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Abstract

The central objective of this doctoral thesis is to understand some of the crucial changes that
characterized the Indian manufacturing sector since the 2000s. Historically, the manufacturing sector
has played an important role in the structural transformation of newly industrializing economies by
absorbing excess labor released from agriculture primarily due to its high inter-sectoral linkages and
employment elasticity of output. The Indian experience, however, has been an aberration from this
with an almost staghant manufacturing sector despite declining employment absorption capacity of
agriculture. Much of the excess labor therefore, has been either absorbed in low-end services like

construction or has contributed to persisting underemployment in agriculture.

Therefore, in case of India, the absence of a fast-growing manufacturing sector has been a stumbling
block in the growth of employment outside agriculture. As a result, meaningful employment creation,
continues to be one of India’s key macroeconomic challenges. Through the 1980s and 1990s total
employment in the organized manufacturing sector hovered around 6 to 8 million. Two important
features that have been associated with such a stagnant manufacturing sector for several decades has
been the lack of middle-sized firms which can deliver both output and employment growth, and the
predominance of the less productive informal sector in total manufacturing employment. More
recently, there has also been increased focus on the inflexible nature of Indian labor laws in hindering

employment growth in the organized manufacturing sector.

However, from the mid-2000s, particularly from 2004-05, employment growth in the organized
manufacturing sector started reviving and employment continued to grow steadily for seven
consecutive years till 2011-12. This phase of employment growth overlaps partially with the high
growth phase of the Indian economy from 2003-04 to 2008-09. In this context, this dissertation
explores three distinct yet related aspects of the Indian manufacturing sector — changing size structure
of firms, relative importance of labor market flexibility and investment in generating employment, and
the possibilities of structural transformation of the informal sector through growth in its formal sector
counterpart. Each of these aspects correspond to one core chapter of the thesis. All analysis is based
on enterprise level data from two major sources — The Annual Survey of Industries for the formal
sector and the National Sample Survey of Unincorporated Non-Agricultural Enterprises (Excluding

Construction) for the informal sector.



The first chapter introduces the thesis. Chapter two analyses the changing patterns of firm size and
employment growth in Indian manufacturing since 2000. With this empirical exercise it revisits the
theoretical debates on the “missing middle” in India and attempts to re-evaluate it in the current
context. Distribution of employment in the manufacturing sector of India was identified with a
“missing middle” in the 1970s, that is, large proportion of employment was concentrated in very small
and very large firms. Dualism in capitalist manufacturing with large productivity and wage gaps was
recognized as one major reason for stagnation of the manufacturing sector. This in turn was a
hindrance to the process of absorbing excess labor from agriculture and thereby facilitating a smooth
structural transformation of the economy. But, with the share of employment in the large factories
declining throughout the 1990s, there is no consensus on whether “missing middle” continues to be
a problematic feature of the Indian manufacturing sector. Using data from the 6™ Economic Census
of 2013, Annual Survey of Industries (2000-01, 2005-06, 2010-11, 2014-15) and the National Sample
Survey for four rounds (56", 62™, 67", 73", this chapter examines how the revival of manufacturing
employment growth changed the firm size structure of the capitalist segment of Indian manufacturing.
It shows that starting from the mid-2000s there is a reinforcement of the bimodal distribution with
most of the employment growth taking place in large factories. The rise of big factory-based capital-
intensive industries and the declining share of more evenly distributed labor-intensive industries are
partly responsible for this, although the large-firm driven employment growth has been a universal
trend across industries. However, more interestingly, despite employment growth in this period being
driven by large firms which are generally characterized by high wages and productivity, the labor share
of income in organized manufacturing remained fairly low. Workers’ real wages declined in the large
firms resulting in narrowing wage gap between small and large firms as opposed to diverging wages

associated with bimodal distributions.

The third chapter of the thesis addresses the relative importance of labor market flexibility and rate of
investment in manufacturing employment growth. Most mainstream research in the recent past have
attributed the stunted growth of Indian Manufacturing to the country’s rigid labor laws. However, the
organized manufacturing sector in India which had performed quite poorly for decades, saw a near
doubling of its workforce in the first fifteen years of the 21 century. This recent phase of employment
growth has, therefore, raised two important questions - exactly how restrictive are the Indian labor
laws and are there other factors, besides labor market flexibility, that determine employment growth

in the Indian manufacturing sector? An interesting feature of the growth in manufacturing



employment from the mid-2000s was that it was accompanied by high rates of investment. Using a
fixed effects panel regression model with two independent variables -- “inflexibility” in the labor
market and rate of investment -- this chapter attempts to understand their relative importance in
explaining employment growth in the organized manufacturing sector in India. The results indicate
that the labor laws which supposedly induce rigidity in the Indian labor market (Employment
Protection Legislations, to be precise) do not have any significant adverse impact on employment
growth on their own. Rate of investment, on the other hand, is a much more important and consistent
determinant of employment growth in the organized manufacturing sector. Moreover, in most cases,
for any given level of rate of investment, its positive effect on employment growth is not adversely
affected with reduced flexibility. It also shows that a possible mechanism through which high rates of
investment led to employment growth in organized manufacturing is through expansion of the

existing capacity.

The fourth chapter of the thesis evaluates the possibilities of transformation of the informal sector
through faster growth in the formal sector. This is particularly relevant because the share of the
informal sector in both manufacturing employment and output declined between 2000 and 2015,
indicating some possible structural transformation of the Indian manufacturing sector. The empirical
exercise in this chapter is situated in the backdrop of the informal sector debates that went on in the
1970s and 1980s and gave rise to two broad views regarding the role of the informal sector. While one
view considered the informal sector to a feature of pre-capitalist economies having a benign
relationship with the formal sector and potential for autonomous growth, the other viewed the
informal sector as being subordinated to and exploited by the formal capitalist core. In this context,
this chapter first examines if the phenomenon of formalization of the informal sector observed at the
aggregate, is also observed across industries and States. It then examines how such formalization has
taken place between 2000 and 2015 through three possible channels. These are — autonomous growth
and transformation of informal sector enterprises, structural transformation of the manufacturing

workforce and strengthened subcontracting linkages between the formal and informal sectors.

The findings indicate that there are diverging patterns of formal and informal sector growth at the
disaggregated level of industry-state groups. Moreover, an expanding formal sector and contracting
informal sector is not resulting from either growth of informal sector enterprises autonomously or

through strengthened subcontracting linkages between the formal and informal sectors. Instead, it is



primarily a structural transformation of the workforce from the subsistence segment to the capitalist

segment of Indian manufacturing.

In chapter five, the thesis concludes that employment growth in organized manufacturing sector in
the mid-2000s has been primarily large firm driven accompanied by fall in workers real wages in these
large firms. This employment growth has not been either due to a move towards labor-saving
technology or rising relative importance of labor-intensive industries. It is also not driven by increased
flexibility in the labor market through legal provisions. Instead, this employment growth is explained
by rising investment associated with capacity expansion. Such investment-led growth in the organized
manufacturing sector was unable to structurally transform manufacturing enterprises from informal
to formal sectors. However, with rise in employment growth in the formal sector, there has been

transformation of a part of the workforce from the informal to formal sectors.

Vi
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