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Amin, Mohammad—Labor regulation and employment in India’s retail stores
A new dataset of 1948 retail stores in India shows that 27% of the stores ﬁnd labor regulations as a problem for their business. Using these data, we analyze the effect of labor
regulations on employment at the store level. We ﬁnd that ﬂexible labor regulations have
a strong positive effect on job creation. Our estimates show that labor reforms are likely to
increase employment by 22% of the current level for an average store. We also address the
issue of informality in India’s retail sector. Our ﬁndings suggest that more ﬂexible labor
laws can encourage ﬁrms to operate in the more eﬃcient formal retail sector. According
to our estimates, labor reforms could reduce the level of informality by as much as 33%.
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1. Introduction
A large body of literature analyzes the effect of labor regulations on output and employment. For example, Botero et al.
(2004) look at labor laws in a cross section of 85 countries and ﬁnd that more rigid regulation of labor is associated with
lower labor force participation and higher unemployment. India ﬁnds a special place in this literature for its rigid labor
laws.1 Besley and Burgess (2004) ﬁnd substantially reduced levels of employment, investment, productivity and output in
the registered manufacturing sector of India due to stricter labor laws. Similar ﬁndings are reported by Ahsan and Pages
(2007) for large manufacturing ﬁrms. A key question is whether one can ﬁnd similar effects in other sectors of India and
estimate their magnitudes. The present paper attempts to answer this question for the retail sector in India, the second
largest employer after agriculture in the country.2
The literature mentioned above is primarily focused on the relationship between employment and labor regulation.
However, this relationship is not obvious and requires empirical veriﬁcation. For example, while stricter labor laws increase
the cost of hiring labor, they also make it more diﬃcult to ﬁre workers. The former tends to slow down job creation while
the latter reduces job destruction. Hence, the direction of the overall effect on employment is not certain (Blanchard and
Portugal, 2001). Further, the effect of labor regulation may extend to factors other than labor employment. For instance,
Almeida and Carneiro (2009) show that, for a sample of Brazilian ﬁrms, stricter enforcement of labor laws alters ﬁrm
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1
For example, the World Bank’s Doing Business project ranks India at 112 of 175 countries on the rigidity of employment regulation (World Bank, 2006).
2
The retail and wholesale sector is the second largest employer in India after agriculture accounting for over 9% of all jobs and its share in GDP
equals 14% (Banga, 2005; Gordon and Gupta, 2004).
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characteristics such as size, use of informal labor, etc. These effects have a signiﬁcant impact on the overall performance of
the economy.
Another possibility is that labor regulations alter the composition of activity between the formal and informal sector.
Stringent labor laws may encourage ﬁrms to operate in the informal sector where labor laws are hardly implemented.
Similarly, if stricter labor laws reduce employment opportunities in the formal sector then some workers may seek work in
the informal sector. The compositional shift (from formal to informal) is important because the informal sector is known to
be less eﬃcient than the formal sector and beset with a number of problems such as poor access to ﬁnance and contractenforcement agencies (Djankov et al., 2003a), ineﬃciently small scale of production with little incentive to use modern
technology, and lack of occupation and safety standards for workers.
One limitation of existing work on labor regulations is that it is based solely on labor laws as they exist on the books
with no consideration given to their enforcement. Hence, ﬁndings in the literature would mean little if there is a dichotomy
between laws on the books and their enforcement. The World Bank Enterprise Survey provides valuable information on
how stores perceive the severity of labor regulations for doing business. 27% of the stores in the full sample reported
labor regulations as an obstacle for their business with a high of 53% in the state of West Bengal, 42% in Rajasthan and
39% in Maharashtra. These numbers dispel the notion that labor laws are not implemented in the retail sector for, absent
enforcement, labor laws would not be an obstacle for any store. We use these reported perceptions to construct a measure
of enforcement of labor laws and show that our results do not suffer from the potential weakness mentioned above.
The present paper contributes to the literature on labor regulation in two important ways. First, we focus on the service
sector in a developing country. The existing work on labor regulations is focused on manufacturing sectors despite the
fact that services sectors are known to be highly labor intensive, accounting for a majority of jobs across countries. The
retail and wholesale sector in India is the second largest employer (after agriculture) providing jobs to 9.4% of all formal
workers in the country. An adverse effect of labor regulations on employment in the sector can have a signiﬁcant impact on
overall unemployment in the country. Second, existing studies are based on macro data which raises concerns about possible
heterogeneity across data points. Our use of micro data allows us to control for a number of store (ﬁrm) characteristics that
vary within and across good and bad regulation states. We are also able to analyze possible heterogeneity in the effect of
labor laws on employment across small vs. large stores and temporary vs. permanent employment.
Our ﬁndings on the effect of labor regulation on employment are consistent with the emerging literature on the
institutions-performance nexus which Djankov et al. (2003b) refers to as “the new comparative economics.” The main
theme of this literature is that with the collapse of socialism, the real comparison is now between various dimensions
of the quality of institutions within capitalist countries. Studies in this literature show that economic outcomes are signiﬁcantly affected by, for example, regulation of entry (Djankov et al., 2002), enforcement of creditor rights (Safavian and
Sharma, 2007), enforcement of labor laws (Almeida and Carneiro, 2009) and corruption (Bo and Rossi, 2007).
The rest of the paper is as follows. In Section 2 we discuss the structure of labor laws, describe our data and the
estimation strategy. In Section 3 we report our main empirical ﬁndings for the level of employment at the store level.
Section 4 contains the robustness checks. In Section 5 we analyze the relationship between labor regulation and the level
of informality. A summary of the main ﬁndings is provided in the concluding section.
2. Data and main variables
We use store level data collected by the World Bank in 2006 (Enterprise surveys). The data consist of a stratiﬁed random
sample of 1948 retail stores (cross-section) operating in the formal sector and located in 16 major states and 41 cities of
India.3 The National Industrial Classiﬁcation (NIC-1998, Industry Division 52) classiﬁes retailers into those operating through
established stores and the rest who usually operate from home. All stores in our sample belong to the former category.
The survey contains information on a variety of store characteristics such as annual sales, employment, availability of
infrastructure, access to ﬁnance, etc. It also reports on the store manager’s perceptions about various aspects of the business
climate such as the severity of labor regulations, tax rates and restrictions on store-hour operations. We exploit this rich set
of information and complement with external data sources to show that our results are robust to a number of store, city
and state characteristics.
2.1. Dependent variable
A deﬁnition of all the variables used in the regressions is provided in Table 1. Our main dependent variable is the number
of employees working in a store during the ﬁscal year 2005–2006 (Employment). We do not include the manager (usually

3
The sampling frame for the survey was the list of retail stores regularly interviewed by AC Nielson for inventory veriﬁcation on behalf of distributors of
branded goods. This list covers stores in 41 cities across India for three major industry segments: Fast Moving Consumer Goods (FMCG) stores (traditional
stores), consumer durable stores and the modern format stores. A deﬁnition of these industry segments is provided in Table 1. The sample was stratiﬁed
according to segment-speciﬁc criteria. FMCG stores were stratiﬁed based on turnover, number of salesmen, number of FMCG product and the presence of
cooling equipment. Consumer durable and modern format stores were stratiﬁed based on turnover. The sample size was determined so as to minimize the
standard error in the sample variables, given the available resources for each surveying stratum. Once the sample size was determined, the sample was
allocated to strata using Neymann’s allocation rule. More information about the survey and methodology is available at http://www.enterprisesurveys.org.

