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Industrial Growth in Post-Reform India: Geography

or Institutions?

In 1991, the Indian government dismantled
the License Raj - a system of central controls
that regulated market entry and production
activity in the registered manufacturing sector.
In the same year, the Indian government enacted
far-reaching trade reforms which removed
quantitative restrictions on capital goods imports
and brought down import tariffs. Since the
1991 economic reforms, there has been strong
industrial growth in India at an annual rate of 9
per cent.

However, not all Indian states have performed
well since the dismantling of the License Raj. The
highest rates of industrial growth were observed
in the Indian states of Andhra Pradesh and Gujarat
which grew at more than 10 per cent per annum
(Figure 1).! In contrast, Indian states of Assam,
Orissa, Madhya Pradesh and West Bengal grew
at 3 per cent or less per annum. The dismantling
of the License Raj was expected to lead to more
of a level playing field for political and business
elites in Indian states as decisions on industrial
entry, location and expansion were no longer
taken in the capital, New Delhi. These decisions
were often subject to lobbying pressures from
well-organised elites in the more industrially
advanced states in the days of the License Raj.
Instead, regional elites had a relatively free hand
in devising state-level industrialisation strategies
since 1991, with little or no intervention from the
central government.

Why then did we see such a large difference
in industrial growth across Indian states in the
post-reform period?

Two factors are often singled out as the deep
determinants of economic performance. The first
of these is geography. In the context of industrial
growth, an important geographical factor is the
access to the sea. Almost all countries with
macroeconomic success in labour-intensive
manufacturing exports have populations almost
totally within 100 kilometres of the coast.? This
would also be true at the sub-national level, and
coastal states in India would have expected to
benefit from the increased trade flows associated
with the opening up of the economy rather than
land-locked states. Another geographical factor
emphasised by economic geographers as being
important for manufacturing success is the
presence of a large domestic market close to
the point of production. Industrial firms would
tend to locate near large urban populations as
they could economise both on transport costs
and production costs, and benefit from spillovers
by locating near other firms. Therefore, initial
conditions as reflected in past industrialisation
and prior urbanisation can have a positive effect
on present and future industrial growth.

However, geography does not do very well
in explaining the differential manufacturing
performance of Indian states in the post-reform

Figure 1: Industrial Growth across Indian states in 1991-1997
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period.> While some coastal states such as
Andhra Pradesh and Gujarat have prospered in
this period, other coastal states such as Orissa
and Kerala have languished. In contrast, a
land-locked state such as Haryana has done
exceedingly well. A state like West Bengal with a
large metropolitan region, access to the sea and
an extensive history of past industrialisation has
performed significantly below par in the post-
reform period.

An alternate set of factors seen to be causal
to economic growth are institutions - ‘the rules
of game in the society, and their conduciveness
to desirable economic behaviour’4 It is likely
that institutions hold the key to explaining
regional manufacturing performance in India.
Recent research shows the importance of labour
institutions in explaining the unequal effects of
liberalisation in India. States with more rigid or
pro-worker labour institutions have witnessed
slower growth in the registered manufacturing
sector than states with flexible or pro-employer
labour institutions since the dismantling of
the License Raj.° Other institutions such as
those that govern state-business relations at
the subnational level may have also exerted a
decisive influence on regional industrial growth.
Where effective state-business relations led to
an active co-operation between governments
and the business sector in Indian states with
the joint objectives of increasing investment
and productivity, industrial growth was more
likely to result. In a recent survey of over 1600
industrial firms conducted by the Confederation
of Indian Industries, firms were asked which
India states in their view had the best and worst
business environments in the entire country.
The states which were seen to have the best
business environments were Andhra Pradesh and
Gujarat, and the states with the worst business
environments were Kerala and West Bengal. It
is not a coincidence that Andhra Pradesh and
Gujarat have out-performed Kerala and West
Bengal in manufacturing performance by a wide
margin since 1991.

What explains the differences in effective
state-business relations across Indian states? A
set of projects conducted by the IPPG consortium
is examining the political and historical factors
that have determined the evolution of state-
business relations in three states which has
witnessed starkly different rates of industrial
growth - Andhra Pradesh, Orissa and West
Bengal - and whether the effectiveness of the
institutional arrangements underpinning state-
business relations in these three states has
affected firm-level investment and productivity
and consequently, industrial growth.®

If state-business relations are indeed the
key to the evolution of regional disparities,
this suggests that a collaborative relationship
between the state government and the
business sector is far more crucial in explaining
manufacturing performance, rather than innate
advantages borne out of geography or history.
The clear implication here is that policy-makers
in states such as Orissa (which does not have a
history of industrialisation) and Madhya Pradesh
(which does not have access to the sea) can
expect to bring about a stronger performance
in manufacturing if they were to provide a
more conducive institutional environment for
the business sector to expand with greater
infrastructural development and a credible
investment climate that will create incentives for
industrial firms to locate in these states.
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For further information on the SBR
research undertaken by the IPPG please
see the IPPG website at www.ippg.org.uk
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