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Most, if not all, countries during the phase of rapid economic growth underwent 
structural transformations. During the growth process, the share of manufacturing sector 
in the national income rapidly increased and the share of agriculture declined. This was 
also reflected in the employment scenario. The share of employment in manufacturing 
increased. Thus manufacturing acted as the main engine of growth. This was true for 
developed European economies, the United States and Japan. The same phenomenon 
was witnessed in rapidly developing Asian countries like China, South Korea, and 
several ASEAN countries. In these countries the share of the manufacturing sector 
stabilised when it reached about 35 per cent of the national income. In these countries 
manufacturing also dominated the exports and foreign direct investment (FDI) inflows. 
However, in the case of India, the share of the manufacturing sector has stagnated even 
before it reached 20 per cent of national income. Currently it is only about 16 to 17 per 
cent of the national income. This prompted some policy makers to argue that India need 
not follow the international experience and the manufacturing sector need not be the 
engine of growth for India. Instead, the service sector could be the engine of growth. 
The papers included in this volume refute this view and clearly show the manufacturing 
sector to be the engine of growth for India. Without a rapid growth of the manufacturing 
sector employment and exports also will not grow. At the current stage of Indian 
development growth of the national income cannot be sustained by the service sector. 
Hence, India should concentrate on its manufacturing sector, create a proper investment 
climate and remove the obstacles for manufacturing growth. The papers also show that 
the main obstacle for the growth of the manufacturing sector is appalling infrastructure 
conditions - both governance and physical.

The first essay by Aradhna Aggarwal deals with the decline of manufacturing in all 
its aspects, including employment, inter-state differences and technological change. 
This provides a broad canvass for the other papers. She argues that the slow growth 
of manufacturing has also adversely affected the growth of employment. She blames 
structural factors like unfavourable business environment, weakening governance, 
and slower government project approvals as reasons for manufacturing stagnation. 
For improving the growth of employment she advocates flexibility in labour market 
combined with social security.

Stagnant Manufacturing: 
Governance and Policy Slack
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The next essay deals with the main cause of decline, namely, poor investment climate. 
It argues that in the current global regime the determinants of Foreign Direct Investment 
(FDI) and domestic investment are more or less the same. Under these conditions poor 
business environment will affect both domestic investments in manufacturing and 
FDI. It attributes poor investment climate to bad and indifferent governance and poor 
infrastructure. It advocates improvements in both physical infrastructures like roads, 
electricity, ports etc, and governance infrastructure like rule of law, violence, regulatory 
burden, government effectiveness, corruption and accountability. In addition education 
and health are also important to attract investment. The essay shows that as a result 
of high levels of corruption and poor governance FDI inflows in manufacturing has 
come down sharply. Furthermore, FDI outflows from India in manufacturing have 
increased rapidly. To improve governance and fight corruption, the paper advocates 
discouraging cash transaction, including cash holdings beyond a limit and encouraging 
bank (including credit card) transactions.

The following two essays deal with employment. Biswanath Goldar advocates the 
creation of a large number of industrial jobs through rapid growth of the manufacturing 
sector. This should also be further supported by restructuring of the manufacturing sector 
towards more labour intensive industries. He also shows that service sector employment 
is biased in favour of highly skilled workers. Hence, it cannot support employment of 
unskilled workers. His paper shows that growth rate of manufacturing, employment and 
exports are closely related. During 2008-09 when growth rate of manufacturing was 
negative growth rate of exports were also negative. He also blames poor investment 
climate due to bad governance and infrastructure for the sad state of affairs. 

Arup Mitra argues that growth alone is not sufficient to achieve major improvements in 
economic and social well being of the poorer sections. Employment growth at higher 
than subsistence wages is crucial for poverty reduction and this will not be achieved 
without rapid industrialisation.  Even in the unorganised sector employment has not 
been growing. In recent period (2005–2011) employment growth in the unorganised 
(informal) manufacturing sector has been mostly negative. Due to lack of modernisation 
these enterprises have not been able to grow in the export sector. They are also not able 
to enter the high value added sector. To solve this problem Arup Mitra advocates the 
creation of national manufacturing investment zones or clustering of manufacturing units. 
He also advocates the creation of industrial townships with world class infrastructure.

In the next essay Vinish Kathuria emphasises the importance of the informal sector and 
argues that for both manufacturing and services the informal sector has been the major 
employer. It contributed to 78 per cent of employment in services and 84 per cent of 
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employment in manufacturing. The author discusses in detail the role of the informal 
sector. The unique feature of the informal sector is the constant change or what the author 
calls churning. While new firms enter, several old firms exit. Most of these enterprises are 
located in rural areas. However, their share in output is low and declining. Recent years 
have witnessed growth of smaller units that are low in productivity and are non viable. 
This, he calls a manifestation of distress aided by decline in formal manufacturing. Thus 
decline in formal manufacturing have adverse effect on the informal sector.

Any discussion on the informal sector ought to lead to an examination of the micro and 
small enterprises.  Uma Sankaran and K.J. Joseph analyse in detail the functioning of 
micro, small and medium enterprises. These enterprises contribute to 45 per cent of 
manufactured output and 40 per cent of Indian exports. It is important to make them 
globally competitive and help them to participate in the global production network. This 
cannot be achieved without active state participation. Sankaran and Joseph are against 
the state taking its hands off from the industrial steering wheel and allowing a free hand 
to the market forces. They discuss the role of national innovation system and its role in 
making the small scale sector globally competitive. It is also important to integrate the 
innovation system with trade and investment policies,

The next two contributions by Rashmi Banga and Kalirajan and Von Son Nguyen  
concentrate on external sectors. Banga acknowledges the crucial role of micro and 
small enterprises in employment and exports and links their low access to technology 
and productivity to the stagnation in exports and manufacturing. While China rapidly 
modernised its small enterprises and made them globally competitive, India used the 
protection and reservations instruments to keep them alive. This policy prevented the 
small enterprises from actively participating in the global value chain. She also brings to 
light the dual structure within the manufacturing sector, namely, the domination of small 
and large firms and the absence of the middle – medium sized firms. In the growing 
economies of Asia it is the middle sized firms that grew fast and propelled growth. The 
absence of the middle has hurt the exports and the import of manufactured products 
has increased more rapidly than exports. Most of the imports of manufactured goods 
have been from the middle sized Chinese and other Asian firms. As a result of this dual 
structure India has not been able to enter the global value chain.

Kalirajan and Nguyen (Chapter 9) discuss the huge potential in exporting environmentally 
friendly goods for which there is a huge global demand. There are 153 goods that are 
likely to secure zero tariffs. Several Asian countries have already targeted these goods 
to promote exports.  They suggest policy changes that would enable India to take 
advantage of this huge and growing market. They have developed a model to measure 
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the gap between potential exports and actual exports in these environmentally friendly 
goods market. They define potential exports as the maximum possible exports that can 
be achieved in contrast to the average exports from India. They call the ratio of actual 
exports to potential exports as ‘export efficiency’. Their results show that the Indian 
governance constraints have had a huge negative effect on the exports of environmentally 
friendly goods. 

Finally Bino Paul analyses wages and productivity relationships. Mere employment 
generation is not enough. We need employment with good wages. In this context his 
paper discusses the determinants of wages. He shows the enterprises are employing 
capital intensive, productivity enhancing and labour saving technologies. Hence, in the 
organised Indian manufacturing sector wages are not increasing in line with productivity 
increases. In the current technological scenario, it is not possible to increase wages 
unless there is a substantial increase in the skill content of the labour force. In other 
words there is only bleak future for workers with little or no education. 

The last two essays are slightly technical in nature. This is because they deal with 
specific issues and have developed appropriate models to discuss them.

In sum, papers included in this volume cover most of the aspects of the manufacturing 
sector in India. The authors come from diverse backgrounds and belong to different 
institutions and cities. Despite this there is unanimity on the following points. Indian 
manufacturing sector has stagnated and this has adversely affected the growth of 
employment, investment (both domestic and foreign), and exports. This has created 
a huge gap between Indian imports and exports leading to a foreign exchange crisis. 
The growth of Indian national income cannot be sustained without a vibrant and 
active manufacturing sector. The main cause of the decline in manufacturing is due to 
governance and policy slack.

N S Siddharthan

Guest Editor, Madras School of Economics
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The development experience of most countries, including Europe and Japan, shows 
manufacturing to be the main engine of growth. During periods of sustained rapid 
economic growth, the share of agriculture in national income and the share of agricultural 
employment in total employment decreases. The space vacated by agriculture is mainly 
occupied by manufacturing. The share of manufacturing in national income increases 
rapidly and then stabilises after reaching about 30 per cent. After this the service sector 
grows filling the gap left by manufacturing.. 
In the recent past the newly emerging high growth economies like China and East Asian 
countries have also been following the international trend. For China, South Korea and 
some East Asian countries the share of the manufacturing sector in the national income 
increased rapidly and stabilised only after it crossed 35 per cent. In these countries 
exports have also been led by manufacturing exports.  
For India, the share of the manufacturing sector stopped growing even before it touched 
20 per cent of the national income. India’s growth has been mainly led by the growth in 
the service sector. This has prompted some to conclude that India is different from the 
rest of the world and the Indian growth can be sustained by the growth of the service 
sector. Several econometric studies show that manufacturing continues to be the engine 
of growth in India; growth led by services is not sustainable. 
But does the growth of the service sector in India reflect actual growth?  There are 
some peculiarities in the way service sector growth is reckoned. It is important to note 
that most advocates of services have high end services like banking, insurance and 

What Ails Manufacturing?
Poor Investment Climate and Bad Governance

N S Siddharthan
Madras School of Economics and Forum for  

Global Knowledge Sharing, Chennai

A high growth rate for the Indian economy cannot be sustained without a vibrant 
and growing manufacturing sector. A policy aimed at GDP growth based mainly on 
attracting investment in the services sector will not succeed. Moreover, a thriving 
manufacturing sector is vital for employment generation. Under these circumstances, 
reforms should be aimed at good governance and  transparent and time bound 
decision-making.

13
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information technology in mind. These services are mostly in the organised sector and 
they do not constitute the bulk of the growing services. Furthermore, salaries paid by 
the governments (both centre and states) to their employees are also included under the 
service sector. This reflects in a higher growth of the service sector whenever the pay 
commission awards a higher pay for government employees. Thanks to this strange 
method of accounting, the growth of the service sector, in this case, does not reflect 
the actual growth. The unorganised sector occupies a prominent position in the service 
sector. This sector mainly constitute self employed poor persons who cannot afford to be 
unemployed, and who will, to avoid starvation, to self employment with low incomes.  
Clearly, the growth of this sector does not constitute development or prosperity. In fact, 
it reflects the opposite.
As some of the econometric studies show (Chakravarty and Mitra, 2009, Kathuria and 
Rajesh Raj 2013), even during the period of rapid growth of the service sector in India, it 
was  the manufacturing sector that emerged as the main engine of growth. In particular, 
Kathuria and Rajesh Raj (2013) based on a study of several Indian States show that an 
incremental increase in the growth of the manufacturing sector leads to a substantial 
increase in the growth of income.  The statistical results clearly showed that high growth 
of income through the growth of the service sector is not sustainable.

Liberalisation and Corporate Sector
India introduced internal deregulation in 1985 and a series of external liberalisation 
measures in early 1990s. During 1985, the Government of India introduced important 
policy changes aimed at improving the competitiveness and performance of the Indian 
firms. These reforms substantially deregulated the Indian industrial licensing system, 
allowed expansion of capacities without prior permission, liberalised the procedures 
for the import of capital goods and arm’s length purchase of technology. This resulted 
in a substantial increase in investments, imports, and import of technology across all 
industries.  The early 1990s  saw the introduction of several external liberalisation 
measures like current account convertibility of the rupee, drastic reduction in import 
tariffs, liberalisation of FDI inflows and outflows. Several research studies show that 
these resulted in notable changes in the structure, conduct and performance of the 
Indian corporate sector (See Pandit and Siddharthan 1998 and 2009, Siddharthan and 
Pandit 1998). During the license and permit Raj of pre-1985 period, a prominent part 
of the corporate sector was owned and managed by large business houses belonging 
to traditional business families. After liberalisation new enterprises started by young 
professional entrepreneurs with technology background entered the corporate sector and 
achieved eminence. Few of these successful entrepreneurs came from business families.
In the earlier regime the main entry barrier was the requirement of industrial licensing. 
During the 1990s the main prerequisite for success became technology and other 
intangible assets.  

14
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In recent years the investment climate has deteriorated and the share of manufacturing 
has stagnated. Before discussing the causes of stagnation of the manufacturing sector, 
it would be useful to examine the current global investment and trade regime and its 
implications for the manufacturing sector.

WTO Regime and Manufacturing Sector
The emergence of the World Trade Organisation (WTO) regime in 1995 has 
fundamentally changed the nature of manufacturing and the characteristics of the 
foreign direct investments (FDI) both inflows and outflows. The WTO regime drastically 
reduced import duties, abolished quotas and quantitative restrictions, discouraged 
local procurements and the favouring of local firms by the government agencies, and 
liberalised FDI inflows and outflows. Improved intellectual property protection has 
encouraged the licensing of technology. 
FDI inflows in the current WTO regime are not of the tariff jumping type. While in 
the earlier regime foreign investments were mainly market seeking investments, in 
the current regime they were principally efficiency seeking investments. Foreign firms 
would invest in India if they considered India efficient for manufacturing purposes. 
Likewise Indian firms would not invest in India, but instead, would invest in other 
countries and import the manufactured goods into India
The share of manufacturing in FDI inflows was more that 60% in early 2000; it came 
down to about 40% in 2005 and further down to 20% in 2008 (Rao and Dhar 2011). 
So the decline of manufacturing sector is reflected in the FDI inflows. Currently 
‘construction and real estate’ attracts as much FDI as manufacturing and they come 
mostly from tax heavens. 
Poor investment climate is also reflected in FDI outflows from India. A substantial part 
of FDI outflow from India is in manufacturing. Medium sized enterprises dominate 
investments abroad and this is due to a combination of push and pulls factors. They have 
been setting-up manufacturing units in Asian countries where the investment climate is 
better, and importing the goods back to India.

Growth of Manufacturing: Two Sets of Constraints
Two sets of factors stand in the way of the growth of manufacturing in India. They also 
inhibit FDI inflows and encourage FDI outflows from India. They are (1) poor physical 
infrastructure and (2) bad governance. These two reinforce one another. It is common 
knowledge that Indian physical infrastructure like roads, railways, ports and electricity 
are bad compared to our Asian competitors like China and East Asian countries. 
The deficiencies in Indian infrastructure are not merely because of insufficient investment 
in these sectors. It is also due to corruption in high places. It is widely believed and 
reported in the media that only a fraction of the allotted money is spent on the laying 
of roads or other targeted projects. In the case of electricity coal blocks were given to 
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firms at concessional rates on the condition that they would supply coal to electricity 
generating units. Several of these coal blocks have yet to fulfil their promises and supply 
coal. The result is a huge electricity shortage resulting in power cuts and power holidays 
for industrial units. Most  large units have gone in for captive electricity plants that have 
pushed up the costs and made our manufactures uncompetitive.  
The situation is worse for smaller enterprises that cannot even afford the captive electricity 
generation units. Likewise the turnaround time for ships in Indian ports compares 
very unfavourably with other Asian countries. Further, most Indian ports do not have 
X-ray machines for containers resulting in time consuming physical examination of the 
contents of the containers. 
These and other factors make manufacturing expensive and uncompetitive. It is hardly 
surprising that India’s rank is 59 out of 144 countries (2012-13) in the global competition 
index and compares very poorly with  most high growth Asian economies. 
The World Bank (Batra, Kaufmann and Stone 2003)’s survey of investment climate 
around the world captures companies perceptions of key constraints in the business 
environment – perceptions that shape operational and investment decisions – as well as 
several quantitative indices of companies experiences. The survey collected information 
on companies’ perceptions on several variables representing corruption, judiciary, 
financing, infrastructure, policy instability, inflation, exchange rates, street crime, 
organised crime, anticompetitive policies and fiscal and taxation policies. Perceptions 
on India were not very different from those of other Asian countries except in the case of 
corruption, infrastructure, policy instability, customs delays, roads, electricity and water. 
In other words, what separated India from its Asian competitors (including China) were 
governance indicators. It was not fiscal and monetary policies that have placed India at 
a disadvantage but bad governance. 

Role of Governance Factors
To better understand the determinants of investment climate in manufacturing let’s 
analyse the relative importance of fiscal incentives and governance factors. In a study 
analysing FDI based on inflows from 12 source and 45 host countries, Wei (2000) found 
that corruption is as much if not more important in inhibiting FDI inflows than the 
increase in tax rates. Corruption index turned out to be important even after controlling 
for other determinants like GDP, population, political stability, wages and other control 
variables. The paper concludes, “...a one-step increase in corruption level is equivalent 
to a rise in tax rate by 7.5 percentage points, other things equal. An increase in corruption 
level from that of Singapore to that of Mexico has the same negative effect on inward 
foreign investment as raising the tax rate over 50 percentage points”.  
Governance infrastructure does not deal only with corruption. It consists of several other 
indicators like rule of law, political instability, violence, regulatory burden, government 
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effectiveness, corruption and accountability. Globerman, and Shapiro (2002) considered 
all these governance indicators and analysed inter country FDI inflows and found 
governance indicators highly significant. In addition they also found education index 
important. In my view, education index also reflects good governance. 
Studies show that corrupt countries not only receive less FDI but the investments they 
receive are mostly from other corrupt countries. Cuervo-Cazurra (2006), clearly show 
that corrupt countries (corruption indicators taken from World Bank publications) 
mainly receive funds from other corrupt countries that have neither technology nor other 
intangible assets to transfer. The result holds good even after taking into account all the 
standard determinants of FDI. 
The study takes into account the following control variables: Population, distance 
between the two countries, landlocked countries, island nations, common border, 
common language, common colony, ever colonial line, restrictions on trade, and 
restrictions on FDI. The investment flows are merely parking of money from tax heavens 
and other such countries placed in speculative ventures in other corrupt countries. They 
normally go to real estates and construction. In India only 10 percent of FDI into real 
estate came from technology rich developed countries. More than 90 percent came from 
tax heavens and other such countries.  
Thus in recent times, industrial climate changed drastically in India due to bad 
governance and all pervading corruption. In the last few years, major scams have broken 
out in resources sectors that are mainly owned by the government — like real estate, 
mining and ores, and spectrum. A number of individuals who have obtained government 
permission to enter and exploit these resource sectors have amassed billions of rupees. 
In other words, under the existing business environment, the path to amass wealth, it 
would appear, is not through manufacturing but through exploitation of resources under 
government ownership.

Mergers and Acquisitions
After the WTO regime came into existence, there has been a huge spurt in cross border 
and domestic mergers and acquisitions. As already discussed, in the pre-WTO regime, 
most of the FDI was of the market-seeking type. The objective was to jump import 
tariffs and sell in the host country markets. The WTO regime drastically reduced tariff 
rates, and abolished import quotas and encouraged exports rather than market seeking 
investments. Most FDI now is of an efficiency seeking type. This necessitated a drastic 
change in the location of industries. It was no more necessary to produce all products 
in all countries. Production in a particular country depended on efficiency and location 
advantages. 
This new regime resulted in a huge wave of mergers and acquisitions. In the post-2000 
era most FDI went into mergers and acquisitions and not for green field investments. 
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India also witnessed rapid growth in mergers and acquisitions during this period. 
Consequent to parent companies merging in Europe and the US, the Indian subsidiaries 
also automatically merged. Furthermore, Indian companies also merged with other 
Indian companies to achieve size advantages to face global competition.
Not all mergers and acquisitions helped the companies to be globally competitive. 
Impact of mergers depended on two factors: (1) mergers promoted by political contacts 
and, (2) level of corruption in the host and home countries. Brockman, Rui and Zou 
(2013), based on a sample across 22 countries found political connections played a 
significant role in the post merger performance of the companies. In countries with a 
good legal system and low levels of corruption politically connected mergers did not 
perform well. However, in highly corrupt countries they outperformed others. Political 
connections in countries with weak institutional framework can give companies certain 
advantages. Governments could relax standards and allow them to merge. Government 
could also give them sensitive information about other firms. They could also obtain 
preferential access to bank finances. None of these factors contribute to efficiency 
and global competitiveness. Thus efficient companies from corrupt countries become 
victims of global competition even when it comes to mergers and acquisitions. 

Policy Imperatives
There is enough evidence from several research studies to show that bad governance, 
and in particular corruption, has been the most important factor inhibiting the growth 
of the manufacturing sector. I discussed the policy imperatives in my op-ed page article 
in the Hindu (Siddharthan 2012). In what follows I propose to reproduce the points  
I made there. Corruption mainly takes place where important discretionary powers are 
vested with the decision maker and where rules are not clear-cut and decision making 
is not transparent. The way out  is to reform the decision-making process by making 
it transparent and rule-based and by drastically reducing the discretionary powers of 
officials. So far, despite brave declarations of intent, no serious attempt has been made 
in this direction of administrative reforms. 
In addition to administrative reforms, the government should also introduce rules and 
laws to drastically discourage cash transactions and cash holdings. Corruption cannot 
be reduced so long as cash transactions dominate. Newspapers frequently report 
police and income tax raids and the discovery of huge amounts of cash kept at home, 
offices and lockers. In this context, it is vital to introduce laws that discourage cash 
transactions. Drastic situations need drastic remedies. To discourage cash transactions, 
the government could place a limit on cash transactions. For example, the government 
could declare that any transaction, say, above Rs. 5000 should be a bank or credit 
card transaction and not a cash transaction. This would bring huge expenditures on 
items like consumer durables, hotels and resorts under bank transactions and increase 
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Note: Computed from IIP-manufacturing data taken from the website of Central Statistical Office (Government of India) 
and data on India’s exports expressed in US$ taken from the website of the Reserve Bank of India (RBI). 
 Source: Creating Jobs in Manufacturing / Bishwanath Goldar
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increased by about 10 per centage points, an increase from 20 per cent in 1999-2000 
to 30 per cent in 2009-10. Yet, the pace of improvement of the education-skill profile 
of the youth has been slow, and if the current trend continues, then among the youth 
that will enter the Indian labour market in the next ten years, only a minority will have 
the requisite education and skills to find jobs in organised services. 
In contrast to the situation in organized services, organized manufacturing holds better 
potential for providing jobs to relatively less educated youth. According to NSSO 
data, in 2009-10, about 20 per cent of the workers in organized manufacturing had less 
than primary education (including illiterate) and another about 15 per cent had only 
primary education. Evidently, the manufacturing sector holds a much better potential for 
providing jobs to the less educated youth that will enter the job markets in the next ten 
years than the services sector. 
Will manufacturing be able to create enough jobs for the youth? The situation does not 
seem very encouraging.  Going by employment estimates based on NSSO data, between 
2004-05 and 2009-10, there was an absolute decline in manufacturing employment. 
Taking a longer period 1999-2000 to 2011-12, the increase in employment in 
manufacturing was about 17.5 million, which comes to about 1.5 million per year. Of this 
increase in manufacturing employment, the organised manufacturing sector accounted 
for an increase in employment of about 5.2 million over the entire period 1999-2000 to 
2011-12 or about 0.4 million per year. By contrast, each year about 7 to 8 million youth 
are expected to enter the job market in India in the next ten years.  Evidently, the rate 
of job creation in manufacturing, particularly organized manufacturing, achieved in the 
past falls badly short of the job requirements of the youth that will enter job markets in 
the next ten years.  

Manufacturing Output Growth and Employment Elasticity
In the years 2004-05 through 2007-08, the manufacturing sector recorded a high rate 
of output growth. The average growth rate in the index number of industrial production 
(IIP) for manufacturing was about 10 per cent per annum in this period. The growth 
rate come down sharply in 2008-09, but revived again in 2009-10 and 2010-11. From 
October 2011 began a period of low or negative growth in manufacturing. The average 
year-on-year (Y-o-Y) growth rate in IIP-manufacturing in different months in the period 
October 2011 to September 2013 was 0.9 per cent per annum (see Figure 1). This is very 
low in relation to the average growth rate in output achieved by Indian manufacturing in 
the 2000s (about eight per cent per annum).
The near stagnation in manufacturing production in the recent period coincided with 
a sharp fall in the growth rate in exports (see Figure 1).  An earlier episode of poor 
manufacturing growth performance occurred during October 2008 to October 2009 
when the average growth rate in IIP-manufacturing was negative. Interestingly, in this 
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period, the growth rate in exports was negative too.  Evidently, there is some basis to 
argue that the sharp fall in the growth rate in India’s export in the recent times is one of the 
main factors responsible for the slowdown in growth in manufacturing output in India.  
The fall in the growth of India’s exports is in turn attributable to the global economic 
slowdown. This is indicated by Table 1, which shows the growth rates in India’s exports 
and in global exports in different years during 2002 to 2012. The correlation coefficient 
between the growth rate in India’s export and that in world exports during 2002-12 is 
high positive at 0.94.  Thus, arguably, the global economic slowdown is one of the key 
factors responsible for the sluggishness in manufacturing output growth in the recent 
period. However, it would be wrong to assume that the current growth problems of Indian 
manufacturing are mostly or entirely attributable to the global economic slowdown. 
Rather, there are serious domestic constraints on industrial growth arising from adverse 
investment climate particularly deficiencies of the policy environment and inadequacies 
of infrastructure. The significance of this observation is that even if the global conditions 
do not improve much in the near future which cannot be ruled out, a major boost to the 
growth of manufacturing should be possible through domestic policy initiatives. 

The above discussion on output growth in manufacturing is relevant to the key issue 
under discussion namely, creation of employment opportunities in manufacturing 
because unless the manufacturing sector grows fast it would not be possible to create 
a large number of jobs for the new entrants in the labour market. As mentioned above, 
the average growth rate in manufacturing output (indicated by IIP-manufacturing) in the 
last 23 months was less than one per cent per annum.  This is no doubt abnormal and 
one would expect the growth rate in manufacturing output to go up in the near future. 
Here, the crucial question is, how high will the growth rate in manufacturing output be 
in the coming ten years. 
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to 2011-12, the employment elasticity in manufacturing was about 0.35 (see Figure 
2). If this elasticity holds also in future, then a ten per cent growth in manufacturing 
output will result in a growth rate in manufacturing employment of about 3.5 per cent 
which is higher than the growth rate in employment achieved in the period 1999-2000 
to 2011-12, but does not vastly enhance the annual rate of new job creation.  If structural 
transformation in the manufacturing sector towards more labour intensive industries 
causes the employment elasticity to go up, the extent of employment generation will  
be higher.  
It is interesting to observe from Figure 2 that the employment elasticity in organized 
manufacturing during 1999-2000 to 2011-12 was much higher than that during 1983-
84 to 1993-94 and 1993-94 to 1999-2000. This basically reflects a fast growth in 
employment in organized manufacturing that has taken place since 2004-05. The average 
growth rate in employment in organized manufacturing in the period since 2004-05 has 
been about seven per cent per year, which is much higher than the employment growth 
rate achieved by organized manufacturing in the past. Goldar (2011) has examined the 
causes of this accelerated employment growth in organized manufacturing and has 
come to the conclusion that labour reforms undertaken by states were an important 
contributing factor.

Quality of Employment
It is not enough to count how many more jobs the manufacturing sector will create; one 
also needs to assess the quality of jobs that will be created.  In this regard, there are some 
serious concerns. Unorganized sectors accounts for about 80 per cent of employment 
in manufacturing at present, and the proportion has not changed much over the past 
two decades. It seems therefore that the situation may not change drastically in the 
next ten years. Thus, about four-fifths of the new jobs created in manufacturing would 
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probably be in the unorganised sector.  This is a matter of concern because the wages of 
workers in unorganised sector is relatively low. Table 2 presents a comparison of wages 
rates between organised and unorganised manufacturing for 2010-11. It is seen from 
the table that as compared to the wages of workers in organized manufacturing working 
in factories that have 500 or more workers, the wages of hired workers in unorganized 
manufacturing in less than half. In addition to wages, the organized sector workers have 
other benefits. Thus, there is a vast difference in the labour compensation between the 
two categories of workers.
Table 2:  Comparison of Wage Rates and  Manufacturing by Segments 

Manufacturing segment Wage rate (Rs. per worker per annum)

Unorganized manufacturing 42,440

Organized manufacturing

- Employment size below 100 62,590

- Employment size, 100-500 76,773

- Employment size above 500 1,10,018
 
Source: Source: Wages per worker for unorganized manufacturing have taken from Key Results of 
Unincorporated Non-agricultural Enterprises (excluding construction) in India, NSS 67th Round, National 
Sample Survey Office, Government of India, June 2012. The wages per worker in organized manufacturing 
have been computed from data on workers and wage payment taken from Annual Survey of Industries (ASI) 
(Central Statistical Office, Government of India) for 2010-11. 

It should be pointed out here that within unorganised manufacturing there are differences 
in wages  between regularly employed and casual workers. The casual workers get 
a relatively low wage. Similarly, within the organized manufacturing sector, there 
are differences in wages between the directly employed workers and the contract 
workers. The latter get relatively low wages. The proportion of contract workers among 
organized sector workers has increased over time. In 2010, about 35 per cent of the 
workers employed by organised manufacturing were employed through contractors. 
The main point emerging from the above discussion is that even if a rapid growth 
in manufacturing helps in creating a large number of industrial jobs, a substantial  
portion of those jobs will be casual or contractual jobs in which the wages paid are 
relatively low. 
Sen, Saha and Maiti (2010) present econometric evidence that indicate that stringent 
labour regulations have led to greater use of contract workers in organised manufacturing.  
Goldar and Aggarwal (2012) have analysed the factors that influenced the employment 
of casual workers in Indian manufacturing and found that that labour market reforms 
tend to increase the creation of regular jobs.  Thus, there is econometric evidence to 
suggest that labour market reforms will help in lowering casual/contractual employment 
in manufacturing and thus add to regular, better paid jobs.
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Conclusion
Considering that 70 to 80 million youth are going to enter the labour market in the 
next ten years, creation of a large number of industrial jobs is important, especially 
because many the youth may have low education and skills and thus find it difficult 
to get absorbed in the services sector. For creating a large number of industrial jobs, 
the manufacturing sector needs to grow fast.  By contrast, the manufacturing sector 
has been experiencing a near stagnation for the last 23 months. To ascribe the current 
growth problems of Indian manufacturing mostly or entirely to the global economic 
slowdown is not correct, since there are several domestic constraints on manufacturing 
growth.  Hence, pro-active policy initiatives are needed to boost the manufacturing 
growth, and when the global economic situation improves, there will be further boosts 
to manufacturing growth. 
A high rate of growth of manufacturing may add to a large number of jobs, but this 
may not fully meet the aspirations of the youth since a substantial part of the industrial 
jobs may turn out to be rather low paying with limited or no benefits.  This is a second 
problem that needs to be tackled. There is econometric evidence to believe that labour 
markets reforms will help in boosting the growth rate in manufacturing employment as 
well as lower the tendency towards casualization/ contractualization of industrial labour.
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It has been widely noted that growth alone is not sufficient to bring in any major 
improvement in economic and social wellbeing, particularly of those who are located 
at the lower echelons of the socio-economic ladder. Rapid growth in productive 
employment opportunities can distribute the benefits of economic growth among the 
deprived lot. In other words, employment growth at wages higher than the minimum 
subsistence level of consumption is crucial for poverty reduction and also to create a 
stable society that would be free from social turmoil and insurgency. 
Industrialization is reflected in the structural shift both in the value added and the 
composition of the workforce. This structural change is accompanied not only by a rise 
in per capita income but also improvement in many other development indicators. It 
involves upward mobility of individual occupations and incomes and a shift in rural-
urban composition of the population (Kuznets, 1966). However, in the Indian context, 
there hasn’t been any remarkable shift in the workforce composition from agriculture to 
industry. Even after rapid economic growth, the share of manufacturing has remained 
around 11 percent.

Organised Manufacturing 
The performance of the organized manufacturing in India in terms of the growth rate in 
gross value added showed marked improvement in the nineties compared to the earlier 
period (Table 1; see Mitra and Bhanumurty, 2007). Whether this growth had also resulted 
in faster employment elasticity or not, has been a matter of serious concern. In terms of 
mere growth rates  both the number of workers and total persons increased from a mere  

Sluggish Growth in Employment 
What are the Policy Initiatives?

Arup Mitra
Institute of Economic Growth, Delhi

There has been a consistent policy interest in creating an environment for 
manufacturing growth over the years.  But in the context of the sector’s continuing poor 
performance, the new National Manufacturing Policy is a step in the right direction.  
It has promised to create 100 million more jobs and contribute 25 per cent to the 
GDP. Among other initiatives the proposed creation of a National Manufacturing 
Investment Zone or a cluster approach may well have critical impact.
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1 per cent per annum during the deregulated regime (1984-85 to 1990-91) to around  
3 per cent per annum over the nineties though this growth has been only marginally 
above the growth rate that was experienced during the regulated regime (1973-74 
through 1984-85). Man-days per worker and man-days per person grew negligibly 
during the eighties and nineties. For ‘workers’ category, man-days per worker is an 
important determinant of earnings, and hence the stagnancy in man-days per worker 
may have serious implications in terms of workers’ income as it may have resulted from 
the decline in full-time jobs to the workers in the organized industrial sector. However, 
the constancy of man-days per worker or person may also have resulted from a rise in 
outsourcing and sub-contracting and assignment of jobs on piece rate basis. Also, it 
could be an outcome of exhaustion of scope to utilize labour more intensively (Bhalotra, 
1998 and Nagaraj, 1994). For example, the contract workers were already utilised to 
the optimum and there was hardly any scope for further increase in the man-days per 
worker. Since the scope to utilize labour more intensively was possibly exhausted, firms 
were forced to employ additional workers in the nineties, reflected in higher employment 
growth rate. 
The increase in the employment growth rate in the organised manufacturing in the 
nineties, particularly between 1990-91 and 1995-96, could also be explained by the 
huge expansion that took place in the early reform period. Both domestic and foreign 
investors invested at large quantities in this period with an over-expectation about the 
future prospects demand in the Indian economy and led to expansion in the capacity.  
This possibly led to an increase in the employment growth rate in the organized 
manufacturing, particularly in the private and joint sector. But, as output started 
declining or stagnating in the late 1990s, this resulted in capacity underutilization, which 
might have resulted in job losses (Nagaraj, 2004).1 Despite this downturn, some argue 
that the employment growth in the organised manufacturing has increased in the 1990s 
compared to the 1980s (Goldar, 2000).  
Wages per worker shows a fall in the growth rate, marginal though, during the 1990s. 
(This fall in growth of wages may also be one of the reasons for increase in the 
employment growth in the nineties.2) However, emoluments per person did not reveal 
so (Table 1). Quite clearly, the earnings of the skilled/educated employees other than the 
workers seem to have increased faster than those of the workers over 1990-91 through 
1997-98.3 
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1 Nagaraj (2004) argues that in the second half of 1990s, organized manufacturing sector has lost 15 percent 
of workers across the states and industry groups, mostly due to VRS in public sector and retrenchements and 
lay-offs in the private sector followed by relaxed labour laws in the country.  
2 Goldar (2000).
3 Reforms were initiated in July 1991 in India.
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Table 1: Growth Rate of Select Variables (per cent per annum) 

Variables 1973-74 to 1984-85 1984-85 to 1990-91 1990-91 to 1997-98

Gross Value Added 6.4 7.9 9.4

Gross Output 7.6 8.4 8.6

No. of Workers 2.8 1.1 3.1

Mandays per Worker 1.9 0.2 0.2

No. of  Persons Employed 2.9 1.1 3.2

Mandays per Person Employed 1.7 0.3 0.2

Wages per Worker 3.0 3.2 2.7

Emoluments per Person Employed 2.4 2.9 3.3

Fixed Capital 7.1 6.4 10.8
 
Note: 1.Gross output and value added have been deflated by the wholesale price index of the corresponding 
product group, and fixed capital, by the combined price index of machinery and metal products with 1981-82 
as base).  
2. Persons include workers and other employees inclusive of administrative and managerial staff. 
Source: Annual Survey of Industry Data (compiled by Economic and Political Weekly Research Foundation).
 
The gross value added growth rate continued to be a little above 9 per cent per annum 
during 1998-99 to 2007-08 (Table 2). However, the employment growth rate declined 
further from its earlier low in 1990-91-1997-98 period more so in the case of employees 
other than workers.4  As a result, labour productivity  employed grew at almost 7 per 
cent per annum. Wages per worker remained almost stagnant while the remuneration per 
person shot up significantly, implying a substantial growth in the salaries per employee 
(excluding workers). 

Table 2: Growth Rate of Select Variables (per cent per annum) 

Variables Rate of Growth (% p.a.)

Gross Value Added 9.45

No. of Workers 2.98

No. of  Persons Employed 2.58

Wages per Worker 0.20

Emoluments per Person Employed 5.31

Fixed Capital 4.34

Labour Productivity  
(Value Added per Person Employed)

6.87

Capital-Labour Ratio  
(Fixed Capital per Person)

1.75

Source: Annual Survey of Industry Data (compiled by Economic and Political Weekly Research Foundation).
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4 The employment growth rate in the organized manufacturing sector over 1998-99 through 2007-08 as per 
the ASI data is however higher than the total employment growth rate shown by the NSS employment-unem-
ployment survey over 2004-05 to 2009-10 though the ASI growth rate is quite close to the NSS estimate over 
1999-2000 to 2004-05. 
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There is a strong positive correlation between the average value added growth and total 
employment growth measured across all the three digit manufacturing groups (0.77), 
implying growth is essential for employment generation. However, not necessarily rapid 
value added growth has resulted in faster employment growth. In spite of the fact that 
many industries grew rapidly in value added terms, total employment increased only at 
around 2.6 per cent per annum  over the period 1998-99 through 2007-8. 
On the whole, for the entire period under consideration (1998-99 through 2007-08) 
value added growth has been fast in a number of industries as compared to employment 
growth. Though rapidly growing industries in terms of employment witnessed faster 
value added growth as well. 
In fact, in some of the industries with  sluggish employment growth, value added still 
has grown sizably notwithstanding a strong positive correlation between the value 
added and employment (average) growth rates across industries. Particularly, the growth 
scenario of employees other than workers represents a gloomy picture since many 
industries showed a negative growth rate. This comes as a bit of surprise, particularly 
keeping in view the popular belief about a favorable job market for the ones who are 
highly skilled. Usually greater concern has been expressed for the unskilled workers 
as they are characterized by poor employability. Two reasons may be considered to 
explain this: (a) because of a high level of salary for the employees other than workers 
their absorption rate has been sluggish, (b) the recent phase of industrialization is partly 
because of the rapid spread of industries in the states which were less industrialized 
earlier and hence, this spur has been accompanied by a rise in the demand for shop floor 
workers. Nevertheless there are a sizeable number of industries which experienced rapid 
growth in terms of value added and total employment both.  
Importantly, have the so-called labour intensive industries been generating employment 
significantly? There is a positive relationship between the rate of growth in capital-
labour (i.e., total person engaged) ratio and employment growth, implying both the 
factors of production can increase simultaneously though capital may be increasing at a 
faster pace than labour. We also note that higher is the level of capital-labour ratio, lower 
is the employment growth rate  implying while some of the labour intensive industries 
may be experiencing rapid employment growth some others tend to grow sluggishly. 
Decomposing value added growth into its components-employment and productivity, 
we observe that only a handful of industries5 have experienced simultaneous growth 
in both. This implies that growth in value added has been led through the adoption of 
capital-intensive technologies. Thus there has been a trade-off between employment 
growth and capital growth. 
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5 173 (manufacture of knitted and crocheted fabrics), 182 (dressing and dyeing of fur etc), 232 (manufacture 
of refined petroleum products), 281(manufacture of structural metal products, tanks etc), 300 (manufacture 
of office, accounting and computing machinery), 312 (manufacture of electricity distribution and control ap-
paratus), 319 (manufacture of other electrical equipment), 332 (manufacture of optical instruments etc), 372 
(recycling of non-metal waste and scrap) and others. 
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Unorganised Manufacturing 
The unregistered manufacturing as per the National Accounts Statistics of the Central 
Statistical Organisation accounts for around 34 per cent of the total manufacturing value 
added. The units within the unorganised manufacturing sector have been divided into 
three types: own account manufacturing enterprises (OAMEs) are those which use only 
household or family labour, non-directory manufacturing enterprises (NDMEs) employ 
1 to 5 workers of which at least one is hired and the directory manufacturing enterprises 
(DMEs) in the unregistered manufacturing include units with 6 to 9 workers irrespective 
of using power, and units with 10 to 19 workers without using power. However, the 
definition of workers in the surveys on unorganised manufacturing enterprises by NSSO 
is very broad. No distinction is made between fulltime and part time workers, and more 
importantly no time dimension is used in defining a worker. In other words, anyone 
attached to the unit in whatever way possible, is defined as a worker. The interpretation 
of employment related concepts in this sector, therefore, has to be made very carefully. 
Further we may note that the recent survey, 2010-11 has not provided the data for 
NDMEs and DMEs separately – all being clubbed under establishments.  
Comparing the growth rates in terms of employment, output and number of 
enterprises across the own account manufacturing enterprises (OAME), non-directory 
manufacturing enterprises (NDME) and directory manufacturing enterprises (DME) - 
the three segments of the unorganised manufacturing component it is seen that growth 
in the reform period has been relatively faster in NDME segment compared to the  
other two segments, particularly in terms of employment and number of enterprises. 
However, at the aggregate level, employment growth in the unorganized sector has been 
extremely sluggish. 
An analysis of output growth in unorganised manufacturing by major industry groups 
reveals that textiles and leather, non-metallic mineral products, basic metals, metal 
products, and machinery and transport equipment achieved relatively faster growth in 
real value added compared to the other sectors during the post reform period. However, 
employment growth turned out to be as high as 2 per cent per annum only in textiles, 
chemical, metal products and transport equipment.
Almost uniformly, growth in urban areas is found to be faster. The only exception 
is growth in real value added in NDME and DME – the growth rate in rural areas 
exceeded that in the urban areas though the total value added growth in the unorganised 
manufacturing has been higher in the urban areas than that in the rural areas. The faster 
growth in the number of enterprises in the urban areas could be due to the change  
in the location of the enterprises which could be an outcome of both promising 
enterprises shifting actually to the urban areas and the reclassification of rural areas as 
urban over time. 
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An important point that comes out clearly is that the growth rate in value added in 
unorganised manufacturing has been much faster than the growth rate in number 
of workers and number of enterprises during 1989-90 to 2005-06, which broadly 
corresponds with the reform period. The implication is that value added per worker 
as well as value added per enterprise has grown rapidly, particularly in the rural areas. 
However, the employment growth rate was extremely sluggish for which the productivity 
growth rate has been quite fast in the post reform period and this needs to be interpreted 
carefully. Besides, the measurement of value added in the NSS surveys on unorganised 
manufacturing has possibly undergone major improvements over time and if so, the 
growth rates in value added are not strictly interpretable. Similarly the definition of 
employment in these surveys to begin with has been quite loose and is not comparable 
with the NSS employment-unemployment survey, as mentioned above. Part of the 
decline in the employment growth rate over time in the unorganised manufacturing 
sector can be attributed to improvements in estimating the number of workers more 
rigourously.  
Over the more recent period, i.e., 2005-06 through 2010-11, employment growth has 
been mostly negative in the own account enterprises. However, in the establishments it 
was a little below 2 per cent per annum though across industry groups large variations 
are discernible. The aggregate employment figure for all establishments and own 
account enterprises turns out to be negative over 2005-06 through 2010-11.  
Some of the findings from our qualitative survey are brought in to delineate the 
recent changes that are being observed in the informal sector. Employment growth 
in the informal (unorganized) manufacturing sector has been negative between 2005-
06 and 2010-11. Possibly the informal sector units are not able to compete and thus 
in an attempt to reduce labour cost the downsizing of employment has taken place 
widely. Due to lack of modernization and inaccessibility to ICT, exports from the 
unorganized manufacturing sector have not picked up. Neither product diversification 
nor value upgradation has taken place that will allow Indian units to reap advantages of 
globalization. 

Policy Issues
Realising the importance that over the next decade, India has to create gainful 
employment opportunities for a large section of its population, with varying degrees 
of skills and qualifications, the manufacturing sector is expected to be the engine of 
this employment creation initiative. Apart from the employment imperative, the 
development of the manufacturing sector is critical from the point of view of ensuring 
a sustainable economic growth in India. Thus, with the objective of developing Indian 
manufacturing sector to reflect its true potential, the Department of Industrial Policy 
and Promotion (DIPP), Ministry of Commerce and Industry, has embarked on creating 
a policy environment that would be suitable for the manufacturing sector to grow 
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rapidly. Keeping in view the importance of the employment-industrialization-policies as 
mentioned above and also the fact that India has not been able to generate employment 
opportunities in the organized/formal manufacturing sector on a large scale, the national 
manufacturing policy comes as a silver lining. 
In the backdrop of a global recession and large job losses if corrective steps are not taken 
India’s situation can be worse off. From this perspective, the recently cleared National 
Manufacturing Policy (NMP) promises to create a 100 million more jobs and contribute 
25 per cent to country’s GDP in a decade. In the face of dampening demand and rising 
cost of capital the experts in the policy circle believed that it can change the fate of 
manufacturing in India and turnaround the overall economy. 
The policy addresses in great detail the environment and regulatory issues, labour laws 
and taxation, but it is the proposed creation of National Manufacturing Investment 
Zones (NIMZs) or clustering of manufacturing units that is treated as a unique way of 
integrating the industrial infrastructure and achieve economies of scale. NIMZs will be 
developed as integrated industrial townships with world class infrastructure and land 
use on the basis of zoning, clean and energy efficient technology with a size of at least 
5000 hectare. 
The NIMZs will be on the non-agricultural land with adequate water supply and the 
ownership will be with the state government. It aims at introducing flexibility in the 
labour market by offering greater freedom to the employers while hiring and firing. It 
also enables the sunset industrial units to follow a simplified exit mechanism. At the 
same time it insists on workers’ rights which run the risk of being compromised in the 
name of flexibility. 
An important feature of the manufacturing policy is its financial and development 
incentives to the small and medium enterprises. On the whole, the policy, promises to 
increase the share of manufacturing sector to the country’s gross domestic product to 
25 per cent from existing 16. However, the national manufacturing policy’s objective 
of raising the industrial employment to an unprecedented level may not be realized 
as the organized manufacturing employment comprises only a fraction of the total 
manufacturing employment. 
It may be therefore useful to consider the employment potential of the unorganized 
manufacturing sector as well and tap the potentials to create quality-employment in this 
sector. Small and medium enterprises (SMEs) need to undergo an innovative revolution 
in terms of scale of operations, technology, financing and ways to upgrade skills of 
workers. Since labour intensive sectors like food processing, apparels and textiles, 
leather and footwear contribute to over 60 per cent of SMEs’ employment (Kant, 
2013), greater focus on the labour intensive sectors will enable productive absorption of 
surplus unskilled labour. Though our study did not deal with the regional profile of the 
labour market and aspects relating to inter-spatial industrial growth disparity, the policy 
initiatives need to give top priority to labour intensive goods based industrial growth 
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in regions characterized by greater magnitudes of unskilled labour and insignificant 
industrialization. 
Issues relating to infrastructure shortage, constraints on energy supply, sluggish 
exports growth and poor performance of labour intensive exportable goods sector, 
the lack of innovations required for developing appropriate technology and 
bureaucratic and administrative rigidities in areas where they tend to hamper growth 
and employment or attract foreign investment are undoubtedly important though an 
empirical investigation of all of that remained outside the ambit of the present study.  
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