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Introduction

The Indian economy is riding the wave of a youth bulge, with two-thirds of the country’s population
below age thirty-five. The 2011 census estimated that India’s 10-15 and 10-35 age groups comprise
158 million and 583 million people, respectively.! By 2020, India is expected to be the youngest
country in the world, with a median age of twenty-nine, compared to thirty-seven for the most
populous country, China.> In the 2019 general elections, the estimated number of first-time voters

was 133 million.? Predictably, political parties scrambled to attract youth voters.*

It is therefore not surprising that, according to several surveys, the parties’ primary concern was job
creation.” The burgeoning youth population has led to an estimated 10-12 million people entering
the workforce each year.® In addition, the rapidly growing economy is transitioning away from the
agricultural sector, with many workers moving into secondary and tertiary sectors. Employing this
massive supply of labor is, perhaps, the biggest challenge facing India—at the very least, it requires
high economic growth for the next three decades. Further, this growth must be sustainable, broad-

based, and focused on creating new jobs.

In the years following independence, India believed that economic growth and job creation were best
achieved through the construction of large factories. Believing that large industrial firms create the
majority of new jobs over time, successive Indian governments have tailored their policies to meet
the requirements of these firms. Consequently, India’s traditional industry policy was built around

three pillars—concessional credit, fiscal incentives, and input subsidies.

A growing body of research work, however, has upended this conventional wisdom and shown that
the predominant source of job creation is firms that start small and formal and eventually grow into
medium-scale enterprises. This is a problematic finding given that the vast majority of enterprises in
India begin as small and informal and remain so.” Further, comparative data from developing and
developed countries demonstrate that there is a “missing middle”—a lack of medium-sized
enterprises.® In fact, recent research shows that, even among smaller firms, start-ups and young firms

are the primary job creators.’

Despite this knowledge, the policy levers for promoting economic growth and job creation continue
to remain the same. Worldwide, governments, especially at the provincial and local levels, have been
locked in a destructive race to undercut each other in offering concessions to attract large
investments.'” For example, in the United States, local governments offered huge concessions to
bring Amazon’s second headquarters to their area.' In India, states have been offering unsustainable
fiscal incentives and input subsidies to attract large companies such as Foxconn."? This enthusiasm
may be misplaced, however, as research indicates that job creation may be best achieved by

encouraging the educated to become entrepreneurs and by creating favorable conditions for their
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enterprises to grow. Additionally, educated entrepreneurs and managers have a large positive impact

on firm productivity."

Formulating the right strategy for industrial development and employment generation is particularly
important for India, which is undergoing a demographic transition. The number of youths entering
the workforce each year (10-12 million) is equivalent to the entire population of Belgium or half
that of Australia. This change in population offers a potential demographic dividend—a great
opportunity to boost the country’s growth, provided that the economy can generate productive jobs
for these new entrants. For fiscally strapped governments, supporting the growth of large
corporations at the expense of job-creating start-ups and young firms is evidence of an unproductive

distribution of scant resources.

Research findings related to entrepreneurship, business growth, and job creation—as well as a
comparison of India’s private sector with those of other countries—reveal an alternative path
forward for generating productive jobs in India. Seven findings are particularly relevant:

1. Although micro businesses dominate most countries’ economies, India’s economy has an

excessive proportion of less productive, informal micro businesses.

2. Employment in India is concentrated in the micro businesses, whereas in developed
countries, it is concentrated in formal small and medium-sized firms.
Productive jobs are created by firms that start out as formal.
New and young firms create more jobs than older, established firms.

Growing and efficient firms are founded and run by educated entrepreneurs.

AN A

Older firms in India exhibit lower productivity than firms of similar ages in developed
countries.
7. India has a deficit of productive, job-creating entrepreneurs and an excess of informal
entrepreneurs focused on surviving.
Based on the findings, it is clear that policies aimed at creating jobs should support, first and
foremost, the establishment and growth of new and young formal firms. These policies should make

it easier and less costly for entrepreneurs to start and grow a firm.

Informal Micro Businesses Dominate India’s Economy

Globally, micro businesses are more ubiquitous than large ones. However, in India, the proportion
of micro businesses is excessive. According to the Organization for Economic Cooperation and
Development (OECD), “the vast majority of [member country] enterprises (between 70 and 95
percent) are micro-businesses, i.e. enterprises with fewer than ten persons employed, and in most

countries over half of all enterprises are nonemployer enterprises, i.e. enterprises with no employees



such as the self-employed who work on their own account and do not employ other persons” (see
Figure 1)."* The OECD’s annual survey, Entreprencurship at a Glance, 2017, defines micro
enterprises as those with 1-9 workers, small enterprises as those with 10-49 workers, and medium
ones as those with 50-249 workers. Therefore, the category of micro, small, and medium enterprises
(MSMEs) is confined to firms with fewer than 250 workers."”” The World Bank’s breakdown is only
slightly different. It defines medium enterprises as those with 50-299 workers.'¢

It is important to note, however, that some countries define MSMEs quite differently. For example,
in the United States, the Small Business Administration defines small businesses as employing fewer
than 500 workers, and the U.S. Census Bureau defines start-ups as firms that are younger than one

year. In India, MSME:s are categorized based on capital investments up to 2.5 million Indian rupees,

2.5-50 million rupees, and 50-100 million rupees, respectively."”

Further, in India’s case, the pervasive nature of informality dictates another level of classification.
Informal firms are classified as those with fewer than twenty workers, or ten workers if the firm uses
electricity. In addition, under the 1948 Factories Act, these firms are not required to even register
with the government. In developed economies, informal firms are predominantly nonemployer

firms.

FIGURE 1
Micro Businesses Are Predominant Globally
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SOURCE: Adapted from OECD, Entrepreneurship at a Glance, 2017, 38. Data is for 2014 or the latest available year.
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TABLE 1
Firm Size Distribution Across All Sectors

Size of Class Establishments

Activity 1-5 6-9 10-14  15-19  20-24 25-29 30-99 100-199

200- 500 or All
499 more  Classes

Number of Class Establishments

Agriculture 12,94761 136,652 32,610 3,060 3,265 760 7,582 315 14 54 13131573

Non-agriculture 42913125 16,95,049 337923 123168 77176 41,071 140,885 20,685 10,527 4177 45,363,786

Combined 55,860,286 1,831,701 370,533 126,228 80,441 41,831 148,467 221,000 10,641 4,231 58,495,359

Percentage of Distribution Establishments

Agriculture 98.6 1.04 0.25 0.02 0.02 0.01 0.06 0.00 0.00 0.00 100.00

Non-agriculture 94.60 3.74 0.74 0.27 017 0.09 0.31 0.05 0.02 0.01  100.00

Combined 95.50 313 0.63 0.22 014 0.07 0.25 0.04 0.02 0.02 100.00

SOURCE: Adapted from Ministry of Statistics and Program Implementation, “Chapter II: Results at a Glance,” Sixth Economic Census of India, 26.

The Sixth Economic Census of India, 2013, which combines all types of enterprises, shows that
India had 58.5 million enterprises,'® which employed 131.9 million workers.'” Nonemployer, or
own account firms, constituted 71.7 percent of these enterprises and 44.3 percent of workers.
Further, 55.86 million (or 95.5 percent) of all the enterprises employed just 1-5 workers, 1.83
million (3.1 percent) employed 6-9 workers, and just 0.8 million (1.4 percent) employed ten or

more workers (see Table 1).2°

While Figure 1 shows that micro enterprises constitute the bulk of the enterprises in many countries,
Table 1 confirms that the situation is more extreme in India, with the share of micro enterprises
being so overwhelmingly dominant. In fact, even among the micro businesses, nonemployers and
those with less than even five workers predominate. The Indian economy would be far better off if it
had many “small” enterprises employing 200—400 workers—to borrow from the aforementioned
U.S. definition of small enterprises (fewer than 500). But unfortunately, India is overwhelmingly

dominated by the tiniest businesses (unusually high for a country at its stage of development).



India’s Smallest Businesses Have the Largest Share of Employment

India’s small firms encompass the largest share of employment, followed by its large firms. As noted
earlier, in developing countries, employment is sorely deficient in medium-sized firms. This is in
contrast to the significance of employment in medium-sized firms in developed economies. Because
jobs are automatically created when firms grow (and since the number of big firms is very small), it
stands to reason that the major share of employment is created when small firms grow into medium-

sized ones.

Among the formal sector factories in India, those with more than fifty workers, which account for 87
percent of total employment within all formal factories, constitute only 29 percent of the total
number of factories (see Table 2).*' The overall employment rates of the factories covered by the
Annual Survey of Industries, however, is rather miniscule considering the scale of the unemployment

problem in India.

TABLE 2
Employment Distribution Across Firm Size for Manufacturing Establishments

Factories in Total Persons

Employment Range Operation Invested Capital Workers Engaged
0-14 4018 2.44 2.92 3.50
15-19 8.78 1.05 174 1.92
20-29 10.74 1.80 3.08 333
20-49 10.83 3.21 5.07 5.31
50-99 11.48 533 10.13 10.1
100-199 7.83 7.47 12.89 12.86
200-499 5.74 14.03 19.02 19.08
500-999 224 1418 13.81 13.63
1,000-1,999 119 16.76 11.59 1.4
2,000-4,999 0.68 12.05 10.30 10.15
5,000 & above 0.32 21.67 9.45 8.69

TOTAL 100.00 100.00 100.00 100.00

SOURCE: Adapted from Ministry of Statistics and Programme Implementation, Annual Survey of Industries 2016-17, Statement 11B, S7-4
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TABLE 3
Employment Distribution Among All Enterprises

Factories in
SI. No. Operation ltem 2005 (%) 2013 (%)
Establishments 95.38 95.50
1 1-5
Employments 67.26 69.52
Establishments 3.39 313
2 6-9
Employments 10.34 9.33
Establishments 1.31 1.37
3 10 & above
Employments 22.40 2115

SOURCE: Adapted from Ministry of Statistics and Program Implementation, “Chapter VII: Comparison of Results of Economic Censuses, 2005 and
2013

When all formal and informal enterprises are combined, establishments with less than ten workers
contribute to 78.85 percent of total employment (see Table 3).*? In fact, the share of employment
among small firms has been rising, despite India’s high growth rates since the turn of the century.
India essentially faces two primary problems: a large proportion of firms employ few workers and a
large proportion of workers (almost 80 percent) are employed by small firms. These problems have a

significant impact on efficiency, productivity, skills accretion, quality upgrades, and technology use.

In terms of annual revenues, the situation is no different. A recent study estimated that 80-85
percent of Indian MSME:s, formal and informal, have an annual revenue of less than 1 million
rupees, and only 35 percent have a revenue of more than 10 million rupees.® Unsurprisingly, 40—
45 percent of MSMEs are in the trade sector, 30—35 percent are in manufacturing, and the rest are

in services.

The situation is rather different in developed economies: while their firm-size distribution may be
similar to that of India and other developing countries, the employment share of their small firms is
nowhere near as big as it is in India. Among the OECD economies, on average, “large enterprises
[over 250 workers] account for around 40 percent of total manufacturing employment while in
services they account for around 25 %.”** On average, firms with fewer than fifty workers employ
nearly half the workforce, and firms with fewer than ten workers employ 20-30 percent of the
workforce.” In the United States, however, as of 2016, firms employing 500 or more workers

constitute 0.4 percent of all firms but have an employment share of nearly 52 percent.?®



FIGURE 2
Firm Size Distribution and Employment Share for All Formal Sector Enterprises
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SOURCE: Adapted from OECD, Entrepreneurship at a Glance, 2017, 38. Data is for 2014 or the latest available year.

The United States is somewhat of an outlier among the OECD economies in terms of the
employment share of its small businesses—although, like all other countries, nearly 76 percent of its
enterprises employ fewer than nine workers. However, the small-business sector accounts for the
smallest share of total national employment, and firms employing fewer than fifty workers provide
only 27 percent of the total employment.”” In fact, it has the highest share (nearly 60 percent) of
national employment by large enterprises among all OECD countries (see Figure 2). The
employment distribution in India’s formal sector manufacturing, however, resembles that of the
OECD economies. In fact, as noted earlier, the share of employment contributed by formal sector
manufacturing firms with more than fifty workers is about 87 percent in India (see Table 2),

compared to about 70 percent in developed economies.*®

But when including the much larger group of nonmanufacturing sector enterprises, there is a stark
difference between the employment distributions of India and the West. While the employment

share of firms with fewer than ten workers is 20-30 percent in the case of developed economies, it is
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nearly 80 percent in India (see Table 3). Further, comparing India’s formal and informal
manufacturing establishments to Mexico and Indonesia reveals the true scale of India’s challenge
within this sector.”” Enterprises with fewer than ten workers make up nearly 70 percent of the
employment share in India, compared to over 50 percent in Indonesia and just 25 percent in

Mexico.

Irrespective of the “missing middle,” India’s employment share distribution for the economy as a
whole starts and largely ends at the lowest end of the distribution, much like its firm-size
distribution. The handful of very large businesses that employ a fair share of the formal sector
workforce, however, may be producing a hump at the outer end of the formal manufacturing sector
employment share distribution (see Table 3). Together, firm-size distribution and employment share
distribution paint a dire picture of an economy that is struggling to create large numbers of jobs and
productively generate output. Notably, both problems contribute to India’s persistently high trade
deficit and vulnerability to periodic stagflation.

It is fair to argue that India needs more firms with 50-100 workers. Even firms that employ 10—49
workers would help increase the employment share of the real job-creating firms. In other words,
structurally, the employment share distribution has to shift, reducing the share of employment
among small businesses with fewer than ten workers and increasing the modal value of the

employment share distribution.

Formal Firms Are More Productive

Research shows that productive jobs are created by firms that start formal. Unfortunately, informal
firms rarely become formal, and India has a large informal sector—in fact, the share of its labor force
working in the informal sector is the highest among its larger peers.*
Indian policymakers are concerned about the high level of informality, as informal firms are rarely
productive and their workers are paid below-subsistence wages and have little job protection.
Additionally, these firms do not have statutory benefits. Hence, the government would like to see
many informal firms become formal. However, the urge to coax or force informal firms to become
formal should be resisted, based on the findings of international research.’' Instead, the primary
objective should be to incentivize firms to start formal. The most comprehensive research on
informality in developing countries and the trajectory of informal firms comes from Andrei Shleifer
and Rafael La Porta. In their article, “The Unofficial Economy and Economic Development,” they
asserted that

e “informal firms are small and are extremely unproductive compared with even the small

formal firms,”



o “few formal firms have ever operated informally,”
e “growth comes about from the creation of highly productive formal firms,” and

e “informal firms keep millions of people alive but disappear as the economy develops.”?

They have also stated that “informal firms stay permanently informal, they hire informal workers for
cash, buy their inputs for cash, and sell their products for cash, they are extremely unproductive, and
they are unlikely to benefit much from becoming formal.”*’ Informal firms stay informal because
those who run them are focused on surviving. It is therefore better to create the conditions—to an

extent consistent with India’s stage of development—that encourage new firms to start formal.

Further, formality has indirect effects on overall economic productivity, particularly as many
informal firms are sources of inputs for the formal sector. Formal firms demand higher quality from
all their suppliers, including informal ones, thereby forcing a virtuous cycle of standardization,
employee trainings, investment, and greater competitiveness. Accordingly, it has been found that the
“unorganized sector [or informal sector] is much more dependent on and responsive to organized [or
formal] sector presence than vice versa,” and that “unorganized sector [or informal sector]
productivity is dependent on and responsive to organized [or formal] sector productivity and

b h . »34
presence ut the reverse 1s not true.

Start-Ups Are the Biggest Job Creators

Old firms shed jobs, whereas new and young firms are the biggest job creators. Conventional
wisdom erroneously associates job creation with either large, established firms or small businesses.
However, a growing body of evidence, particularly from the United States and the Kauffman
Foundation, an entrepreneurship research organization, has shown that established firms—both big
and small—are actually net job destroyers. They found that between 1977 and 2005, these firms lost
1 million more jobs each year than they created, whereas start-ups (less than one year old) created an
average of 3 million jobs in their first year (see Figure 3).%> In fact, if not for these start-ups, there
would have been no net job creation in the United States for all but seven years in that time span. In
other words, the innovation and dynamism displayed by start-ups is what propels job creation in the

United States.
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FIGURE 3
Start-Ups and Job Creation
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SOURCE: Adapted from Tim Kane, “The Importance of Startups in Job Creation and Job Destruction,” 2010, 2.

Job creation at existing firms is much more procyclical, with greater job-shedding during recessions.
During the Great Recession in the United States, for example, when older and larger firms were net
job destroyers, firms less than five years old, and with fewer than twenty workers, were positive net
job creators.*® Across OECD economies, enterprises less than two years old account for 20-35
percent of all employing firms and generate 4-15 percent of total employment, which means that

their share of annual net job creation is effectively much higher.””

Research by John Haltiwanger, Ron S. Jarmin, and Javier Miranda adds a crucial subtext to the work
by the Kauffman Foundation. They found that, in the United States, “the inverse relationship
between net job growth and firm size disappears after controlling for firm age.”® Put differently, it is
not simply that large firms are net job destroyers but that younger firms, which are most likely to

start small, are net job creators. This has crucial policy implications for India.



There is evidence that the same trend holds true for India. Ejaz Ghani, William Kerr, and Stephen
O’Connell have displayed the strong positive relationship between job growth and the setting up of
new establishments in the manufacturing sector across both Indian states and state-industry
clusters.”” This suggests that the priority for industrial policy should be to enable young firms to

prosper and to allow start-up firms to survive long enough to grow.

An analysis of a database of over 27,000 formal firms provides another empirical basis for job
creation in the Indian context.” On dividing the sample into four quartiles based on net sales, it was
found that firms in the bottom quartile consistently added jobs much faster than those in the highest
quartile. In fact, for some of the measured years, the firms in the highest quartile were net job

destroyers (see Figure 4).

FIGURE 4
Firm Size and Employment Growth
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Educated Entrepreneurs and Managers Run More Efficient Firms

Apart from age, another important characteristic of job-creating firms is the education level of the
entrepreneur. Firms with uneducated entrepreneurs, in both the formal and informal sectors,
generally run small and inefficient firms, whereas educated entrepreneurs run larger and more

efficient firms.

It is logical that the quality of human capital should have positive effects on firm productivity.
However, the impact of education on productivity is much higher with managers than with workers.
One study found enormous productivity gaps between formal firms run by educated and
uneducated managers versus those found between educated and uneducated workers—nearly 30
percent returns per extra year of education for managers, compared to just 6-7 percent extra returns

for educated workers.*!

It has been found that, among the various determinants, a lack of education has the strongest
correlation with informality. Uneducated entrepreneurs generally run small and inefficient informal
firms.*> While the education levels of workers, and other observable characteristics, are not very
different among firms in the informal and formal sectors, the education levels of entrepreneurs and
managers make all the difference.®® In fact, Andrei Shleifer and Rafael La Porta go to the extent of
claiming that, “the policy message for how to grow the formal economy and shrink the informal one
is to increase—whether through immigration or education and training—the supply of educated

»44
entrepreneurs.

As the World Bank Enterprise Survey data show, these findings are highly relevant for India. Among
developing countries, 7 percent of managers of informal firms have a college degree, compared to 76
percent for formal firms. In India, however, there are hardly any educated informal entrepreneurs,

but 89 percent of managers of formal firms are college educated (see Figure 5).

An Asia Development Bank survey in India found that entrepreneurs with a bachelor’s degree
possess a greater awareness of financing schemes for micro, small, and medium enterprises.® Further,

it also found that educated entrepreneurs were more likely to avail of such schemes.

These findings assume great significance for entities like the Micro Units Development and
Refinance Agency (MUDRA) Bank, which seeks to promote entrepreneurship among youth. It may
be useful to prioritize such programs toward the educated unemployed. It is likely that the former
will generate greater dynamic entrepreneurship—one which creates productive jobs—whereas the
latter will likely generate more subsistence entrepreneurship—where the entrepreneur’s firm is barely

able to survive.



FIGURE 5
Informal and Formal Firms Run by Educated Managers
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India’s Older Firms Stagnate or Decline Over Time

On average, over their life-cycle, firms in developing countries like India either stagnate or grow
much more slowly, exhibiting far less productivity than their developed country counterparts. As
mentioned, young firms create jobs. This is understandable since it is reasonable to assume that most
firms start small and grow in their first few years. However, what if the dynamics of firm growth

become inverted?
Chang-Tai Hsieh and Peter Klenow’s latest work, “The Life Cycle of Plants in India and Mexico,” is

instructive in its exploration of the life-cycle dynamic of firm growth across countries.*” They find

that, in a sample of eight countries including the United States and Mexico, India is the only

CARNEGIE INDIA | 13



country where the average number of employees of firms (in the manufacturing sector) ages 10-14

years is less than that of firms ages 1-5 years.

It is generally expected that, as firms remain in business for longer periods, they would naturally
employ more workers. In India, however, the inverse has proven true—employment in older firms is
less than in younger firms. Hsieh and Klenow also find that the typical Indian firm stagnates or
declines over time, with only the handful that reach around twenty years of age showing very slight
signs of growth.

In the same paper, Hsiech and Klenow show that a forty-year-old manufacturing unit in the United
States is eight times larger in employment size than one younger than five years, compared to just 40
percent larger in India, and two times larger in Mexico.*® Furthermore, in seventeen of the nineteen
industries in India that are over a decade old, the average employment of firms older than forty years

is less than 20 percent higher than those younger than five years.

Subsistence Entrepreneurs Dominate India’s Business Landscape

India has too many subsistence entrepreneurs in the informal sector and too few job-creating,
educated, and dynamic entrepreneurs in the formal sector. In developed economies, the largest share
of jobs is created by the growth of young, small, and formal firms.*’ In India, too, geographical areas
with high numbers of new enterprises have been found to generate higher employment growth—at
both the state and local levels.”® The unfortunate reality is that tiny, mostly self-employed, informal
enterprises, with poor-quality human capital, dominate India’s business landscape. This subsistence
entrepreneurship is highly detrimental to the economy, as these so-called entrepreneurs are driven
more by the need to survive than to thrive.’' Policies that support such entrepreneurship should be

categorized under poverty alleviation efforts rather than economic growth promotion.

India therefore needs another variant of entrepreneurship—dynamic entrepreneurship—that focuses
on creating productive jobs and increasing their economic output. Such entrepreneurs are likely to
be well educated and to establish formal firms. However, few policies are set up to encourage such

entrepreneurship.



The Way Forward: A Policy Agenda

The importance of policy interventions is often overstated. Economic growth, in most of today’s
Western societies, was both endogenous and organic. Public policy came into force to protect and
secure private wealth and to ensure its later redistribution. Consequently, perhaps the best

government policy would be to not intervene by throwing sand on the wheels of economic activity.

It is unnecessary to dwell on the well-known requirements of investing in infrastructure and easing
constraints on land, labor, and capital markets. India’s central and state governments continue to
pursue industrial policies to fulfill them. However, these policies typically focus on larger firms, and

more attention needs to be paid to supporting smaller firms.

Promote Productive Entrepreneurship

In India, the two most consistent factors that directly correlate to the formality of enterprises—in
both the manufacturing and services sectors—are education levels and the quality of local
infrastructure.”® These correlations have been found to be much stronger in India than in the United
States.”® Additional important predictors include liberal labor regulations and the quality of banking
services available to households in the locality. Further, in manufacturing, agglomeration economies
arising from supportive, existing industrial structures for input and output markets (that is, common
labor or customer-supplier relationships with the city’s businesses) also contribute to new

entrepreneurship.*

Even among developed economies, despite these correlations, the identification of policy levers that
drive the incubation of new enterprises has proven elusive. Mainstream discussions of
entrepreneurship focus on three types of policies—training, clusters, and deregulation.”> However,
there is little evidence to support that entrepreneurship training works or that artificially developed
economic clusters materially increase the level of overall entrepreneurship within a city. In fact, there
are no validated records of successes with entrepreneurship training anywhere in the world. While
deregulation has not been found to increase entrepreneurship either, excessive regulation may

prevent the growth of firms.

Despite its laudable aim to promote entrepreneurship, India’s government may be struggling to
encourage entrepreneurship development programs, establish incubators and accelerators, and
promote industrial clusters. Regardless, based on global evidence, the economic payback of these
types of efforts tends to be rather modest.>® Therefore, a primary takeaway would be to eschew

policies that seek to create entrepreneurs or directly promote entrepreneurship. It may be further
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advisable to limit efforts toward shrinking the informal sector. It could be more productive to create
two types of conditions favorable for enterprise creation and growth: physical and enabling.

The former involves making improvements to infrastructure, increasing access to credit, providing
skilled labor on competitive terms, and so on. Most importantly, India needs to improve its quality
of human capital by fixing the country’s dysfunctional education system. Educational outcomes at
the primary school level are inadequate, and the numerical and language skills of students are falling
short of expectations at each grade.”” In higher education, India’s engineering graduates display a
lack of employability, with most of them requiring retraining.’® Only a small fraction of engineering

graduates are readily employable.

The latter involves services that improve the productivity of businesses—Dby structuring them as
quasi-public goods and subsidized by the government—and the enabling of regulatory
environments. Deregulating the environment, limiting interfaces with government officials or
agencies, and increasing the use of information technology (IT) workflow automation are some

possible steps in this direction.

Make Starting and Growing Businesses Easier

India is often considered one of the most difficult places to start and run a business. Although its
Ease of Doing Business global ranking, produced by the World Bank, rose significantly from 130 in

2016 to 77 in 2018, big hurdles to starting and growing businesses remain.”

One of the biggest hurdles that potential enterprises in India face is the complexity of the
registration system—all enterprises must register separately with multiple entities of the state and
central governments. Under the state government, the enterprise has to register with the labor
department (Shop and Establishment Act), the local government (municipal or rural council acts),
and the commercial taxes department for indirect tax assessments. There are also several state-specific

legislations—the labor department alone has thirty-five legislations.

Under the central government, enterprises must register with the Ministry of Corporate Affairs for
incorporation (Companies Act), the Central Board of Direct Taxes for direct tax assessments, and
the labor department’s Employees’ Provident Fund Organization (EPFO) and Employees” State
Insurance Corporation (ESIC). Further, there are registrations specific to sector or occupational
categories—for example, manufacturing enterprises with more than ten employees must register with

the labor department under the Factories Act.

Based on the application or software employed for each registration, employers also must possess a
multitude of numbers: for example, a labor identification number—used to register on the Shram

Suvidha Portal, the Ministry of Labor and Employment’s single window for reporting compliances; a
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company registration number; and a corporate permanent account number. Employees must possess
an Aadhaar biometric identity number, an EPFO member number, an ESIC identity number, and a

universal account number.

According to current labor laws, service enterprises and factories must maintain twenty-five and
forty-five registers, respectively, and file semi-annual and annual returns in duplicate and in hard
copy. Furthermore, regular paperwork tends to be convoluted; salary and attendance documents
should be simple but instead require tens of entries. In addition to the physical requirements of
complying with these regulations—making payments, designing human resource strategies, or
meeting physical infrastructure standards—enterprises also have onerous periodic reporting
requirements. All these requirements add up to impose prohibitive costs that reduce the success of

these businesses.

One portal that integrates all state and central government departmental registrations into a single
workflow application would be the most effective way to ease the conducting of a business. Once an
enterprise registers with one entity under this system, its relevant data and verification details could
be captured and made available to other entities—this would significantly lower registration costs
and effort, as well as waive inspection and other verification formalities. It would also address the

problem of an enterprise being found in one database and being absent in another.

Further, compliance—especially related to payments and reporting requirements—could be made
much simpler. Instead of maintaining physical registers, firms could log in to this single portal and,
on entering all the relevant data, receive a report that meets their various legal requirements. Ideally,
the integrated application would be linked to, or be part of, all software that forms part of the
business registration process (for example, e-Biz). The workflow could begin with business
registration and then allow the procurement of various permits and approvals and the management
of all recurring transactions, including compliances, reporting, inspections, and payments. Digitizing
and automating this workflow should allow reports and required documents to be generated digitally

from the data that are collected.

In this context, the ultimate objective would be to consolidate all registrations—from
application/licensing and filing returns to inspections and payment transactions related to central
and state legislations—into a single workflow, but in a phased manner. However, realizing this
objective would require a mission-mode approach with a clear timeline and the designation of an

entrusted senior official.

Creating a similar automated and digitized workflow for the logistics sector to support the
movement of goods within and outside the country would also improve the ease of doing business.

Amounting to 13 percent of India’s GDP, the country’s logistics costs are some of the highest in the
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world.*® Currently, like the construction sector, the logistics sector is primarily run by informal
firms, and, therefore, the potential to improve, particularly in terms of efficiency, is quite significant.

Fortunately, the government has already initiated some important steps in this direction.

For a start, a Logistics Section has been established within the commerce department as the nodal
entity, and the logistics sector has been granted the formal status of “infrastructure,” thereby
facilitating access to cheaper capital.®’ The department has set the agenda by establishing a Logistics
Ease Across Different States (LEADS) index that ranks states based on their logistical support for
international trade—similar to the World Bank’s Ease of Doing Business index. LEADS covers eight

parameters, including transportation facilities, pricing, and documentation procedures.®

The commerce department also recently proposed the establishment of a national logistics e-
marketplace. This platform would facilitate the delivery of different logistics services and the
transparency of pricing and potentially reduce logistics costs. The platform would reportedly “allow
exporters to bid for [the] cheapest transport services for overseas shipments, avail online certification
from 81 regulatory bodies, make online payments and track his [exporters] consignment on a real-

time basis.”®

This provides an excellent opportunity to catalyze an entire logistics ecosystem, anchored around the
e-marketplace. However, rather than try to create this ecosystem directly, once the e-marketplace is
created, the government should make the Application Programming Interfaces—required by any
third-party IT solution developers, especially start-ups, to connect to the e-marketplace—available.
This would allow private service providers to link their applications and mediate the delivery of
different kinds of logistics services. This whole process, however, would need a clear plan of action
and timeline. Furthermore, it needs to be expanded with a similar workflow automation at certain
nodes, like ports, so as to integrate the e-marketplace with activities across the last mile. The report
Can India Grow? explored the potential gains from workflow integration.®*

Just the documentation compliance for exporters takes sixty-one hours at Mumbai port,
versus the Organization for Economic Cooperation and Development members’ average of
just five hours, and at the respective costs of $104 and $36. Workflow automation of
berthing, customs and immigration services, standards certificates and invoices, manifests
and certificates of origin, and logistics management at ports and airports could dramatically
reduce the time drain at the country’s entry and exit points. All these processes and the
relevant paperwork should be made available online to enable the trading and shipping
agencies to upload the requisite documentation for approvals well in advance. Furthermore,
the workflow software for all the individual port services, public and private, should be
integrated on a common portal to ensure organic data seeding and automatic retrieval across

applications.



A push by the relevant ministries toward improving the ease of doing business across sectors and
activities could potentially provide the biggest sustainable boost to business growth and job creation

in India.

Regulatory Sandboxes: Test Beds for Supporting Innovation

Regulatory constraints are a major deterrent to financial market innovation. New types of
instruments or pricing models require more onerous regulations or clearances, which are always
difficult to obtain. Further, given the uncertain nature of the market response, innovators often have

to reexamine their designs, making onetime regulatory approvals unhelpful.

Within this context, recent discussions emphasize the use of a regulatory sandbox to de-risk and
mainstream innovations in many areas. A regulatory sandbox is a safe space in which regulations that
would otherwise apply to innovative financial products and services are limited.® This allows
products to be market tested with customers in real-world conditions, even as the products’ risks are

monitored and evidence is collected.

Given the proliferation of digital finance innovations and their promise in addressing financial
inclusion and promoting formality, the regulatory sandbox may prove a particularly effective
facilitator. For example, it could create the conditions for innovators to offer new types of low-cost
financial products to MUDRA and MSME borrowers. It could also allow banks to offer products
that quantify the cost of timeliness, assurance, and convenience—attributes prized by customers of
microfinance lenders—and charge them separately over and above the lending rate.

A report from the Household Finance Committee of the Reserve Bank of India (RBI) also
recommends the regulatory sandbox approach to encourage innovation in financial products.®
However, given that the global experience from using regulatory sandboxes shows that they attract a
small number of applications, and an even smaller portion of innovators finally obtain a license, it is
important to simultaneously focus on simplifying and rationalizing the standard regulatory process

and limiting discretionary powers.

Facilitate Access to Credit
Widespread access to formal credit, even in developed countries, has remained a formidable

challenge. Entrenched and pervasive informational failures and credit rationing pose inherently

insurmountable barriers to the vast majority of small businesses in developing countries.®”
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Many informal enterprises are outside the tax system simply because they deliberately operate below
the threshold for registration. Despite this, however, they require credit and working capital.
Though they may never become formalized, doubling their productivity would add substantially to

India’s overall economic output, growth, and employment.

MUDRA, which provides loans to microfinance and nonbanking financial institutions for on-
lending to small entrepreneurs, was established in early 2015 with this objective in mind. MUDRA
is needed to address productivity and working conditions in the informal sector and in informal
employment. However, policy interventions without benchmarks, and measurements of
achievement against such benchmarks, are incomplete and ineffective. It is vital that beneficiaries of
MUDRA loans do not see them as handouts or loans that could be waived, as this would
disincentivize borrowers from growing their businesses. Unfortunately, that may be happening.

There are reports of high rates of repayment failures in loans extended under the MUDRA scheme.®

One condition for MUDRA loans should be that the entrepreneur maintain books of accounts. That
is the first sign of professionalism and would engender confidence in lenders to provide the
entrepreneur credit for business growth, as well as subsistence. Other performance metrics should
also be made preconditions for larger credit access. For example, all MUDRA borrowers should be
required to report their employment generation and productivity data, such as output produced per
unit of capital and labor employed. Prior to this, however, the government should set benchmarks
for each to appropriately contextualize performance measurements. In fact, all MUDRA beneficiaries
should be provided with some form of subsidized business development support to help them adopt
basic management practices like monitoring, evaluation, and target setting. Research finds that the
adoption of such practices leads to large productivity improvements in different small business

settings.®

The government should measure the success (or failure) of loans made under MUDRA by the
reduction in informal employment, the rise in formal employment, and the extent that firms become
medium and large. These objective criteria will help ensure that decisions are apolitical.
Consequently, one condition of the loans must be that entrepreneurs maintain accounts for

employment, output, revenues, expenses, and taxes.

Accessing credit is not just a challenge for informal enterprises but also for formal start-ups. While
stories of start-ups attracting billions of dollars of venture capital and private equity finance capture
newspaper headlines, they are largely confined to a small sliver of fortunate start-ups, primarily
within the fields of finance, technology, and real estate. Start-up funding in India comes primarily
from personal sources (family and friends), rather than banks and other formal sources. The
inadequacy of collateral assets and lack of financial awareness is to blame for the underuse of formal

sources.””
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A recent survey found that nearly 40 percent of the annual credit demand of MSMEs, amounting to
about 20 trillion rupees, is met through informal channels, where the cost of capital is much
higher.”" Further, 99 percent of formal financing occurs through banks and nonbanking financial

corporations and is primarily nondigital.

However, four recent developments in establishing the credit worthiness of businesses have the
potential to transform the market. First, the widespread acceptance and availability of the Aadhaar
facilitates deep data analytics involving multiple databases. Second, online filings under the Goods
and Services Tax (GST) create a rich digital trail on entrepreneurs and their enterprises. Third,
Reliance Jio, a mobile phone company promoted by Mukesh Ambani of Reliance Industries in
2016, has resulted in increased data limits for users and a steep fall in its prices, thereby promoting
the greater use of web-enabled services. Finally, India Stack, the digital infrastructure catalyzed by
Aadhaar, with its presence-less, paperless, and cashless layers makes it possible to utilize the potential

of Aadhaar, the single market facilitated by GST and connectivity.

The survey also estimates that MSME:s face their greatest difficulties in acquiring customers and
accessing affordable credit. However, e-commerce and other aggregator platforms are helping formal
and informal firms to access and acquire customers. The resultant digital trails, in turn, make it
easier to assess creditworthiness and enable access to affordable capital. The shorter processing times
associated with digital loans further lower their cost. In fact, new-to-credit borrowers are three times
more likely to prefer fintech companies to regular banks.”? These trends are likely to accelerate over
the coming years, facilitated by the exponentially increasing digital trails from the growth in breadth
and depth of digital transactions. The survey therefore estimates that the annual digital lending to
MSME:s will grow 10-15 times and reach 6-7 trillion rupees by 2023.

These developments are particularly relevant for supply chain financing. For small and medium
enterprises (SMEs) that are somewhat larger and more formal than the potential beneficiaries of
MUDRA loans, a bigger issue is the availability of working capital and the cost of financing it—a
large number of start-ups are suppliers to larger companies. Similarly, informal firms are major
suppliers to formal firms. GST increases the incentives for informal firms to become formal, but this
business model—being dependent on large firms for orders and revenues—generally involves
payments for supplies being delayed and working capital getting locked up as receivables, thereby

creating cash problems for banks and discouraging them from lending to informal firms.

In fact, SMEs that supply to big corporations are usually at their mercy for the payment of invoices.
If there is only one buyer in the market, then the supplier’s bargaining position is even weaker, and
they can rarely afford to pursue protracted—and likely ruinous—Ilegal remedies against recalcitrant

corporate customers. Consequently, SME suppliers discount their receivables and bills of exchange
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with the banks that buy them (with or without recourse to the SME, in the event of nonpayment)
and then collect the proceeds from the corporate buyer in a process termed as “factoring.” To
institutionally amend this problem of factoring, the RBI appointed a working group, which
submitted its report in November 2009. The RBI then issued a concept paper in 2014 and final
guidelines on a Trade Receivables Discounting System (TReDS) in the same year.” India’s first
TReDS, the Receivables Exchange of India (RXIL), did not start operating until January 2017. The
amount of time it took to create the system and pass the guidelines underscores the glacial pace of

reformation, though it may be crucial to uplifting the economy.

To its credit, the government is also attempting to address the issues around payments. In October
2017, then finance minister Arun Jaitley announced an economic stimulus package that included
bank recapitalization plans. In addition, he announced that all public sector undertakings would be
required to register under TReDS within ninety days, which would prevent any delay in their

payments to their small and medium suppliers.

Likewise, in November 2018, Prime Minister Narendra Modi announced a twelve-point program to
boost MSMEs. One point stated that companies with a sales turnover of more than 5 billion rupees
would be required to register under TReDS.” Far more than directing credit from the banking
sector—which could have many unintended consequences, such as unviable investments and, in

turn, bad loans for banks—this measure, if enforced strictly, will make a big difference to the
financial condition of MSME:s.

The ultimate goal would then be discouraging informal enterprises from adopting low-productivity
tactics and methods. In addition to deregulating the environment, enhancing size-based thresholds
for businesses to avail of financial and other concessions, and lowering compliance and labor costs,

increasing access to affordable credit would complete a policy package directed toward MSME:s.

Improve Tax Policies and Encourage Start-ups in India

Arbitrary Tax Claims

Over the last decade, the government has created well-meaning initiatives to support
entrepreneurship, such as Stand-up India and Start-up India. However, one initiative implemented
by the tax department in 2012, called the “angel tax,” has nullified other well-meaning initiatives
because it treats the premium over the face value of shares subscribed to by investors as income in

the hands of start-up businesses.”

Investments in start-ups tend to be as much about hope as rational optimism. Based on the
uniqueness of a firm’s product or service, it may anticipate big revenues and sell shares to investors

who are willing to take the risk. However, many start-up promoters do not wish to sell too much
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equity to outsiders, as it would undermine their own profits later on. The firm’s value is therefore
based on anticipated cashflows, and shares are sold at a premium to investors so that the bulk of the

firm remains in the hands of promoters.

However, some so-called angel investors—because they invest based on trust, rather than concrete
growth projections—have used investments in start-ups as conduits for evading taxes and laundering
their unaccounted wealth. Due to the rise of this phenomenon, the angel tax was created to tax all
premiums that start-ups collect from the shares of angel investors. But this basically reduces the
initial capital that these firms rely upon. While instances of such tax evasion exist, the tax
department should look at data on the amount of angel investing really taking place in India, the
sums involved, and the potential tax revenues foregone before they decide whether it justifies
burning the house down to kill a few flies. The Ministry of Corporate Affairs has gone one step
further than the tax department. According to a recent editorial in the Business Standard, the
ministry has issued notices to about 2,000 start-ups as to why their valuation has fallen in

subsequent rounds of funding.”®

Few fledgling enterprises succeed, and valuations rising or falling are par for the course; listed entities
do not always find their share prices rising. Government regulations like those on taxation and trade
duties sometimes shatter the business case of start-ups in some sectors, resulting in some folding and
the rest scrambling to stay alive by accepting further rounds of cash at lower valuations compared to
their initial capital raising. Extracting the states’ due share of taxes from wrongdoers must be
weighed against the cost of hurting and harassing the majority of honest start-ups struggling to stay
afloat and succeed. Failure to weigh the benefits and costs of tracking and hunting down tax evaders
will defeat the purpose of the Revenue Department. Though the department might achieve its
revenue collection targets in the short run through arbitrary and indiscriminate claims, killing off

potentially profitable start-ups means that future tax revenues are lost.

The government of India put financial inclusion at the top of its policy agenda and launched the
prime minister’s Jan Dhan Yojana program in August 2014. This massive drive to expand access to
banking services across the country was a broad success. According to some reports, the program’s
bank accounts are increasingly being put to use.”” Additionally, to induce and encourage people to
use banks for their transactions, the banks do not charge customers for some of their services.
Though both the banks and income tax department come under the Ministry of Finance, the latter
is proposing to tax the imputed or notional income lost on the free services, which is undermining
the government’s broader policy objective of financial inclusion.” If these tax demands were
enforced, banks would either withdraw these free services or recover these charges from the public

through other means—both of which will drive some people away from using these banking services.
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Inadequate Tax Incentives

While arbitrary tax claims are a big concern, they are offset by other incentives. For instance, the
government also gives tax holidays to start-ups for three out of seven years, if their sale turnovers do
not exceed 250 million rupees.” However, this sales turnover ceiling is too low according to
international standards, particularly given the size of the Indian economy and the current exchange
rate between the Indian rupee and the U.S. dollar. While economic size may be a point of pride for
India, exemption limits set in earlier years must be revised upward or indexed to the size of the
economy in U.S. dollar terms. Further, the tax holiday could be structured so that losses incurred in
the first five years of operation may be set off against profits made during any of the following five

years, with all tax exemptions and concessions withdrawn after the first decade of operations.

The widespread perception that the government is giving away or giving up its tax revenues should
be contested. Though it may not seem possible to build a bridge between policy initiatives that
(appear to) let go of revenues and future economic growth, the association between the two will
become apparent in the data on economic growth, employment growth, and tax revenue growth that

will emerge over time.

According to the World Bank’s Ease of Doing Business 2019 report, the number of hours spent on
paying taxes in Mumbai was estimated at 277.5 hours, a poor comparison to the global average (237
hours), the OECD average (159 hours), and countries like Singapore in particular (49 hours).** And
the number in Mumbai has only been increasing. The number of hours spent in paying taxes was
estimated at 214 in the 2018 report, but after more data on GST payments were obtained, this
number was revised to 275 hours.?’ With this number going up to 277.5 hours in 2019, PwC—
which provided some of the data to the World Bank—made this note on introducing the GST:

In 2017, multiple central and state indirect taxes were merged into one with the introduction of
the GST system. The transition, however, led to some administrative, operational and system
issues that increased the time to comply. For example, the rules for filing and paying GST and
for determining the GST rates were not always clearly communicated, there were issues with the

functioning of the online portal and not all rules were synchronized prior to the introduction of

the GST.*

Considering the number of hours spent in filing taxes and appealing assessments, the hassle of

dealing with the bureaucracy has a far higher monetary and morale cost than the actual tax paid.

Finally, there are also distortions within the tax system that need to be addressed. For example, a
recent study of corporate tax rates across a group of twenty nations, led by the U.S. Congressional
Budget Office, showed that India’s tax treatment of debt-funded investments in real estate is far

more favorable than its tax treatment of investment in equipment.** This lowers tax revenues and
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hinders the generation of productive capital in the economy. As tax policy often poses hurdles to
spontaneous and legal economic activity, other measures taken to encourage the setting up of
incubators and accelerators often fail to achieve their intended purpose. It is therefore imperative for
the government to ensure that its industrial and nontax policies are harmonized with tax policies to

ensure that they do not work at cross-purposes.

Incentivize Formal Employment

According to the World Bank’s Ease of Doing Business 2019 report, India’s total taxes and
contribution rate (calculated as a percent of profit) was 52.1 percent (versus 55.3 in the 2018
report).®* Though declining, it remains on the high side, particularly in comparison to the OECD
average of 39.8 percent and the best rate of 26.1 percent in Canada. The “taxes and contributions
measured include the profit or corporate income tax, social contributions and labor taxes paid by the
employer, property taxes, property transfer taxes, dividend tax, capital gains tax, financial

transactions tax, waste collection taxes, vehicle and road taxes, and any other small taxes or fees.”®

In addition to taxes, labor costs are a formidable barrier that stunts the growth of Indian businesses,
particularly in the formal sector. Manish Sabharwal, the chairman of TeamLease Services, a staffing
company, wrote that salaries of 15,000 rupees a month end up as only 8,000 rupees after all
deductions, from both the employer and employee sides.® The employer makes deductions for
pensions, health insurance, social security, and even a bonus, which are statutorily payable in India
and would otherwise increase costs to companies. Consequently, the take-home pay for a worker
earning less than 15,000 rupees a month is only 68 percent of their gross wages. Lower-wage workers
are far more affected than higher-wage workers, who are protected by the maximum permissible
deductions, which lowers the amount of deductions from their gross salary. Further, though
international comparisons are often difficult and misleading, a cursory examination suggests that
India’s deductions are among the highest in the world and are a deterrent to businesses starting or

becoming formal.*”

These mandatory deductions and the high taxes and contributions squeeze employees, and only
some of the employer’s burden is passed on via a net reduction in the employee’s paycheck. But any
reforms that dispense with social protections are not only undesirable, but also unlikely to pass
muster politically. Solutions to address this issue could range from making these deductions for both

sides voluntary to providing a partial public subsidy for some of these contributions.

Partial public subsidies can be phased out over a period of time; for example, the government’s
2016-2017 budget included a subsidy to pay the pension contribution of 8.33 percent for all
employees under certain EPFO categories of employees and firms, but only for the first three years of

employment.®® Measures such as these and others should be replicated or expanded. The government
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has already done so in some areas. In the Union Budget 2018, the Employment Generation
Incentive available under section 80JJAA of the Income Tax Act, 1961, was expanded to make all
assesses subject to a statutory audit, rather than restricting it to only those who derive their income

from manufacturing goods in a factory.

In the 2018-2019 budget, the government further expanded some schemes. For example, it
announced that it would contribute 12 percent of the wages of new employees under the EPFO for
all sectors—not just those employing a large number of workers—for the next three years.*” The
government also extended the option of hiring workers for a fixed term of employment to all sectors,
rather than just the apparel and footwear sectors. However, while such announcements are
important signals of policy intent, it is crucial to evaluate their efficacy in practice, since employment

generation is one of the most important political objectives of any government.

Two concerns arise from labor incentives, but overall, the net outcome should be positive. One,
businesses may be tempted to cut wages instead of transferring the full benefits to their employees.
Two, the incentives are applicable to firms that could have created jobs without them. Regarding the
former, while firms are unlikely to pass on the full benefit to their employees, they will probably pass
on at least a portion in the form of higher wages. Irrespective of this, the gains derived from firms
starting or becoming formal would be substantial. Regarding the latter, the vast majority of existing
firms will not become formal without some incentive that lowers the cost of doing business. Finally,
such labor incentives or measures are more outcome-focused and targeted compared to any other

fiscal concession available.

In addition to providing significant financial cushioning in an enterprise’s initial years, the
incentives—going far beyond labor market reforms—could also encourage enterprises to hire formal
workers. It is also possible that a number of informal firms may be compelled to become formal,
thereby increasing their growth prospects, expanding the tax base, and enabling a significant share of

the cost of such initiatives to be repaid.

Subsidize Small Business Productivity Enhancement Services

To create productive jobs, India’s central and state governments have proposed industrial policies to
attract new business investments. However, by their very nature, industrial policies—focused on
input subsidies and tax concessions—disproportionately benefit larger and more established
businesses. They are also very expensive to implement. Intense lobbying by these beneficiaries only
helps to perpetuate more of the same. Given the inevitable infrastructure constraints and limited
credit access that newer and smaller businesses experience, the question is what policies will help

increase the productivity of these businesses during their initial phases.
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FIGURE 6
Total Factor Productivity Gap Accounted for by Management Practices
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Much of the mainstream research on business productivity enhancement support has revolved
around the provision of trainings—mainly to groups of entrepreneurs—despite little to no evidence
of its efficacy.” The problem with training programs is that they are more likely to be employed as
an instrument to stoke entrepreneurship than as an effort to address the specific business
development challenges faced by entrepreneurs. Further, weak state capacity may inhibit the effective

delivery of training programs at scale.

A rich and rapidly growing body of research, based on rigorous self-reported surveys of the
management practices of SMEs, denotes that enhancing management practices is key to realizing
high productivity improvements.”’ Nicholas Bloom, Raffaella Sadun, and John Van Reenen, who
lead the World Management Survey, state that “an important explanation for the substantial
differences in productivity among firms and countries are variations in management practices.””*
They rated companies on their performance of eighteen practices in four areas: operations
management (the flow of information across and within functions), performance monitoring, target
setting, and talent management. Their research from across different countries shows that
productivity can be improved by 25-35 percent by merely introducing simple management

practices, including monitoring, setting targets, personnel incentives, and inventory management.”
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In fact, they examined management practices from over 11,000 firms in thirty-four countries and
found that “differences in management practices account for about 30% of cross-country total factor
productivity differences” with the United States (see Figure 6).”* They also found that firms facing

greater competition were more likely to have higher management scores.
They also found that:

First, achieving operational excellence is still a massive challenge for many organizations.
Even well-informed and well-structured companies often struggle with it. This is true across
countries and industries—and in spite of the fact that many of the managerial processes we
studied are well known. The dispersion of management scores across firms was wide. Big
differences across countries were evident, but a major fraction of the variation (approximately

60%) was actually within countries.

Our second major finding was that the large, persistent gaps in basic managerial practices we
documented were associated with large, persistent differences in firm performance. . . . Our
data shows that better-managed firms are more profitable, grow faster, and are less likely to
die. Indeed, moving a firm from the worst 10% to the best 10% of management practices is
associated with a $15 million increase in profits, 25% faster annual growth, and 75% higher
productivity. . . . They also attract more talented employees and foster better worker well-

being. These patterns were evident in all countries and industries.”

In other words, firms with superior core management practices are “more profitable, grow faster, and
are less likely to die,” and these practices account for “a large fraction of performance differences
across firms and countries” and are “incredibly hard to copy.” Such management capacity
improvement interventions, the research states, lead to improvements in school-based learning and
patient treatment outcomes in hospitals.”® On average, Indian schools and hospitals have some of the
lowest management scores among their international peers. Other research shows that fostering soft,
noncognitive skills—like communications and interpersonal skills—among female garment workers
generates high returns for both the employee and the employer.” Pragmatically, similar small
improvements to management practices can result in extensive productivity gains across small
businesses of all kinds. Thus, the question is whether affordable and commoditized management or

noncognitive skills trainings can be made available to small enterprises across all sectors.

Business productivity enhancement services could be expanded beyond supporting an individual
firm’s specific management services to include conducting market assessment surveys, creating
business development and market access strategies, preparing detailed project reports, benchmarking

and assuring quality, and assisting with recruitments and procurements. Further, productivity
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support could come from individuals or consultants, offering guidance to geographically
concentrated groups of enterprises, as well as easily customizable, smartphone-based inventory,
procurement, and human resource management software. Entrepreneurs could offer these software

services commercially through a freemium services model, with a subsidized basic version.

Timothy J. Bartik recently conducted a study on private sector—jobs growth in 105 identified
manufacturing-intensive local labor markets, with a population of over 200,000 for the 2000-2015
period in the United States.”® His study finds “no evidence that job growth in these areas is
significantly spurred by cutting business taxes or increasing business tax incentives.” Instead, it finds
that a significant boost to job growth comes from “customized job training programs” and
“customized manufacturing extension services.” The latter delivered “small and medium-sized
manufacturers with consulting advice on improving technology, product design, and marketing.”'*
Public agencies offered these manufacturing extension services through a mix of subsidies and client

fees, in cooperation with universities and the private sector.

My analysis measures an area’s intensity of manufacturing extension services by the job
creation or retention due to manufacturing extension, as reported in client surveys. Reported
extension-induced job creation or retention is a significant predictor of an area’s overall job

growth, holding constant other growth determinants.'”!

FIGURE 7
Costs Per Job-Year Created From Different Policies
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SOURCE: Adapted from Timothy J. Bartik, “Helping Manufacturing-Intensive Communities: What Works?,” 2018, 8.

CARNEGIEINDIA | 29



In terms of cost-effectiveness, too, such customized business development services trump
conventional industrial policy interventions, such as fiscal concessions and input subsidies (see
Figure 7). If the effectiveness of business development services is demonstrated in a few places and
the market for delivering such services can be catalyzed, governments may be encouraged to
repurpose a small share of their industrial promotion budget away from tax concessions and subsidies
and toward the provision of management support services as essential industrial public goods. Small
businesses also would appreciate the contribution to business growth and profitability and purchase
such services, thereby spurring their demand. By focusing on smaller enterprises, this innovation has

the potential to promote inclusive growth by increasing both productivity and job creation.

Additionally, to aid this objective, governments could enlist consultants and service providers and
offer to bear a share of the service fees. The extent of the subsidy could vary, depending on the
nature of the service and be restricted to firms younger than five years (with a higher subsidy reserved
for the youngest firms), thereby aligning the incentives of the firms and their service providers. This
support could also be further restricted to younger firms alone and for two to three years only. It
could even be designed to recover the subsidies (once the enterprises have succeeded), either directly

or as part of a tax collection scheme.

Given the rich evidence of pervasive deficiencies in basic management practices and their potential
impact on firm productivity, enhancement services have great potential to lead to positive multiplier
and demonstration effects on neighboring firms and the local ecosystems—all of which benefit the
largest job creators. The case for such support is similar to that made for the provision of public

resources for school education, which is commonly accepted as a public good.

In India, it may be tempting to view business productivity services and agricultural extension services
similarly and thereby offer the services through public officials. However, this is unlikely to be
effective, as public officials do not possess the required level of expertise and government agencies do
not have the same profit motive as private providers—a motive that leads the latter to constantly

upgrade their services and expertise.

Business productivity enhancement services have another crucial advantage over concessions and
subsidies. The latter generate fully private and often temporary benefits. In contrast, the former
generate significant, spillover benefits for the entire neighborhood ecosystem. Further, the benefits

are more likely to be permanent and spread among entrepreneurs, management, and employees.
Let Go of the Anti-big Bias

The implementation of any reform is likely to remain suboptimal without a paradigm shift in the

way the Indian state views and engages with the private sector. Instead of taking an adversarial and
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regulatory-oriented approach, it needs to highlight partnership and facilitation. The anti-big bias
reflected in the government and public policy is a problem that has yet to be tackled effectively.

The Economic Survey of India 2012-2013 contains a rigorous discussion on India’s demographic
dividend and how it could be harnessed to benefit the country.'” However, this will only be feasible
if youth have the right education and skills and are either entrepreneurial or earn their living through
formal employment. Though jobs are typically created as firms grow in size, the productivity of
thirty-five-year-old firms in India have merely doubled, while their headcounts have fallen by a
fourth.'® Since this is neither normal nor healthy, economists and policymakers have attempted to
examine the causes of these issues. They have found that labor laws, rules and regulations, and the
cost of hiring and maintaining permanent workers in every sector matter and often encourage or

condemn firms to remain small in size (see Table 4).

TABLE 4
Government Incentives That Disincentivize Growth

Scheme Description Availability of incentive by size of organization

Micro Small Medium Large

§ National Manufact. Assistance aimed at improvin
gl Competitiveness . P g v v v X
e - processes, designs, technology
g rogramme
©
e 358 items reserved for exclusive
2 Government Purchase urcsase from MSEs. 20% of annual
F=8 and Price Preference P e v v X X
] Policy for MSEs value of goods and services purchased
z to be procured from MSEs
Credit Linked Capital o . .
Subsidy Scheme for 15% capital subsidy for Tech: upgrade v v % x
on term loan from approved inst.
Technology Upgrade
Credit Guarantee Credit guarantee for collateral free loan v v % %

Fund Scheme for MSE for loans up to Rs 1Cr.
ni . 0,
MSE-Cluster Tl;z{re]!lgc,g::h, etc.: grant of 75% of
Development proje . . v v X X
Programme Tangible assests and infastructure: grant
of 80% of project cost

"
(0]
2
3
C
(&)
Q
C
.©
Q
C
©
C
[N

Quality upgradationin . o e
MSEs - incentives for Rimburse 75% of ISO certn‘lcghon v v % %
certification expenses (max. Rs. 75K one time)

Micro Finance SIDBI supporting NGOs/Microfinance v
Programme institution in providing loans

SOURCE: Adapted from Ministry of Finance, Government of India, “The Economic Survey of India 2012-2013,” Chapter 2, Seizing the
Demographic Dividend, 38.
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The survey notes,

Schemes and interventions based on tightly defined classifications create an incentive
structure that might prevent firms from growing. Service tax exemptions for firms with less
than Rs 10 lakh [1 million rupees] revenue and exemption from central excise duty for firms
with an annual turnover of less than Rs 1.5 crore [15 million rupees] are examples of these

schemes.'%

In 2017, the newly constituted National Institution for Transforming India Aayog, a government-
established policy think tank, developed this theme in its latest enterprise survey on the ease of doing
business in India.'” The survey found that firms with 100 or more employees took significantly
longer to get necessary approvals, confronted more regulatory obstacles, and faced higher compliance
costs than smaller firms. For firms employing more than ten people, tax regulations and

environmental clearances were bigger obstacles, which made it harder for them to grow in size.

India’s smaller factory sizes are also a big deterrent, particularly in fulfilling export orders. A typical
textile factory in India employs 150 people, whereas a factory in Bangladesh has 600 people. In
2017, the Textile Commissioner of India stated that India’s textile industry would grow from its
current size of $150 billion to $250 billion (about 10.5 trillion to 17.5 trillion rupees) in two
years.'® It is pertinent to note here that only two textile firms, Alok Industries and Arvind, are large
in size, as the former had a turnover of a little under $2 billion (140 billion rupees) and the latter
had a turnover of around $800 million (56 billion rupees) in the 2015-2016 financial year.'”” This is

in stark contrast to the IT industry, where billion dollar firms are numerous.

Further, the “big is bad” claim is often not based on evidence. For example, an entrepreneur who
runs an apparel sourcing company tellingly noted that, in China, “the volumes are so high they [the
policymakers and politicians] do not start out thinking you are a crook. Here, it is exactly the
opposite. You can price yourself out or you can time yourself out.”'*® The anti-big mindset, which is
not only prevalent among politicians and senior policymakers but also among the lower-level
officials of the bureaucracy, is one of the biggest causal factors behind a vast proportion of enterprises
remaining pygmies in India. This turns the operating environment for businesses in India into a

minefield.

A 2013 Export-Import Bank of India report, which analyzed labor laws and rules in select countries
in Asia, observed that “at a macro level, the degree of intent of labour protection is similar in most
countries and not very different from that of India. However, the distinguishing feature is that the
administrative processes framed under Indian labour statutes are complicated, hindering flexibility in
[the] labour market.”® Unfortunately, this problem is not confined to administrative processes

related to labor statutes alone. Gursharan Bhue, Nagpurnanand Prabhala, and Prasanna Tantri point
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out that firms are willing to forgo growth in order to retain their access to finances.''? That is, when
certain easier financing access is provided to firms below a certain threshold (say, SME firms), they
prefer to forgo growth opportunities that would allow them to cross this threshold: “firms that near
the threshold for qualification slow down their investments in plant and machinery, other capital
expenditure” and experience slower growth in manufacturing activity and output.'" The authors
also point out that when banks are put under pressure to lend to micro, small, and medium
enterprises, they fear the fallout of not meeting those lending targets and consequently encourage

their borrowers to stay small.

As a potential solution to these issues, Bhue, Prabhala, and Tantri also suggest removing the
conditions that make directed lending to small enterprises necessary. That is, if informational,
administrative, and monitoring costs are lowered, banks might be willing to lend to small enterprises
and not feel pressured to prevent their growth. However, another potential solution may be to slowly
phase these firms out of this financing system so that they do not conspire to remain small and forgo

opportunities to grow.

Conclusion

International evidence and the current state of affairs in India with regard to the size of commercial
businesses (average number of employees) suggest that government policies on MSMEs must
become more nuanced. These policies must take into account the central role that new and smaller

enterprises, established by educated entrepreneurs, play in productive job creation.

Accordingly, this paper proposes a new narrative on entrepreneurship. Informal micro enterprises,
and single-person enterprises run by those lacking in formal education, should be termed as
subsistence enterprises. The government would then be obligated to support them with basic public
goods, including education, and a robust social safety net. Educating the next generation is critical to
breaking the iron grip of poverty and pulling single-person enterprises out of survival mode.
However, support for these subsistence enterprises should be provided under anti-poverty measures

and not under economic development (much less under productive job-creating measures).

However, this should not be taken to imply that governments should be directly engaged with
creating entrepreneurs. As we have seen earlier, there is little evidence globally that this is a
worthwhile endeavor. Instead of directly attempting to create entrepreneurs (for example, through
entrepreneurship development programs), the government should focus its policies on creating the

enabling conditions for business entry and growth.
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To create these conditions and generate employment and economic development, policy
interventions have to change. In general, the government’s perception of entrepreneurship as a viable
and sustainable solution to the lack of employment is well founded. International evidence is
supportive of this—start-ups and young firms create more jobs, regardless of their size, and educated
entrepreneurs have a far higher probability of success in starting and growing formal businesses.
Therefore, public policy to support entrepreneurship and MSMEs should target these entrepreneurs.
However, any government support should be made contingent on the enterprise’s progress in

creating jobs and productive growth, thereby encouraging more dynamic entrepreneurship.

India’s job creation strategy should focus on three efforts. First, it should promote the creation of
formal businesses by easing the barriers to business incorporation. Second, it should support new
businesses during their initial, vulnerable years with policies that help them find their feet and
expand. Third, it should include reviewing and modifying policy measures that may impede small

and medium businesses from scaling up.

Numerous surveys have shown that Indian businesses struggle with restrictive regulations, limited
access to formal credit, and high tax rates—problems that are amplified for start-ups. Policy
measures that would simplify business incorporation processes, create an automated workflow for
permissions and licenses, and reduce onerous compliance and reporting requirements to improve the
ease of doing business would go a long way toward addressing these problems and promoting

dynamic entrepreneurship.

To increase access to credit, programs like MUDRA should be channeled toward supporting job-
creating and productive entrepreneurship. Ongoing initiatives—such as Aadhaar, India Stack, cheap
mobile connectivity, the GST, and the rise of e-commerce aggregators—could help to reliably assess
credit worthiness and therefore remove one of the biggest constraints to SME lending. These
developments also open up opportunities, such as supply-chain and receivables financing, for fintech

lenders and new businesses.

To enhance the productivity of businesses and promote growth, the government should subsidize
the provision of management support services, labeled as industrial public goods, to start-ups and
young businesses. Moreover, as education plays a big role in the growth of start-up enterprises and
their contribution to employment generation, institutions of higher learning should prepare students

to be entrepreneurs in the same way that they equip them with functional, marketable skills.
The government should also periodically update the definitions of MSME:s to bring them closer to

international standards. This will help ensure that businesses are not prematurely labeled as large and

can continue to take advantage of policy and financial support from the government.
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Finally, India’s tax administration remains one of the most persistent obstacles to forming and
growing enterprises. Often corrupt and usurious, the tax administration’s approach to these
enterprises undermines many of the government’s policy initiatives for their growth. In fact,
internalizing the most important principle of public policy—if you cannot help, at least do not
hurt—is the first thing the government can do to support entrepreneurs. It is a lot easier for
governments to impede economic activity than to foster it. Just avoiding doing the wrong thing will
obviate the need for the government to support the economy actively. In other words, getting out of
the way may be the most important policy intervention that any government could make in India.
However, seventy years after India’s independence, this remains as difficult for governments as it is

important for India’s economic growth and employment generation.
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