clusive, particularly in the Indian context.

2.2 � Labour Market Institutions and Bi‑Modal Industry Structure

An obverse aspect of the labour market institutions is the evolution of peculiar 
industry structure, the so-called missing middle, which was found to be prominent in 
the Indian manufacturing industry (Mazumdar and Sarkar 2009) and later on it was 
found to be a general phenomenon, present in other sectors like trade and services 
(Biswas and Pohit 2015). Mazumdar and Sarkar (2009) observed “two strong modes 
in the distribution of employment in modern manufacturing: in the ‘500 and more’ 
category, and the ‘5-9’ category, with the proportion of employment in the interme-
diate middle size groups being conspicuously small” (p 49). Restrictive labour laws 
are adduced to be the major contributors of such a static dualistic structure of indus-
tries, characterised by the coexistence of some large-sized enterprises employing a 
large number of workers and numerous micro and small enterprises which were dis-
couraged to grow in size raising employment (Mazumdar and Sarkar 2009; Ahsan 
and Pages 2008). Rather than raising the size of the enterprise in a favourable mar-
ket condition, an entrepreneur would prefer to set up another new small enterprise 
in order to avoid labour laws—thus the smooth process of moving up the ladder of 
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size classes by the enterprises seemed to be halted at some points. Further, associ-
ated with the dualistic structure is the wide productivity differential of the workforce 
between the two types of enterprises: “The gap in labour productivity between the 
large and the small size groups in India is of the order of 8:1, as against 3:1 in Japan, 
Korea and Taiwan (and even smaller in Hong Kong)” (Mazumdar and Sarkar 2009, 
p 48).

There are several interpretations of the persistence of this bi-modal structure and 
some of these interpretations are based on diametrically opposite premises. One is 
that the small industries are favoured vis-a-vis large industries while another is that 
the small industries are discriminated against vis-a-vis large industries. In the first 
case, the government policy of reservation of numerous items exclusively for the 
SSI/VSI sectors as well as several other concessions given to small producers would 
discourage the latter to grow in size while the larger industries facing numerous 
restrictions would find it costly to operate and only those who are sufficiently large 
could distribute the additional overhead costs over a large volume of products and 
operate profitably. The opposite view is that the small producers are discriminated 
in the credit market and therefore can neither use capital intensive high technology 
for production and earn reasonable profit and reinvest, nor invest more raising scale 
of production and as a result fail to move to middle size category. The large pro-
ducers on other hand have adequate access to capital and are able to grow through 
profitable investment. It is also argued by some economists that this dualistic struc-
ture, inherited the remnants of pre-capitalistic structures, suits large enterprises as 
the mass of small producers provide cheaper intermediate inputs or semi-processed 
products often under sub-contracting to the large enterprises. Moreover, large enter-
prises on several occasions are found to wield market power to prevent small pro-
ducers from growing in size (Biswas 2016). Hsieh and Olken (2014) however did 
not find the existence of the phenomenon called “missing middle” and according 
to them, the misconception arose due to grouping of enterprises into selected size 
classes of employment. Using data of the formal and informal segments of the man-
ufacturing industries for India, Indonesia and Mexico, they found “the distribution 
of firm size is right skewed and generally smoothly declining in firm size, with no 
evidence of bimodality or discontinuity” (Hsieh and Olken 2014, p 93). This debate 
thus appears inconclusive.

2.3 � Flawed Conceptualisation of Labour Market Institutions and Failure 
to Interpret Slow Pace of Industrial Development in Several States

While interpreting the industry structure and other economic outcomes in terms of 
labour market institutions, notably labour laws, economists have considered states as 
the units having authority to enact labour laws. It was assumed that as the labour laws 
vary across states, economic outcomes would also change. For econometric exer-
cise, as described above, a number of variables representing labour laws or labour 
market institutions are chosen such as number of different labour laws exist, num-
ber of working days lost due to trade union movements or number of disputes/cases 
in labour court in a state. Similarly, economic outcomes are indicated in terms of 
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labour productivity, number of factories/ enterprises closed, number of new facto-
ries/enterprises set up, etc. Using state-wise cross-sectional as well as temporal data 
on these different sets of outcome variables and labour market institutions related 
(explanatory) variables economists have been engaged in debate, as described above, 
that however still remains inconclusive. Notwithstanding inconclusiveness about the 
causal relationship between economic outcome and labour market institutions across 
the states, there is a distinct pattern of growth performance—the states with a long 
history of trade-union movements and anti-establishment/ anti-corporate culture fared 
poorly in the post-reform phase vis-a-vis those who could establish pro-business cul-
ture and could make the reforms effective (c.f. compare West Bengal or Kerala with 
Gujarat or Haryana). This is different from the lack of business environment, includ-
ing law and order problems, which discourages even MSEs (micro and small enter-
prises) to set up enterprises (as in Bihar).

One of the major drawbacks of the debate is the flawed conceptualization of the 
labour market institutions and thus the related indicators used as explanatory vari-
ables for economic outcomes. Number of strikes, number of man-days lost or num-
ber of days required to start a new business and to close a loss making or bankrupt 
business are no doubt important indicators of the functioning of labour market insti-
tutions and which can be significantly influenced through legislation by a state, but 
the accepted behaviour of the people, including the attitude of the working class, 
towards businesses and profitmaking, towards corporates would change very slowly 
as the activities of the political parties and the intellectuals attached to the political 
parties or particular ideologies would tend to perpetuate attitudes of the common 
people and working class of the state. Even state legislators often adhere to the local 
ideology while making laws and those legislations that are not in consonance with 
the local ideology fail to get implemented. All this has important implications in 
terms of learning ability, acquiring skills and developing expertise as well as the 
overall pattern of labour supply or labour market functioning. Thus, the broader 
institutional environment under which labour market institutions operate ultimately 
determines the way workers participate, which in turn determines the structure of 
industries, i.e. distribution of micro, small, medium and large enterprises and their 
use of labour, capital and technology, and thereby significantly influences the pro-
ductivity of labour. The institutional environment that evolves in each state is dis-
tinct, although may have similarities in some features with some other states. The 
discussion below would reflect on how the broader labour market institutions or the 
institutional environments shape the structure of industries and their performance in 
different regions in India.

3 � Institutions and Divergence of Industry Structure across Indian 
States

3.1 � Data Source and Methodology

Industry structure may be captured in terms of the size distribution of firms and the 
associated distribution of employment. Combining data from the Annual Survey of 
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Industries (registered) and NSSO enterprise survey for the unincorporated sector for 
the year 2015–16 would help us understand the complete structure of the industry, 
particularly the manufacturing industry, in the recent period. The enterprises/ facto-
ries [hence forth firms] of the combined data set have been grouped into different size 
classes depending on the number of persons employed. There are four size classes with 
the number of persons employed being (1) 1–9, (2) 10–19, (3) 20–99, and (4) 100 & 
above. These four size classes are denoted as micro-, small-, medium- and large-sized 
firms, respectively. Relevant parameters have been estimated from the unit level data 
of ASI (for the year 2015–16) and of NSSO (73rd Round survey of unincorporated 
enterprises sector with the reference year 2015–16). We have also used ASI 2009–10 
and NSSO 67th Round unincorporated enterprise survey data for a cross check.

3.2 � Manufacturing Density, Mobility and Size Structure

For the country as a whole in the year 2015–16 over 98 per cent of the firms and 
67 per cent of employment in manufacturing are found to be concentrated in the 
employment category 1–9, i.e. at the level of micro-firms as shown in Table  1. 
While comparing these figures with the corresponding figures for the year 2009–10, 
it is found that there is no perceptible change over the period. Thus, it reiterates 
the immense importance of the micro-firms, particularly in job creation, although 
there are substantial variations across states. It is to be noted that such a high pro-
portion of micro-firms is not necessarily due to strong preference of the people for 
self-employment. Rather, lack of job opportunities, particularly in larger-sized firms, 
compels many people to be self-employed despite the fact that the average value 
added per worker in the larger firms is much higher than the micro-firms, which is 
discussed below. Table 1 also shows the manufacturing density in the states, meas-
ured in terms of three simple ratios: (i) number of manufacturing firms per 1000 
population, (ii) number of manufacturing employment per 1000 population and (iii) 
share of manufacturing in GSDP. These three indicators reflect different dimensions 
of manufacturing density but need not move in tandem.

In order to understand industrial dynamics, including mobility across size 
classes of firms, based on cross-section data, it needs to see the distribution of 
firms and employment across size classes. Under a normal situation one can 
expect that a certain percentage of firms grow in size and create a pyramid like 
structure of the size classes of firms. It may be seen in Table 1 that in most of 
the states the mobility is extremely limited as the firms are primarily micro-sized 
units that hardly moved up the size-ladder, and this predominance of micro-firms 
blurs the relative distribution among other size classes. It may be seen in Table 1 
that the variation of the micro-firms’ share in overall manufacturing employment 
is much less than that in overall number of manufacturing firms. This is quite 
obvious as, for instance, one per cent reduction in micro-firms’ share in number 
implies one percentage increase in the share of the small–medium–large firms in 
total number of firms and since the latter firms employ much more workers than 
the micro-firms, their share in employment would rise at higher rate.
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Further, in order to reflect the relative distribution among small-, medium- and 
large-sized firms, we have recalculated the ratios by netting out the micro-sized 
firms. Table  2 below shows that in All-India, in the case of number of firms the 
relative distribution is roughly 75:17:8 across small (employing 10–19 persons), 
medium (employing 20–99 persons) and large (employing 100 & above persons) 
firms, whereas the same is 26:15:58 for employment in 2015–16. Thus, the relative 
distribution of firms rapidly declines from small to medium and then to large size 
classes, which although somehow resembles pyramid structure but does not indicate 
upward mobility of a sizeable proportion of firms. In order to see if there has been 
any significant change in the relative distribution of these three size classes we have 
estimated the above-mentioned ratios for the year 2009–10 using comparable data, 
as shown in Table 3.

Although a comparison between Table 2 and Table 3 would reveal some dyna-
mism or upward mobility as the relative shares of medium and large firms have 
increased in both employment and number of firms, but in reality this is a result of 
decline of the number of firms and number of employment under both small and 
medium size classes. In fact, total number of firms under small, medium and large 
categories declined by 12.4%, whereas employment increased by 2.83% owing to 
growth of large firms during the period. It is interesting to note that the growth has 
taken place in the two opposite ends of the size distribution—micro and large size 
classes, although numerically, the micro-firms’ contribution is much more. It is 
noted in Biswas (2019) that among the smaller firms, self-employed ones have been 
able to survive and other smaller firms employing hired labour have faced tough 
competition—many have failed, some have moved backward and the efficient ones 
have moved forward in the size ladder.

Employment distribution across size classes thus remains U-shaped or bi-
modal, which has also been noted in Mazumdar and Sarkar (2009) reflecting highly 
restricted upward mobility of the lower rank firms. Notwithstanding this overall 
trend of restricted mobility quite a few states have been successfully able to make 
their industry structure reasonably dynamic with fairly large share of medium firms’ 
employment. For example, Himachal Pradesh and Punjab have fairly large share of 
medium firms and their employment, and Haryana and Uttarakhand have low share 
of micro-firms in employment. How institutional environment plays a major role in 
determining state-wise variations as regards manufacturing density as well as size 
distribution of firms and their employment are discussed below.

3.2.1 � Institutional Environment, Enterprise mobility and Size Structure Across States

3.2.1.1  High Manufacturing Density States  West Bengal, Tamil Nadu, Gujarat and 
Telangana are the states with high manufacturing density in terms of the first two 
parameters, i.e. employment and enterprise density parameters, but with diverse val-
ues for the third parameter, i.e. manufacturing share in GSDP (Table 1). All these 
states are traditionally highly industrialised, having established systems, or insti-
tutions that regenerate and propagate knowledge and skills of manufacturing, arts 
and crafts across generations (Biswas and Raj 1998; Biswas 2010). These institu-
tions, need not be all formal, are however dynamic enough to adjust with time, with 
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changes in technology, tastes or preferences. Although West Bengal has the highest 
manufacturing density, in terms of employment and enterprise density parameters, its 
manufacturing is predominated by micro-firms which contribute as much as 85% of 
the state’s manufacturing employment and the remaining 15% of the employment is 
generated by the small, medium and large firms in 2015–16 (see Tables 2, 3 for dis-
tribution among these three groups for the years 2015–16 and 2009–10). In Gujarat 
and Tamil Nadu, the micro-firms’ share in employment is quite low—little less than 
50% in Gujarat and a little more than 54% in Tamil Nadu. Telangana’s status in this 

Table 2   Relative distribution of small, medium and large firms, 2015–16

Source: ASI 2015–16 unit level data and NSSO 73rd Round unit level data for the unincorporated enter-
prises

State Relative shares(%) 
among the three size 
classes in number of 
firms

No. of small, 
medium & 
large firms

Relative shares(%) 
among the three size 
classes in employment

No. of employ-
ment in small, 
medium & large 
firms

Small Medium Large Small Medium Large

West Bengal 89.79 7.11 3.1 32,727 50.97 8.62 40.41 1,122,546
Tamil Nadu 70 20.38 9.62 44,988 20.91 17.06 62.03 2,487,917
Gujarat 85.14 10.05 4.81 55,359 36.46 12.34 51.2 2,005,326
Telangana 62.86 27.33 9.81 7348 9.79 13 77.22 647,256
Karnataka 78.86 14.21 6.93 21,156 22.21 11.81 65.97 1,114,014
Andhra 

Pradesh
75.25 18.67 6.08 11,727 25.53 18.37 56.09 494,616

Uttarakhand 32.3 37.13 30.57 8994 5.76 13.93 80.31 591,173
Himachal 

Pradesh
40.01 39.91 20.08 2653 6.85 22.57 70.58 346,691

Punjab 46.6 42.62 10.78 2092 9.61 27.51 62.88 168,394
Delhi 91.54 6.76 1.69 12,583 66.31 14.21 19.48 269,125
Haryana 53.39 29.45 17.15 7795 14.1 14.59 71.31 709,076
Kerala 78.27 16.44 5.29 11,238 30.68 19.92 49.4 403,410
Maharashtra 68.94 20.82 10.24 36,018 20.46 17.66 61.88 1,937,730
J&K 64.17 22.22 13.6 963 16.76 14.79 68.45 67,221
Jharkhand 50.56 39.12 10.32 2063 21.77 15.71 62.52 192,487
Uttar Pradesh 76.74 15.25 8.02 25,992 41.97 12.58 45.45 1,382,284
Odisha 82.3 12.69 5 4396 18.34 8.12 73.55 264,506
Rajasthan 67.28 25.07 7.65 10,739 21.58 22.57 55.85 543,734
Madhya 

Pradesh
73.5 17.52 8.99 6565 19.01 13.22 67.77 391,242

Chhattisgarh 83.81 12.58 3.61 5232 36.24 13.89 49.87 199,483
Assam 40.3 37.91 21.79 3057 18.96 22.58 58.46 259,378
Bihar 61.27 23.5 15.22 2923 18.46 22.04 59.5 178,077
All India 75.09 17.18 7.72 317,107 26.43 15.23 58.34 15,821,563
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regard lies in the mid-way between Tamil Nadu and West Bengal. The other side of 
the story is that the contribution of the relatively larger-sized firms, i.e. with ten or 
more workers, to manufacturing employment is much higher in Gujarat and Tamil 
Nadu than in Telangana and West Bengal. This is also reflected in terms of the third 
parameter of manufacturing density, which shows manufacturing share in GSDP is 
much higher in the former two states as compared to the other two states. These 
structural divergences have significant implications in terms of differing labour pro-
ductivity/wages (see Tables 4, 5, which display regression of labour productivity (in 
logarithmic terms) on state dummies excluding the dummy for Assam).

Table 3   Relative distribution of small, medium and large firms, 2009–10

Source: ASI 2009–10 and NSSO 67th Round unincorporated enterprises unit level data
* the state did not exist in 2009

State Relative shares(%) 
among the three size 
classes in number of 
firms

No. of small, 
medium & 
large firms

Relative shares(%) 
among the three size 
classes in number of 
firms

No. of employ-
ment in small, 
medium & large 
firms

Small Medium Large Small Medium Large

West Bengal 84.11 14.26 1.63 37,450 54.26 19.08 26.66 1,118,319
Tamil Nadu 76.10 19.86 4.04 55,153 34.92 22.25 42.84 2,353,465
Gujarat 81.85 15.29 2.87 46,014 45.24 19.77 34.99 1,755,228
Telangana*
Karnataka 73.95 20.95 5.10 14,551 22.30 16.02 61.67 959,290
Andhra 

Pradesh
86.03 11.16 2.81 30,474 37.48 14.40 48.12 1,349,058

Uttarakhand 51.54 30.44 18.02 2370 8.59 15.72 75.68 229,853
Himachal 

Pradesh
65.99 24.36 9.64 2016 16.77 22.85 60.38 129,731

Punjab 64.62 29.89 5.49 11,741 20.42 29.43 50.15 578,073
Delhi 92.43 6.50 1.07 10,973 70.37 14.07 15.57 223,467
Haryana 56.00 28.26 15.74 5539 17.39 13.97 68.64 668,998
Kerala 83.00 13.55 3.45 10,260 37.12 17.66 45.23 437,355
Maharashtra 89.03 8.32 2.66 59,470 47.78 12.97 39.25 2,024,790
J&K 81.77 12.68 5.56 1221 28.18 14.13 57.68 58,964
Jharkhand 71.93 22.14 5.93 2711 31.35 21.82 46.84 188,166
Uttar Pradesh 76.05 17.82 6.13 28,090 42.88 20.83 36.29 1,356,742
Odisha 75.76 20.59 3.64 6505 35.17 15.93 48.91 314,114
Rajasthan 83.61 13.35 3.04 13,277 39.72 20.23 40.06 472,092
Madhya 

Pradesh
81.30 15.20 3.49 7309 35.80 14.97 49.23 332,508

Chhattisgarh 89.95 8.32 1.73 6294 46.16 12.81 41.03 205,709
Assam 78.03 14.70 7.27 3732 31.16 23.02 45.82 166,656
Bihar 71.81 21.69 6.50 2160 26.34 32.98 40.68 88,186
All India 81.13 15.16 3.72 362,068 38.69 18.40 42.91 15,385,885
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These structural divergences may be the result of differing state policies as well 
as differences in the functioning of the labour market institutions. Private entrepre-
neurs intending to make large investments in West Bengal or Telangana often face 
costs uncertainties due to various local, political or labour disturbances which mag-
nify uncertainties of return on investment and the institutions that are essential to 
reduce these uncertainties involved in large projects are yet to evolve. These two 
states have a long tradition of trade-union as well as anti-establishment movements, 
particularly during the colonial period. Along with trade union movements, mass 
anti-establishment movements have been inculcated by various political and social 
organisations even after independence and any move for major industrialisation by 
the ruling political party/ coalition is thwarted by the opposition through mass mobi-
lisation or creating labour unrest (e.g. Left Front’s effort for TATA’s investment in 
Singur1 was upset by the opposition party). Not only the functioning of the labour 
market institutions that encouraged labour strikes and other forms of work-day 
losses, but also the broader institutional environment under which the former oper-
ate discouraged investors from taking up large projects. In some instances, projects 
were halted for long or abandoned, not at the conceptualisation stage, but in the mid-
way when substantial investments were already made, because of various kinds of 
extraction demand by local mafia, local or higher level political groups. Abandoning 
projects after making substantial asset specific investments causes huge losses to the 
investors as their relocation is highly uneconomical.

As opposed to this, in Gujarat and Tamil Nadu anti-establishment institutions of 
the colonial period were largely dissipated through active involvement of the states 
and both the ruling and opposition parties try to promote large investments. Appro-
priate institutional mechanisms evolved to settle labour disputes (for example, in 
Tamil Nadu government and various political parties intervened to resolve labour 
dispute in Nokia factory in 2009 and 2010; see Cividep, 2010, Changing Industrial 
Relations in India’s Mobile Phone Manufacturing Industry, Amsterdam). Society 
appreciates entrepreneurships in these states and thus there evolved institutions pro-
moting entrepreneurs and encouraging them to grow bigger in size. The effects are 
visible in the form of a sizeable share of larger firms, high share of manufacturing 
GSDP and the average productivity of labour close to national average for Tamil 
Nadu and almost double the national average in Gujarat.

The growth story of Gujarat may be debated but it has been noted that most of 
the coastal states have shown higher growth than the so-called BIMARU (Bihar, 
Madhya Pradesh, Rajasthan and UP, referring to their poor economic stand-up) 
states. Usually a coastal state has the twin advantages linked to greater global access 
and lower transportation costs. Other coastal states, such as Maharashtra and Tamil 
Nadu have also performed well. But sustaining faster growth for a relatively longer 
period of time, as Gujarat has done, is challenging. The state’s GSDP grew at a 
CAGR of 12.9 per cent, during 2015–16 to 2020–21.2 About 25 per cent of India’s 

1  Singur  is a census town in Singur  CD Block in Chandannagore subdivision of Hooghly district in 
West Bengal.
2  https://​www.​ibef.​org/​states/​gujar​at.​aspx.

https://www.ibef.org/states/gujarat.aspx
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sea cargo passes through Gujarat’s ports. Gujarat has diversified its industrial struc-
ture considerably since it has acquired statehood in 1960 from the erstwhile Bom-
bay State. Textiles and the auxiliary sectors were the major contributors to industrial 
economy of the state during 1960s, which was subsequently transformed in the span 
of over 50 years. Refinery, petrochemicals and gems & jewellery came up in a big 
way in the transformed scenario. There are 106 product clusters and 60 notified Spe-
cial Economic Zones (SEZs)3 that mostly support large to medium enterprises. Such 
a massive industrialisation could not have taken place had there been institutional 
environment encouraging labour disputes and anti-establishment movements.

Table 5   Estimates of variation of labour productivity across states using state dummies

(i) Regression analysis is conducted by using pooled unit level data of ASI 2015–16 and NSSO 73rd 
Round unincorporated enterprises; (ii) variable LNV_L denotes log of value added per labour for each 
manufacturing unit; (iii) the dummy variable representing the state of Assam is dropped

Least Squares Regression Dependent variable: LNV_L; Sample size: 148,498; Adj R-squared: 
0.083896; F -statistics: 648.58, Prob (F-statistic)= 0.000

State Variable/state 
dummy

Coefficient Std. Error t-Statistic Prob

C 11.01 0.01 805.00 0.00
J&K ST_D1 − 0.03 0.03 − 0.80 0.42
Himachal Pradesh ST_D2 0.45 0.03 13.31 0.00
Punjab ST_D3 0.35 0.02 14.52 0.00
Uttarakhand ST_D5 0.61 0.03 19.56 0.00
Haryana ST_D6 0.70 0.02 28.30 0.00
Delhi ST_D7 0.83 0.03 28.61 0.00
Rajasthan ST_D8 0.38 0.02 16.97 0.00
Uttar Pradesh ST_D9 − 0.19 0.02 − 10.63 0.00
Bihar ST_D10 − 0.24 0.02 − 9.54 0.00
West Bengal ST_D19 − 0.41 0.02 − 21.07 0.00
Jharkhand ST_D20 − 0.23 0.03 − 7.52 0.00
Odisha ST_D21 − 0.62 0.03 − 23.72 0.00
Chhattisgarh ST_D22 − 0.04 0.03 − 1.11 0.27
Madhya Pradesh ST_D23 − 0.45 0.02 − 20.61 0.00
Gujarat ST_D24 0.59 0.02 28.99 0.00
Maharashtra ST_D27 0.63 0.02 33.55 0.00
Andhra Pradesh ST_D28 − 0.35 0.02 − 18.21 0.00
Karnataka ST_D29 0.42 0.02 19.04 0.00
Kerala ST_D32 − 0.09 0.02 − 3.91 0.00
Tamil Nadu ST_D33 0.29 0.02 16.51 0.00
Telangana ST_D36 1.72 0.04 43.63 0.00

3  Ibid.
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The distribution of employment across small, medium and large firms was found 
to be highly polarised in West Bengal with medium firms having less than 9% share 
and the small and large firms have 51% and 40%, respectively, in 2015–16. In Guja-
rat, Tamil Nadu and Telangana the share of small firms systematically declined 
and that of large firms rapidly increased while the medium firms made moderate 
gain (Table 2). The productivity gap between small and medium firms was much 
more in West Bengal and Telangana than in Tamil Nadu and Gujarat indicating 
restricted mobility in the former states. Notwithstanding these interstate productiv-
ity differences, graduating from small to medium size would raise productivity at 
much higher rates than from micro to small or from medium to large firms. The 
problem of institutional hindrances to such mobility, both at the level of government 
administration and at the level of labour market, must be addressed by the respective 
governments.

3.2.1.2  Moderate Manufacturing Density States  States with moderate manufac-
turing density as per employment criterion, are Karnataka, Maharashtra, Andhra 
Pradesh, Punjab, UttaraKhand, Himachal Pradesh, Delhi, Haryana and Kerala, 
although quite a few of them have a high share of manufacturing GSDP. Many of 
these states have one or more regions with high manufacturing employment density 
and/or traditionally developed industries, for example, Mumbai and Thane in Maha-
rashtra, Kochi in Kerala, Ludhiana in Punjab, Mangalore in Karnataka, Vijayawada, 
Kakinada and Guntur in Andhra Pradesh. Newly industrialised states are Himachal 
Pradesh, Haryana and UttaraKhand, where with the active involvement of the state 
industries have flourished in certain regions. In these three states, micro-firms’ share 
in manufacturing employment is much lower, ranges from 24% in Uttarakhand to 
45% in Himachal Pradesh, which indicates that the small, medium and large firms 
contribute much more towards employment generation. In Uttarakhand, as part of 
labour market reforms, the government has given a go-ahead for an ordinance relax-
ing a slew of labour regulations, which includes among others, giving a free hand to 
new factories in the state to operate without adhering to the occupational safety and 
health norms. In general, in the absence of pre-existing organised trade unions and 
any kind of political mobilisation against large industries, together with state incen-
tives, investors find these states as attractive destinations. Furthermore, the broader 
institutional environment under which labour market institutions operate plays very 
important role in guiding the resolution of various conflicts (for example, decade 
long trade union movement in Maruti plant in Haryana did not result in closure of 
the plant, but some working solutions were established). The favourable industrial 
climate enables firms to grow in size and adopt new or capital intensive technology. 
As a result not only the labour productivity is very high in these states but their share 
of manufacturing in GSDP is also very high despite being late starters in the race for 
industrialisation (Tables 1, 4 and 5).
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It may be noted that the Haryana Government’s Industrial Policy (IP) of 1992, 
adopted in tandem with the economic reforms initiated by the UPA Government 
in 1991, was overtly an incentive centric approach to attract investment into the 
State. This policy was culminated to adopt an infrastructure led approach in 1997 
and aimed further at promoting industrial growth in the context of overall economic 
value addition through private initiatives in 1999. Haryana sought to capture these 
opportunities, leveraging the strengths in agriculture and its comparative advantage 
in manufacturing, for promotion of investment and taking the industry to front ranks 
of global competition.4 Further, with the adoption of the Industrial and Investment 
Policy of 2011 and its subsequent revisions Haryana emerged as an attractive invest-
ment destination with manufacturing stronghold in sectors like automobile and auto 
components, light engineering goods, IT & ITES, textiles and apparels and electri-
cal and electronic goods. It is in this context that Haryana came out with a com-
prehensive Labour Policy5 to create affable relations between the employer and 
the employee. The State also facilitated social dialogue by constituting “Tripartite 
Committees” of employers, workers and Government representatives and promoting 
them as effective informal conciliation mechanisms. All this has promoted a healthy 
environment enabling fresh investments and upward mobility of the smaller firms.

Among the early industrialised states in this group, Maharashtra, Karnataka and 
Punjab could moderate trade union activism as the ruling as well as opposing politi-
cal parties desisted from mobilisations against large investments including in infra-
structure where land is also a major issue and thus are able to diversify and attract 
new industries with larger-sized firms. The distribution of the number of firms 
as well as employment among small, medium and large size classes are not very 
lopsided. In Maharashtra the share of manufacturing in state domestic product far 
exceeds that of the national average while Karnataka and Punjab have fairly high 
shares. Andhra Pradesh and Kerala despite attracting some new industries continue 
to be predominated by micro-firms as the recurring problems of labour unrests and 
mass agitations discourage large investors owing to uncertainties of costs and returns 
on investments (for instance recent problem of strike in Muthoot Finance company 
in Kerala compelling the organisation to think of relocating its operation in other 
states, see Rajesh Abraham, “Labour’s love lost amid biz buzz”, Indian Express, 
Kerala, 08.09.2019). Similar to West Bengal, these two states also have labour mar-
ket institutions that are not supportive of large private investments, and have highly 
sophisticated traditional art and crafts skills and the artisanal crafts generate sub-
stantial employment. These traditional crafts also enjoy steady market demand. As 
a result, micro-firms predominate and the average productivity of manufacturing 
workers remains at a low level and also the contribution of manufacturing to GSDP 
remains much below the national average.

It is worth mentioning that there are two alternative viewpoints regarding Kera-
la’s industrialisation. The first line of argument notes that Kerala’s industrial back-
wardness is related to the high incidence of labour unrest and the active role of trade 

4  https://​harya​naind​ustri​es.​gov.​in/​themes/​backe​nd/​uploa​ds/​Uploa​ds/​Indus​try_​policy_​2011.​pdf.
5  Ibid.

https://haryanaindustries.gov.in/themes/backend/uploads/Uploads/Industry_policy_2011.pdf
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union movement (Oommen, 1979; Albin, 1990; Thampy, 1990). The second line of 
argument is that Kerala’s industrial slowdown is due to its weak industrial structure, 
which offers very little potential for interindustry inter-linkages (Subrahmanian and 
Pillai, 1986; Subrahmanian, 2003). Several constraining factors kept the course of 
Kerala’s industrialization at its low. Firstly, public investment in industry in Ker-
ala was perpetually truncated. Secondly, the state government in Kerala, like other 
Indian States, had only limited policy options in industrial development, particularly 
due to low level of fiscal transfers from the Centre to the States. Given the high 
rates of unemployment in the State, there have been strong pressures from the pub-
lic to protect employment in the existing industrial units which further reduced the 
options available to the governments in Kerala (Thomas 2005).

3.2.1.3  Low Manufacturing Density States  Among the low industrialised states, Uttar 
Pradesh, Orissa, Rajasthan, Madhya Pradesh, Jharkhand, Bihar and J&K have some 
long established industrial regions and most of the industries are traditional, barring 
few exceptions, such as modern industries in Noida and Kanpur in Uttar Pradesh, 
mining or extraction industries in some pockets of Orissa, Jharkhand, Chhattisgarh, 
Rajasthan and Madhya Pradesh. In fact, because of large extraction industries in 
Orissa, Jharkhand and Chhattisgarh the manufacturing sector’s contribution to GSDP 
reached close to the national average and the employment share of the large firms far 
exceeded that of small and medium firms. Productivity differential between small and 
large firms is very high. The overall industries in these low industrialised states are 
predominated by micro-firms, whose share in total number of firms varies between 
98.6% in Orissa and 99.6% in Bihar, and in total employment ranges from 69.8% in 
Rajasthan to 87% in Bihar. Despite efforts by the successive governments, industrial 
development in these states are quite tardy, which may not be attributed to labour 
market institution. Rather, inadequate infrastructure and the absence of a pro-busi-
ness institutional environment fail to attract large scale investments. For instance, in 
Bihar law and order problem together with poor infrastructure discourages investors. 
Rajasthan being the origin of quite a few successful business communities of India 
failed to attract large investments because of its inadequate infrastructure. These low 
industrialised states thus require not only to build up physical infrastructure but also 
to create institutions for attracting larger firms and provide enabling environment for 
the start-ups and reduce cost uncertainties.

3.2.2 � Predominance of Micro‑Firms, Missing Middle and Productivity

A glance over Table 4 would reveal how labour productivity (i.e. value added per 
worker) successively increases from micro to small, small to medium and medium 
to large firms for the country as a whole and for different states as well. Large firms 
on the average have labour productivity 16 times that of micro-firms in 2015–16 
and this productivity ratio was even higher in 2009–10. A transition of the firms 
from micro to small would raise labour productivity by almost one and a half times, 
and from small to medium by more than two times as per estimates of 2015–16. It 
shows the importance of the mobility of firms across sizes. As much as 98.4% of 
the manufacturing firms belong to micro size class and 75% of the remaining 1.6% 
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firms belong to small size class in 2015–16 and the scenario was no different in 
2009–10. This simple statistics indicates the possible increase in the volume of pro-
duction and jump in labour productivity if the micro and small firms can just grow 
in size, even without any technological progress. These lower ranked firms nearly 
perpetuate years after years at the same size with very limited growth opportunities 
or incentives.

It may be argued that variation in productivity across size classes is the result of 
differences in the use of capital per labour. This is nonetheless true as the elasticity 
of labour productivity with respect to capital intensity for the year 2015–16 is found 
to be 0.34 through regression exercise using pooled ASI and NSSO data (Table 6). 
Controlling for capital intensity, estimates of size dummies reveal substantial jump 
in labour productivity as size of firm increases successively from micro to small, to 
medium and to large. It needs to study what factors, other than capital, contribute to 
rising labour productivity along the size ladder.

A diagnostic exercise is conducted with respect to the specification of the regres-
sion equation. A Ramsey RESET test using powers of the independent variables 
rejects the null hypothesis that model has no omitted variables. It therefore sug-
gests to add higher orders of LNK_L as regressors in order to avoid omitted vari-
able biases. However as the implicit equation is derived from, and through linearisa-
tion of, Cobb-Douglas(CD) production function, adding higher orders of LNK_L as 
regressors would make it difficult to interpret the results. CES or Translog produc-
tion function having higher flexibility may be technically more suitable. However, 
for simplicity and easier interpretation we have used CD functions.

It may be mentioned at this juncture that apart from capital, there are several 
factors that can contribute to labour productivity. We have already seen regional/ 
state specific factors, including cultural, political or policy can influence labour 
productivity. Other factors like population size/density, urbanisation, skill level of 
the workforce, industry structure, technology, vintages of capital stock, organisa-
tional structure of enterprises, existence of network of enterprises, industry clusters, 
among others, may significantly influence labour productivity. All these explanatory 
variables, other than capital, would therefore enter into the error terms magnifying 
specification errors of the model.

The regression exercise is first carried out for the pooled unit level ASI factory 
level and NSSO manufacturing enterprise level data for the year 2015–16 and then 
repeated for the similar ASI and NSSO data for the year 2009–10. For both the years 
the estimates are found to be quite similar, as may be seen in Table 6, reflecting the 
stability of the relations.

In order to understand the association between labour productivity and predomi-
nance of micro firms we run two correlation exercises:

(i) Between LNV_L and MIC_L and  between (ii) LNMCV_L and MIC_L 
where LNV_L is log of value added per labour in manufacturing in a state; MIC_L 
is percentage share of micro-enterprises in manufacturing employment in a state; 
LNMCV_L is log of micro-firms’ value added per labour in a state. The estimated 
correlation coefficients are ( − ) 0.87 and ( − ) 0.57, respectively, and the correspond-
ing t-values are ( − ) 8.18 and ( − ) 3.17 with the level of significance exceeding 99% 
in both the cases.



1017

1 3

The Indian Journal of Labour Economics (2021) 64:999–1021	

ISLE

The simple correlation of log of value added per labour on the employment share 
of micro-firms for the manufacturing sector across the selected states reveals highly 
significantly negative association. A similar correlation between micro-firms’ value 
added per worker (in logarithm) and the employment share of micro-firms for the 
manufacturing sector of the same state yields similar result. The first correlation 
result is obvious, as the micro-firm workers have lower productivity and thus the 
state with higher weightage of micro-firm workers in manufacturing would tend to 
dampen overall labour productivity. The second result is all the more striking which 
requires explanation as to why the states with high share of micro-firms in manufac-
turing employment should have lower productivity of the micro-firm workers than 
that in the states with lower share of micro-firms in manufacturing employment. 
A plausible explanation is that very high share of micro-firms in manufacturing 
employment is not the result of strong preference of the people of some states to be 

Table 6   Estimates of variation of labour productivity across size classes of firms using size dummies for 
2009–10 and 2015–16

(i) Regression analysis is conducted by using pooled unit level data of ASI 2009–10 & NSSO 67th and 
ASI 2015–16 and NSSO 73rd Round unincorporated enterprises; (ii) variables LNK_L and LNV_L 
denote, respectively, log of capital per unit labour and log of value added per labour for each manufactur-
ing unit; (iii) the dummy variable for the micro-sized class is dropped

Results for 2009–10

Least squares regres-
sion, robust

Dependent variable: LNV_L; Sample size: 129,789

Adj R-squared= 0. 0.5189; F-statistics: 34,993.21, Prob (F-statistic) = 0.000

Size class Variable/size 
dummy

Coefficient Std. error t-statistic Prob

C 6.06 0.00 225.32 0.00
LNK_L 0.40 0.01 101.04 0.00

Small sz_d2 1.12 0.01 146.11 0.00
Medium sz_d3 1.37 0.01 174.27 0.00
Large sz_d4 1.67 0.02 310.65 0.00

Results for 2015–16

Least squares regres-
sion

Dependent variable: LNV_L; Sample size: 148,498;

Adj R-squared = 0.3188; F-statistics: 51,871.63, Prob (F-statistic)=0.000

Size class Variable/size 
dummy

Coefficient Std. error t-statistic Prob

C 6.70 0.02 414.19 0.00
LNK_L 0.34 0.00 238.56 0.00

Small sz_d2 1.33 0.01 132.59 0.00
Medium sz_d3 1.58 0.01 189.39 0.00
Large sz_d4 1.83 0.01 227.08 0.00
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self-employed, but in the absence of alternative gainful wage employment the peo-
ple set up enterprises for self-employment, or continue with their traditional crafts 
or artisanal activities just to earn bare minimum for survival. Possibly the posses-
sion of financial capital, as well as fixed capital, of the micro-firms is quite low in 
the states with high share of micro-firms. As opposed to this, states having low share 
of micro-firms in manufacturing employment reflects mobility—either micro-firms 
can grow in size and often have better access to finance, or there is work opportuni-
ties in larger firms, while many set up OAEs by choice, and thus have a tendency to 
have higher labour productivity.

Mobility is generally not only restricted for the micro-firms, but also for the other 
firms, particularly small firms, which resulted in the phenomenon called “miss-
ing middle”. When a small manufacturing firm starts growing in size, expanding 
its activities, would draw attention of the locally powerful people, including anti-
socials, politicians, government officials, trade union leaders, who would try to 
extract some surplus of the firm through creating various hurdles, including labour 
unrest, in the functioning of the firms and the process raises the costs of produc-
tion, which adds to costs uncertainties and at times may make the project unviable. 
In these circumstances, a growing firm even if finds expanding market and high 
profit, would be hesitant to expand its plant size and enjoy scale economy, and rather 
choose to set up another small unit in order to remain unnoticed. Of course, there 
are other incentives to continue as small firms such as subsidised loans, tax con-
cessions and relaxations of several government restrictions, particularly on environ-
ment and labour. Thus, institutions and government policies tend to perpetuate firms 
at small size. Larger firms would not only miss these incentives of subsidies and 
relaxed rules, but also have to shell out an extra amount for doing the business rais-
ing overhead costs. These extra costs act like fixed costs whose effect would how-
ever be lowered to a tolerable level only by firms with sufficiently large size, which 
result in the polarised structure of industries with thinner employment density in the 
middle size class. Thus, the story of the predominance of micro-firms, missing mid-
dle, overall low productivity of labour and restricted mobility along size classes in 
a majority of Indian states is primarily an outcome of the interplay of government 
policies, labour market institutions as well as the institutional environment. This 
observation is in conformity with Daugherty et al. (2009) who identified a set of dis-
tortions existing at several different levels that were depressing productivity. “These 
distortions include large fissures in performance and the concentration of production 
across institutional sectors, industries, size classes and business units”(ibid, p 2). 
According to this study India reflects the highest share of micro-enterprises among 
MSMEs compared to other large industrial economies. The productivity of medium 
firms (50–250 people) could be as much as 80–100 per cent higher than that of 
micro-firms (< 9 employees). It is further noted that the growth in scale allows them 
to invest in people (to improve skills), in better technology & processes, and in inno-
vation (ibid).
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4 � Summary and Concluding Observations

The lack of flexibility of employers in hiring and firing of workers is thought of 
acting against the interests of the employers who cannot pursue pro-cyclical policy 
in employing workers and thereby fail to reduce wage costs during slumps. Labour 
laws on the retrenchment of workers, or more generally labour market institutions 
determine the degree of flexibility. Several studies relating state-wise variations in 
labour market institutions and industrial performance indicate adverse effects of 
rigid labour market institutions on the growth of investment, employment and pro-
ductivity. There are also alternative views that a rigid labour market not only help 
stabilise the economy and employment but also incentivises technology upgrada-
tion, innovation and thereby raises labour productivity.

The broader institutional environment under which the labour market institu-
tions operate or government policies are framed and implemented, have determin-
ing effects on the industry structure and performance of a state. The states with a 
long history of trade-union movements and anti-establishment/ anti-corporate cul-
ture fared poorly in the post-reform phase vis-a-vis those who could establish a pro-
business culture and take advantage of the reforms. Primarily micro and small firms 
could run their business with a little growth prospects under such an adverse envi-
ronment, along with some large firms who could bear the extra costs imposed by the 
unfriendly institutions. Parallel to this, many states have long traditions of arts and 
crafts and established systems of imparting training and regeneration of skills could 
maintain some industrial growth based on micro and small firms.

Productivity growth is the key ingredient to economic progress. Indian experi-
ence at the state level shows that the mid-sized to the large firms have the capability 
to raise productivity through improved technology, high skills and scale economies. 
The state-level analysis of the industry scenario points out that there is much scope 
to boost productivity and reduce disparity simply by better allocation of resources 
enabling micro and small firms to raise the scale of operation through better access 
to organised sources of finance as well as creating a congenial business environ-
ment. Further, raising the productivity of the micro and small firms could contain 
increases in wage and income inequality. This also requires effective participation 
of the smaller firms in the value chains via mobility of skilled personnel along with 
new technologies and business approaches.
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