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Abstract 

At the macro level, productivity is driven by technology and the efficiency of resource 
allocation, as outcomes of firms’ decision making. The relatively high level of resource 
misallocation in India’s formal manufacturing sector is well documented. We build on this 
research to further investigate the drivers of misallocation, exploiting micro-level variation 
across Indian states. We find that states with less rigid labor markets have lesser 
misallocation. We also examine the interaction of labor market rigidities with informality 
which is a key feature of India’s labor markets. Our results suggest that reducing labor 
market rigidities in states with high informality has a net positive effect on aggregate 
productivity.   
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discussions with Romain Duval and seminar participants at APD discussion forum, as well as comments from 
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Countries” held at the World Bank in Washington D.C. in June 2019.     
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