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Law, Skills and the Creation of Jobs as ‘Contract’ Work in India: Exploring 
Survey Data to make Inferences for Labour Law Reform 
 

Jaivir Singh, Deb Kusum Das, Homagni Choudhury 
 

 
 
 
Introduction 
 
There is a large literature (and policy suggestions drawing from this discussion) 
that states that Indian labour laws stifle employment and output. There is 
however, some cause to take a more nuanced view of the problems generated by 
the labour laws. It is of course true that while these stringent laws cover regular 
workers, sizeable sections of the workforce working in the formal manufacturing 
sector are not subject to the labour laws. Over the last decade or so there has 
been a change in law – in that the Supreme Court has interpreted legislation 
governing contract labour (labour not directly employed but through a labour 
contractor, referred to in other parts of the world as agency work) to say that 
employers have no obligation to offer regular terms of employment to contract 
labour.  This has resulted in an expansion in the employment of this category of 
labour and a jump in the numbers of ‘contract labour’ can be dated from the 
judgment. Taking a broad perspective it can be said that this change in the law is 
a part of a larger trend, which has had a legislative component as well. For 
example most recently some states have initiated state-level changes to ensure 
that many more workers are not covered by labour legislation.  
 
It is important to initiate a discussion as to whether this is indeed the correct 
manner to orient labour law reform in India. It is the case that traditional models 
used to look at labour markets, including many of those used to look at the 
Indian scenario assume perfect markets and no market failure. This pushes them 
to pose the central problem of labour law reform as one of fairness versus 
efficiency. It is typically suggested that an easing of the requirements of law may 
reduce fairness but will increase efficient allocation of resources – perhaps even 
create much larger overall fairness on account of expansion in employment. This 
orientation marginalizes models that emphasize institutional features (such as 
varieties of labour laws in our case) as responses to some market failure, acting 
to correct some externality. The presence of labour law in this respect may 
therefore be seen not just in terms of thwarting efficiency but can also be seen as 
a source of generating some efficiency.1     
 
Thus, this paper takes on board the fact that the easing of labour law in India has 
expanded the employment of contract labour and asks if this is an appropriate 
direction for further labour law reform. To approach this issue, unlike standard 

                                                        
1  W.B Macleod (2011) ‘Great Expectations: Law, Employment Contracts, and Labor Market 
Performance’. In Handbook of Labor Economics, edited by O. Ashenfelter and D. Card, 1591–696, 
vol. 4, part B. Amsterdam: Elsevier 



commentaries on the Indian labour market, we assume that labour markets are 
better described using an incomplete contracts framework rather than assuming 
textbook prefect markets. We are motivated towards using this framework 
following scattered qualitative evidence suggesting that while employers are 
happy with the flexibility provided by the contract labour option, contract labour 
can be quite unsuitable for the job on hand because of the high labour turnover – 
contract workers are soon gone and an entire new lot has to be trained when 
hired. This in itself indicates that while there are the obvious benefits to the 
flexible contract labour system, there are costs as well. These costs are not easy 
and straightforward to conceptualise and measure because they are manifest in 
the intangible fact that firms face an inflexibility in the reverse form  – they now 
can now get rid of workers but they cant compel them to stay. This is a concern, 
which is not of much importance if the worker can easily be substituted one for 
another, but is of importance if the worker’s skills/know-how is important for 
the job on hand. This pushes us into the world of work and skills as well as how 
this issue has a link with the relations between employers and employees, which 
(at least in part) depend on the regulation/management of employee-employer 
relationships. All this is best approached through an incomplete-contract 
framework because this framework states that when one cant write efficient 
contracts that condition relation-specific investment, which often leads to 
underinvestment and an inefficiency is generated thereof. The underinvestment 
we are thinking of in this case is the relation specific investment made by a 
worker in a job – if the worker does not feel reassured investing in the job 
because of potential opportunistic behaviour of employers then she will clearly 
underinvest. If such investment (typically in a place) is underprovided 
employers can well suffer from lower productive relations.  It is however very 
difficult to empirically capture such underinvestment and we need to look at a 
set of indirect evidence to begin exploring such concerns. Broadly following 
these motivations we divide the paper into four parts. In the first part we review 
the changes in law that have enabled the large-scale use of contract labour, and 
the questions that this form of employment generates. We go on to describe 
some of the recent attempts by some Indian states to change labour laws in a 
manner that leads to lower legal coverage of the workforce. We also note the 
explicit attempts made by recent legislation to change section of the Apprentice 
Act to encourage the growth of skills among the labour force. In the second part 
we use information gathered from a survey of manufacturing firms from 
Haryana, alongside with some qualitative (case study) information to make 
inferences on the use of contract labour, skills and investment in the job by 
workers. In the third part of we outline the broad theoretical thinking behind the 
incomplete contract model particularly as it pertains to important questions 
raised in relation to labour market and follow it up with suggestions for 
meaningful labour law reform that enhance the productive relationship between 
employer and employee.   
 

1. Prominent Changes In Indian Labour Law  
 
Roughly speaking there are at least three major changes that have occurred in 
Indian labour law over the recent past:  
 



(i) The changes in the regime governing the use of contract labour on account of 
the interpretation of the legislation by the Supreme Court of India.  
 
(ii) The gradual legislative changes initiated at the state level, which have moved 
more and more workers outside the coverage of labour laws.  
 
(iii) The changes that have been made to the Apprenticeship Act 1961 and the 
policy associated with ‘Skilling India’.  
 
(i) Labour Law and Contract Labour  
 
To start with it may be recapitulated that Indian labour laws are famously 
understood to be very restrictive from the viewpoint of the employer – making it 
very hard for employers to fire workers particularly larger firms who have to get 
permission from the government to retrench workers. Apart from that there are 
a whole lot of diverse laws and regulations that have to be followed regarding 
issues such as work conditions, minimum wages, provident fund and safety 
among many other such requirements. In this context it needs to be emphasised 
that for a worker to benefit from these measures she must be employed in an 
establishment that is covered by these laws as well as be covered by the legal 
definition of being worker or more precisely ‘workman’. We don’t discuss the 
details here2, but note that the consequence of these legal definitions is that only 
about ten per cent of the Indian labour force is covered by standard labour 
legislation. Given the restrictions placed on typical employers hiring this ten per 
cent of Indian work force, it is the case that allowing the use of ‘contract labour’ – 
labour hired through a labour contractor, by the Indian Supreme Court has eased 
some of this pressure. As we have pointed out in an earlier work3, note needs to 
be taken of a judgment of the Supreme Court namely Steel Authority of India v. 
National Union Water-Front Workers4. This judgment was critical in allowing 
Indian firms to employ ‘contract’ workers widely; where one of the primary 
virtues (from the viewpoint of the employer) of employing such workers is that 
they can be fired far more easily than regular workers. Given that contract 
workers can be fired with ease it is important for us to look at the details of the 
legislation pertaining to this category of worker as well as the crucial judicial 
interpretation of the law.  
 
The legislation relating to contract workers is the Contract Labour (Regulation 
and Abolition) Act, 1970 (hereafter, CLA). The CLA was set out to both regulate as 
well as abolish contract labour. The Act is applicable to establishments 
employing a minimum of 20 contract workers. In order to regulate such labour, 
Section 7 of the Act requires the principal employer to obtain a certificate of 
registration from the authorities. To get the registration, the employer (under 

                                                        
2 For details see Singh, J. (2015), ‘Who is a worker? Searching the Theory of the Firm for Answers’ in 
Ramamaswamy (ed.) Labour, Employment and Economic Growth in India Cambridge University Press 
Delhi 
3 Deb Kusum Das, Homagni Choudhury and Jaivir Singh ‘Contract Labour (Regulation and Abolition) 
Act 1970 and Labour Market Flexibility: An Exploratory Assessment of Contract Labour use in India’s 
Formal Manufacturing’ ICRIER Working Paper 300 June 2015 
4 AIR 2001 SC 3527 



the rules of the Act) is required to declare the number of workers directly 
employed, the nature of the work in which contract workers are to be employed, 
and the actual number of contract workers to be employed. Further under 
Section 12 of the Act the contractors who supply contract labour need to obtain 
licenses. Under the rules to obtain such licenses there is a requirement for the 
disclosure of details such as nature of work for which the contract workers are to 
be employed, duration and the maximum number of such contract workers. The 
license may contain some specifications on hours of work, fixation of wages, and 
amenities. Under Section 8 of the Act, both the registration certificate and/or the 
license can be suspended or evoked if there has been misinformation or non-
compliance with conditions under which the registration or license was 
recorded. The Act also governs aspects of wages paid to contract workers. In 
general, wages paid to contract workers must not be lower than the prescribed 
minimum wage; and, while the responsibility of payment of wages is placed on 
the contractor, if the contractor falls short, the liability is placed on the principal 
employer to make up for the payment due. The central (as well at least some 
state level rules) require parity with wages and conditions of work (hours, 
holidays etc.) that govern directly employed workers, if they are both doing the 
same work. The Act makes provisions for labour inspectors to examine relevant 
records as well as to speak with contract workers and initiate prosecution for 
contravention of the provisions of the Act. 
 
However the CLA was legislated not to just ‘regulate’ contract labour but also to 
prevent its use and to abolish it when possible. Under Section 10 of the CLA, the 
labour department of the government is empowered to prohibit the use of 
contract labour taking into account factors such as whether the contract workers 
are being used for perennial jobs, regular workers are doing the same job and 
whether the work is incidental or necessary for the industry. Since the 
enactment of the law in the 1970s, both central governments and state 
governments have indeed issued notifications prohibiting the employment of 
contract workers. However upon such abolition, the issue of what happens to 
such ‘rescued’ workers was not very clear and a number of cases ended up in the 
courts to resolve matters. One such prominent case was Air India Statutory 
Corporation v. United Labour Union5, where the Indian Supreme Court said that 
in the event of abolition of contract labour the principal employer was obliged to 
employ the abolished contract labour as regular workers. This view was 
however overturned in the Steel Authority judgment6, which said that once the 
government has abolished contract labour, there is no obligation on the 
employer to employ former contract labour in regular jobs. One of the arguments 
offered by the Court for this interpretation was to say “the contract labour is not 
rendered unemployed as is generally assumed but continues in the employment 
of the contractor as the notification does not severe the relationship of master 
and servant between contractor and contract labour.” This stance is out of tune 
with the fact that the ‘notification’ made under Section 10 (2) of the Contract 
Labour (Regulation and Abolition) Act is ostensibly notified because the 
appropriate government has information that the activity for which contract 

                                                        
5 (1997) (9) SCC 377 
6 Steel Authority of India v. National Union Water Front Workers AIR 2001 SC 3527 



labour has been hired through a contractor is either necessary for the industry, 
perennial in nature, is/can be performed by regular workmen or work sufficient 
to employ full time workers. If this is actually the case then logically speaking 
there is a direct link with the employer, however the court strongly upheld the 
view that whether the relationship between the employer and the abolished 
contract labour is real or sham is to be distinguished from the act of abolishing 
contract labour and that this is an issue to be litigated independently as an 
industrial dispute under the Industrial Disputes Act.  More recently there has 
been further clarification from the Supreme Court on whether the contract 
labour agreement is “sham, nominal and a mere camouflage” by pointing out that 
if the contract is for the supply of labour then the labour will work under the 
‘directions, supervision and control of the principal employer” but since the 
salary is paid by the contractor the “ultimate supervision and control lies with a 
contractor”7.  
 
As can be gleaned, these judgments have made it very easy for employers to use 
contract labour for a variety of jobs, with the government almost never taking 
any action against the use of such labour because even if they were to ‘abolish’ 
such labour, the employers are no longer obliged to absorb them as permanent 
employees. Furthermore as indicated it has become very difficult to show that 
contract labour has been employed under sham contracts. 
 
The courts have also intervened in the terms associated with wages paid to 
contract workers. As mentioned earlier the CLA demands wage parity between 
regular and contract workers. However the Supreme Court in a judgment has 
explained that while looking at the issue of similar work done by regular and 
contract workers, the matters to be taken into consideration are:   
 

“Nature of work, duties and responsibilities attached thereto are 
relevant in comparing and evaluating as to whether the workmen 
employed through contractor perform the same or similar kind of 
work as the workmen directly employed by the principal employer. 
Degree of skill and various dimensions of a given job have to be 
gone into to reach a conclusion that the nature of duties of the staff 
in two categories are on a par or otherwise. Often the difference 
may be of a degree. It is well settled that nature of work cannot be 
judged by mere volume of work; there may be qualitative difference 
as regards reliability and responsibility.” 8 

 
This view needs to be joined up with the contents of with another case9 which 
looked into the liability of the principal employer to make up for a shortfall in 
wages paid to contract workers when they were performing the same work as 
regular workers – in this case the Supreme Court again did not place any liability 

                                                        
7 International Airport Authority of India v. International Air Cargo Workers Union and another 
(2009) 13 SCC 374 
8 Uttar Pradesh Rajya Vidyut Utpadan Board v. Uttar Pradesh Vidyut Mazdoor Sangh (2009) 17 SCC 
318,320 
9 Hindustan Steelworks Construction Ltd. v. Commissioner of Labour and Others, 1996 LLR, 865(SC) 



on the principal employer cementing the fact that wage parity has not been 
encouraged by judicial interpretation of the law. 
 
It is quite evident that the judicial interpretation of the legislative provisions of 
the CLA over the 2000s has primarily been in favour of principal employers 
creating  - to use the language popularised by the Bessely and Burgess paper - a 
pro-employer law.10 The regime engendered by these judicial interpretations has 
made the task of employing contract labour easier and cheaper - in terms of both 
as well as ease of firing. One can take a step further and suggest that it is not 
merely a matter of being able to hire labour more cheaply but that in the face of 
no overall change in the law, the use of contract labour by employers can be used 
as a device to circumvent some of the restrictions imposed by other restrictive 
labour legislations (such as the Industrial Disputes Act) and labour market 
institutions (like trade unions). It allows establishments to access to a set of 
workers who can be terminated at will and the effect of such a regime has been 
to increase labour market flexibility – an assertion for which we have a good 
amount of empirical support.11  
 
(ii) State Level Legislative Changes  
 
The spirit of the changes that have come into effect with the contract labour 
system of moving more and more workers away from the law covering regular 
workers is manifest in the many changes that have been made by state 
governments recently with regard to labour law. We do not cover all the changes 
exhaustively here, mentioning only some of the changes to capture the tenor of 
recent changes in state level labour statutes.   
 
Apart from encouraging self-certification in lieu of having a regime of factory 
inspectors, the major changes in states such as Rajasthan and Madhya Pradesh is 
to raise the size threshold of firms whereupon various labour laws or particular 
sections of labour laws take effect. For instance in Rajasthan the earlier coverage 
of the Contract Labour (Regulation and Abolition) Act (1970) extended to 
establishments employing 20 or more workers, which has now been changed to 
50 or more workers. Similarly the threshold of the appplication of the Factories 
Act, 1948 has been changed from estabishments employing 10 or more workers 
(using power) and 20 or more workers (not using power) to  establishments 
employing 20 or more workers (using power) and 40 or more (not using power). 
In a similar manner the coverage of the infamous Chapter V B which requires 
government permission before large firms can lay-off or retrench workers has 
been changed from 100 to 300 workers. The new Gujrat laws seek to exempt all 
workers employed in Special Economic Zones from the coverage of labour laws.  
 
 
 

                                                        
10 T. Besley and R. Burgess. 2004. ‘Can Regulation Hinder Economic Performance? Evidence from 
India’, Quarterly Journal of Economics 119(1): 91–134. 
11 Rahul Suresh Sapkal ‘Labour Law, Enforcement and the Rise of Temporary Contract Workers: 
Empirical Evidence from India’s Organised Manufacturing Sector.(Forthcoming in European Journal 
of Law and Economics, 2015) 



(iii) The Apprentice Act 1961 and the  ‘Skilling India’ Policy 
 
While the ‘flexibility’ of the formal labour market has been a ubiquitous presence 
with respect to the discourse around labour law in India for many years– till the 
recent past, there has been little talk about connecting labour and labour law 
with skills. A law was put in place in about fifty years ago – the Apprentice Act 
1961 and our first step is to list the salient features of this law as it was initially 
legislated.  
 
Salient Features of the Apprentice Act 1961 
 
The Apprentice Act, 1961 was set up to make it obligatory for certain employers 
to engage apprentices in designated trades. Broadly speaking, the Act regulates 
and controls the programme of training of apprentices, where the term 
'apprentice' is defined by the Act as "a person who is undergoing apprenticeship 
training in pursuance of a contract of apprenticeship". To elaborate further,  
'apprenticeship training' means "a course of training in any industry or 
establishment undergone in pursuance of a contract of apprenticeship and under 
prescribed terms and conditions which may be different for different categories 
of apprentices". Having defined apprentice and apprentice training in this 
manner, the Act makes it obligatory on part of the employers both in public and 
private sector establishments having requisite training infrastructure as laid 
down in the Act, to engage apprentices in 254 groups of industries covered 
under the Act. In this respect it is specified that the Act will not apply in an area 
or industry unless notified by the Central Government. The Act also specified the 
that the Directorate General of Employment & Training (DGE&T) in the Ministry 
of Labour was responsible for implementation of the Act in respect of Trade 
Apprentices in the Central Government Undertakings and Departments. In 
addition to this six Regional Directorates of Apprenticeship Training were 
prescribed, located at Kolkata, Mumbai, Chennai, Hyderabad, Kanpur and 
Faridabad. These State Apprenticeship Advisers were made responsible for 
implementation of the Act in respect of Trade Apprentices in State Government 
Undertakings/ Departments and Private Establishments. Besides this provision 
was made in the Act for the Department of Higher Education in the Ministry of 
Human Resource Development (MHRD) to be made responsible for 
implementation of the Act in respect of Graduate, Technician and Technician 
(Vocational) Apprentices.  This is done through four Boards of Apprenticeship 
Training located at Kanpur, Kolkata, Mumbai and Chennai. Very importantly the 
Act set up Central Apprenticeship Council (CAC), which is an apex statutory 
tripartite body to advise the Government on putting down of policies and 
prescribing norms and standards in respect of Apprenticeship Training Scheme 
(ATS). It is specified in the Act that the Union Labour and Employment Minister 
is the Chairman and Minister of State for Education in the Union Ministry of HRD 
is the Vice Chairman of CAC. 
 
Apart from providing the structure of training to apprentices the law also 
specified that a contract of apprenticeship be required to engage a person as an 
apprentice. Further the obligations of employers are listed, which included 
provision of training, proper training personnel and the carrying out of 



obligations under the contract of apprenticeship. The obligations of the 
apprentice include a conscientious attempt to train one, to attend classes 
regularly and carry out the lawful orders of the employer as well as carry out 
obligations listed in the contract of apprenticeship. The Act also governed 
payment of stipend to apprentices at a rate not less than a specified minimum 
and cannot be paid on a piece rate basis. There is a restriction on working hours 
and overtime is discouraged and apprentices are supposed to be able to enjoy 
the holidays listed in the establishment of apprenticeship.    
 
Recent Changes 
 
Since its initial legislation, the Apprentice Act has been amended in 1973, 1986, 
1997 2007 and most recently in 2014. The 1973 and 1986 amendments acted to 
include training of graduates and technicians and technician (vocational) 
apprentices respectively under its purview. The 1997 and 2008 amendments 
changed the definition of “establishment” and “worker” as well as made 
provisions for the reservation of candidates belonging to Other Backward 
Classes etc. However the most substantial changes that showed up in 2014 were 
largely a product of the recommendations of an Inter Ministerial Group (IMG).12 
The changes were aimed at ostensibly making apprenticeship more responsive 
to youth and industry. While we do not go over these changes in detail here, they 
are broadly aimed at providing greater flexibility to employers by making the 
terms more favorable for employers in the act of training and hiring apprentices. 
The red tape associated with the functioning of the law has been cut down and 
the new law allows the incorporation of new trades for the purpose of 
apprenticeship. Under the Apprentices Act, the number of apprentices is worked 
out in some ratio of the skilled workers employed. The changes in the 
Apprentices Act by the Apprentice (Amendment) Act, 2014 include a change in 
the definition of worker to include contract workers - thus the new definition of 
worker under Section 2(r) says ““worker” means any person working in the 
premises of the employer, who is employed for wages in any kind of work either 
directly or through any agency including a contractor and who gets his wages 
directly or indirectly from the employer but shall not include an apprentice 
referred in clause (aa)” This inclusion of contract workers as workers is an open 
acknowledgement that workers hired through contractors substitute for regular 
skilled workers. However it needs to be noted over the changes in the law, apart 
from some enhancement in the stipend and an ‘opportunity to get skilled’ do not 
really provide or rather provide weak dividends to workers who may apprentice 
themselves. Section 22 of the Apprentice Act says “It shall not be obligatory on 
the part of the employer to offer any employment to any apprentice who has 
completed the period of his apprenticeship training in his establishment, nor 
shall it be obligatory on the part of the apprentice to accept an employment 
under the employer.” In this context the Apprentice (Amendment Act) 2014 adds 

                                                        
12 The Inter Ministerial Group (IMG) was constituted comprising representatives from Ministry of 
Railways, Ministry of Micro Small Medium Enterprises, Ministry of Power, Ministry of Defence, 
Planning Commission, National Skill Development Agency (NSDA), Working Group on The 
Directorate General of Employment and Training WG (DGE&T) for discussion on the suggestions 
received from  PM’s National Council on Skill Development (PMs NCSD), Central Apprenticeship 
Council (CAC) , National Commission on Labour (NCL), Indian Labour Conference (ILC) and CII. 



the clause “ Every employer shall formulate its own policy for recruiting any 
apprentice training at his establishment” This is somewhat hopeful from the 
viewpoint of workers who may be able to invest in the jobs if the employment 
policy offers some form of tenure. However it may be noted that one needs a 
particular kind of wider legal regime that would support employer - employee 
contracts to be signed, particularly a robust union movement. The case law does 
not hold up any apprentice rights to a job13.  
 
After the passing of this legislation, in 2015 there has been a deceleration of a 
National Policy on Skill Development and Entrepreneurship14 under which an 
entire ministry called Ministry for Skill Development and Entrepreneurship has 
been set up to encourage the skilling of the workforce. While the document 
emphasizes various programs for increasing skills, there is very little mention on 
ensuring that workers are able to gain some sure returns to the investment that 
they would have put in to gain the skills.  
 

2. Survey Results  
 
We use data from an ongoing survey of manufacturing firms currently being 
undertaken by ICRIER, as part of a larger World Bank funded project ‘Jobs for 
Development’.  The survey covering around 500 firms in five states, namely 
Haryana, Tamil Nadu, Maharashtra, Gujarat and Karnataka and spread across 
five major industries; viz. Auto Components, Electronics and Electrical 
Equipments, Leather Products, Textile and Garments and Food Processing. 
Further, Textile and Garments industry was further sub-divided into: (i) 
Manufacture of Textiles and (ii) Manufacture of Wearing Apparel; whereas, 
Electronics and Electrical Equipments was further subdivided into: (i) Auto and 
Auto Components and (ii) Other Transport Equipment. The sampling technique 
used was a random sample of firms from the population of Annual survey of 
Industries (ASI) frame of registered manufacturing firms of various employment 
size classes.  
 
In this paper, we explore the sample of firms from Haryana for the sectors 
mentioned above for the year 2015.  The reasons for choosing Haryana  were 
multifold-it has a large base of skilled labor force so very essential for firms 
involved in manufacturing process. Further, the state has provided large policy 
incentives for business under Haryana industrial policy of 2005 and finally large 
manufacturing firms in Haryana have access to good infrastructure (power, 
roads and railways).  
 
The total numbers of firms, across several manufacturing subgroups surveyed 
were close to 100 allowing us a rich database to explore and draw inferences on 
important issues like- Major issues faced by manufacturing sector in India 
hindering its growth and investment attractiveness, Influence of extant labour laws 

                                                        
13 For example see Management of T.I. Diamond Chain Ltd. v. P.O. Labour Court 2003 I CLR 57 
(Mad.H.C.), Petroleum Employees Union v. Indian Oil Corporation Ltd. 2001 I CLR 785 (Bom.-D.B.) 
14 National Policy on Skill Development and Entrepreneurship 2015 
http://www.skilldevelopment.gov.in/assets/images/Skill%20India/policy%20booklet-
%20Final.pdf 

http://www.skilldevelopment.gov.in/assets/images/Skill%20India/policy%20booklet-%20Final.pdf
http://www.skilldevelopment.gov.in/assets/images/Skill%20India/policy%20booklet-%20Final.pdf


in India on manufacturing sector firms- especially the impact of issues related to 
employing contract labour and finally issues arising out of training and 
development of labour in the manufacturing sector in the context of lack of 
adequate skilled labor force availability? 

 
Drawing from the overall sample - the sub-sample of 95 firms in the state of 
Haryana, we note that 41 per cent of the surveyed firms (in numbers 39) report 
the use of contract labour as can be seen in Fig 1 below.  
 
 

Figure 1: Overall distribution of Regular Workers and Contract Workers 

 
Source: ICRIER Survey on labour issues in Indian Manufacturing sector: Haryana 

 
As a basic attempt to understand the data, we turn to identifying some of the 
characteristics of these firms, beginning the exercise by looking at the pattern of 
use of contract labour across the industries surveyed. As mentioned earlier, the 
sample was taken across a set of industries namely Auto Components, Computer 
Equipment and Operations, Electrical Equipment, Food Products, Leather 
Products, Manufacture of Textiles, Manufacture of Wearing Apparels and Other 
Transport Equipment. The spread of the use of contract labour across these 
industries is shown in Table 1, which is also reflected in the distribution shown 
in Figure 2. As can be seen, in three of the industry groups Auto Components, 
Electrical Equipment and the Manufacture of Textiles fifty per cent of the firms 
employ contract labour, followed by the fact that bulk of the firms manufacturing 
Apparel and Other Transport Equipment use contract labour, while the 
manufacture of Computer Equipment, Food Processing and Leather Products 
show a smaller proportion of firms employing contract labour. Using reported 
manufacture for exports as a heuristic measure of competition, we note the 
pattern of the proportion of firms that report manufacture for exports across the 
industries in our sample. This pattern can be seen in Table 2, as well as in Figure 
3.  Broadly speaking, it is evident that on the average about half of the firms in 
each industry group report manufacture for exports (Auto Components, 
Computer Equipment, Electrical Equipment, and Food Processing) with a 

41% 
59% 

No. of firms employing contract 
labour 

No. of firms employing regular 
labour 



somewhat higher proportion of two thirds of the firms in the Leather Products 
and Other Transport Equipment saying that they manufacture for export. The 
clear outliers are the set of firms belonging to the category of Manufacture of 
Apparel and Manufacture of Textiles with the former industry group showing 
more than ninety per cent of the firms manufacturing for exports and the latter 
group only twelve per cent. Clearly the Manufacture of Apparel is the most 
oriented towards manufacture for exports with the closest similar set being 
Other Transport Equipment and Leather Products. In relation to this we see a 
good proportion of firms (two third) belonging to the categories of Manufacture 
of Apparel and Other Transport Equipment that both manufacture for export and 
employ contract labour. Other industry groups show only about quarter of the 
firms manufacturing for export and hiring in contract labour, with some groups 
(like Leather Products and Manufacturing of Textiles) exhibiting low and even no 
use of contract labour.  
 
 

Table 1: Distribution of Contract Workers across Industries 
 

Industry Total No 
of Firms 

Firms 
using 
Contract 
labour  

Firms not 
using 
contract 
labour  

Percent of 
firms using 
contract 
labour  

Auto Component 14 7 7 50 
Computer equipment 9 3 6 33 
Electrical Equipment 14 7 7 50 
Food Processing 13 3 10 23 
Leather Products  18 2 16 11 
Mfd of Textiles 8 4 4 50 
Mfd of Apparel 14 9 5 64 
Other Transport 
Equipment  

5 4 1 80 

Source: ICRIER Survey on labour issues in Indian Manufacturing sector: Haryana 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 
Figure 2: Distribution of Contract Workers across Industries 

 

 
Source: ICRIER Survey on labour issues in Indian Manufacturing sector: Haryana 

 
 
We can loosely infer from this that while competitive pressures (as clearly 
evident in the case of Manufacture of Apparel and the Manufacture of Textiles) 
could be influencing the hiring of contract labour, other forces are also at play. 
This is clearly obvious in the case of Leather Products category where we note 
that while many firms manufacture for exports, there is very little use of contract 
labour by the firms belonging to this category.      
 

Table 2: Proportion of Firms reporting Manufacture for Exports 
 

Industry No of 
firms 

No of firms 
exporting 

No of firms 
exporting and 
using contract 
labour  

Percent of 
firms 
exporting  

Percent of firms 
exporting and 
using casual 
labour  

Auto 
Component 

14 6 3 42 21 

Computer 
equipment 

9 4 2 44 22 

Electrical 
Equipment 

14 7 4 50 28 

Food 
Processing 

13 5 3 38 23 

Leather 
Products  

18 12 2 66 11 

Mfd of Textiles 8 1 0 12.5 0 

Mfd of Apparel 14 13 9 92 64 

Other transport 
equipment  

5 3 3 60 60 

Source: ICRIER Survey on labour issues in Indian Manufacturing sector 2015: Haryana 
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Figure 3: Profile of Export Firms and Use of Contract Labour 
 

 
Source: ICRIER Survey on labour issues in Indian Manufacturing sector2015: Haryana 

 
 
Looking out to other characteristics we next turn to the distribution of firms 
using contract labour classified on the basis of employment size. This can be seen 
in Fig 4 below.  We note that a share of firms of all employment size classes 
employ contract labour though the proportion of firms employing contract 
labour increases with size -34 per cent, 60 per cent and 70 per cent respectively. 
 
 

Figure 4: Firms using Contract Labour classified by Employment Size 
 

 
Source: ICRIER Survey on labour issues in Indian Manufacturing sector2015: Haryana 

 

0 
2 
4 
6 
8 

10 
12 
14 
16 
18 
20 

No of firms No of firms exporting No of firms exporting and using contract labour  

0-99 100-499 500 and above 

No. of firms employing contract labour No. of firms employing regular labour 



In this context it is also important to note the variation of contract labour use 
with industry. The distribution of firms employing contract and only regular 
labour is shown across different industry groups surveyed in Fig 5(a) to 5(h).  
 

Figure 5: Distribution of Firms employing Contract Labour and only 
Regular Labour across industries 

 
 

 
 
Figure 5(a): Auto Components       Figure 5(b): Computer Equipment 
         and Operations  
 

              
                                                                          

 
 
 
Figure 5(c): Electrical Equipment        Figure 5(d): Food Processing  
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     Figure 5(e): Leather Products             Figure 5(f): Manufacture of Textiles  
 

             
 
 
 
Figure 5(g): Manufacture of Apparel       Figure 5(h): Other Transport  
        Equipment  
 

              
 

Source: ICRIER Survey on labour issues in Indian Manufacturing sector 2015: Haryana 

 
 
 
It can be broadly seen from these distributions that some firms in all the industry 
sub groups surveyed report the use of contract labour. While larger firms almost 
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invariably report the use of contract labour (except in the case of Leather 
Products) the class of smaller establishments (0-99 workers) have a proportion 
of firms (except for Other Transport Equipment, where all the firms use contract 
labour) reporting the use of contract labour. However the significant point to 
note is that, with varying degrees, that many smaller firms do employ contract 
labour – with a notably low proportion of firms hiring in contract labour being 
confined to the Leather Products and Food Processing industries.     
 
This leads us to the next question as to what tasks are associated with contract 
workers – are these tasks distinct from those performed by regular workers, or 
do contract workers perform the same tasks? Over the survey, the firms 
employing contract labour were asked a series of questions on how they place 
contract workers in relation to permanent or regular workers. The results are 
shown in Table 3 where we can see that only a small fraction of the firms report 
the segregation between contract workers and regular workers. On the other 
hand the bulk of firms report that both categories of workers work side by side 
and one third of the responses also report that the two categories perform tasks 
interchangeably. We can thus broadly make the inference that the survey 
supports the hypothesis that contract workers are not confined to peripheral 
activities but rather substitute for regular workers in the core tasks of firms. The 
interesting corollary that accompanies this is that while more than half of the 
firms employing contract labour say that regular workers are more skilled than 
contract workers, a much smaller fraction confines contract workers to less 
complex tasks than regular workers – suggesting that while firms hire in 
contract workers to substitute for regular workers, they probably bear the cost 
of having a portion of their labour force possessing lower skills – typically those 
that are learnt on the job. The sacrifice on the skills front is no doubt encouraged 
(apart from the non-application of the laws governing regular workers) by the 
fact that contract workers are paid lower wages – about two thirds of the firms 
explicitly state that they pay contract workers lower wages even though they do 
the same work as regular workers.  
     

Table 3: Segregation between Contract Workers and Permanent Workers 
 

 Segregation 
by floor 

Segregation 
by sub-task 

Can 
work 
side by 
side 

Perform task 
interchangeably 

Permanent 
workers 
always 
more 
skilled than 
contract 
workers 

Contract 
workers 
always 
perform 
less 
complex 
task than 
permanent 
workers  

Percentage 
of Firms 
Reporting  

12 7 70 33 56 12 

Source: ICRIER Survey on labour issues in Indian Manufacturing sector2015: Haryana 

 



In this regard some further descriptive statistics can be seen in Figure 6, which 
shows the distribution of responses to a question posed to firms who employed 
contract workers as regards the skill level of regular and contract workers – the 
firms were asked what was the skill level of a regular/contract workers 
employed, was it unskilled, semi-skilled (experienced on the job) or skilled 
(trained)?  It can be seen that the bulk of responses state that both categories of 
workers are either semi-skilled or skilled (though with slightly  
 

Figure 6: Skill level of Contract Workers and Permanent Workers 
 

 
Source: ICRIER Survey on labour issues in Indian Manufacturing sector2015: Haryana 

 
more firms saying that regular workers are the ones that are skilled), which 
gives us cause to push our point that while contract labour may be substituting 
for regular labour there might be a strain in achieving perfect substitution 
because of shortfall at the margin on account of lack of skills.  This can also be 
inferred from the distribution of responses by the firms to a question on the 
educational attainment of both contract workers and regular workers. The 
distribution is shown in Figure 7, where we can see that the bulk of the firms 
report a higher educational attainment for regular workers than contract 
workers. About half the firms report the same level of educational attainment for 
contract workers as for most regular workers but the other half of firms report 
that contract workers have lower levels of educational attainment. This suggests 
that contract workers are drawn from a wider pool than regular workers but end 
up employing some workers that are of the same education level – the ones that 
substitute more easily for regular workers. 
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Figure 7: No. of Firms with education attainment of CW / PW in situations 

where both are engaged in the same kind of work 
 

 
Source: ICRIER Survey on labour issues in Indian Manufacturing sector2015: Haryana 

 
 
It is possibly the other workers that cannot be used easily to do regular tasks 
that generates a series of qualitative responses from the firms when asked about 
the downside of the contract labour system – the response is to highlight the fact 
that adequately skilled and productive worker cannot be easily hired and 
retained under the system. This kind of problem is corroborated by other 
qualitative studies, which associate the problem with the use of contract labour.  
 
In particular one study notes the attempt of a heavy transport manufacturer 
located in Rudrapur where labour is drawn from the surrounding rural 
hinterland.15 The firm was able to raise the productivity only by signing an 
agreement with a trade union, which enabled contract workers to be treated at 
par with regular labour. Among other benefits that accrued to contract labour 
was that they were assured of tenure till the age of 58 years.  The study reports 
that this was an isolated case in the region with most other manufacturing firms 
in the region suffering from the tensions of using contract labour – while 
contract labour is flexible and substitutes for regular work they sometimes do 
not stick and also do not adequately invest in doing the job. To understand this it 
is perhaps important to turn to an analytical structure that might help us think of 
the problem and also help us in thinking of the future of labour law reform in 
India.  The incomplete contracts framework can quite usefully provide for this.   
 
 

                                                        
15 Pankaj Kumar in ‘Who Benefits from the Law? Reminisces from Fieldwork on Contract (Agency) 
Workers in India’ Paper presented at Labour Law Research Network Conference University of 
Amsterdam 25-27 June 2015 
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3.  Incomplete Contracts and the Basis for Law Reform 
 
For our purposes we invoke some of the rudimentary aspects of the incomplete 
contracts model and we do so by invoking some of the early literature to 
articulate how the model is useful for us to look at the labour market. In one of 
the seminal papers Klein, Crawford and Alchian16 tell us that ex- ante contracts 
involving relationship specific investment cannot cover risks that show up ex-
post, primarily because of the physical impossibility of writing up such complex 
contracts. They point out that the more specific an investment is to a 
relationship, greater is the possibility of at least one of the parties appropriating 
quasi-rent from the gains of the relationship ex-post. The anticipation of this can 
forestall value generating ex-ante decisions to invest. They suggest that vertical 
integration can somewhat alleivate this problem, leading to more optimal levels 
of investment. Subsequently some of the literature has worked to refine the 
model suggesting that there are both costs and benefits to vertical integration 
but for our purposes we confine ourselves to their discussion on incomplete 
contracts as it pertains to the labour market17.  
 
To approach the labour market context it is pointed out by Kline et al that often 
enough, vertical integration ends up being approximated by long-term contracts 
or even by extra legal implicit contracts. The significance of such ‘institutions’ is 
manifest when we consider certain examples  - for instance consider the case of 
worker hired to maintain an asset and if she does not do her job she can be fired, 
but were it the case she has a special ability to maintain the asset then she can 
hold up the owner of the asset and earn a quasi-rent. To resolve the problem it is 
not possible to vertically integrate as in other markets with the employer coming 
to ‘own’ the worker on account of anti-slavery law. So some form of vertical 
integration such as having a long-term relation – a franchise agreement perhaps 
which is more vertically integrated with an employer than a worker who can be 
fired at will is a better in preventing a large hold-up.      
 
 Investment concerns become very important when we turn to human capital. 
While general human capital is another matter, specific human capital involves a 
series of ex ante investment decisions by both employers and employees, which 
are subject to an ex-post risk of quasi-rent appropriation. Consider the 
appropriation of quasi rent by workers when employers invest in specific human 
capital. Workers can quit; causing firms to push up wages to retain workers, but 
that is no guarantee of staying on and complex wage schedules are atypical, 
causing wage rigidity. This train of thinking has generated a large literature 
emphasising the wide variety of institutions that govern quantitative 

                                                        
16 B. Klien, R. Crawford and A. Alchian. 1978. ‘Vertical Integration, Appropriable Rents and the 
Competitive Contracting Process’, Journal of Law and Economics 21(2): 297– 326. 
17 See for example S. Grossman and O. Hart. 1986. ‘The Costs and Benefits of Ownership: A Theory of 
Vertical and Lateral Integration’, Journal of Political Economy 94(4): 691–719. 
O. Hart, 1989. ‘An Economist’s Perspective on the Theory of the Firm’, Columbia Law Review 89(7): 
1757–74. 
O. Hart, O. and J. Moore. 1990. ‘Property Rights and the Nature of the Firm’, The Journal of Political 
Economy 98(6): 1119–58. 



adjustments in labour markets.18 There are concerns of the appropriation of 
quasi-rent at the other end of the relationship as well – consider the case where 
workers have invested in specific human capital on the job and employers 
opportunistically fire workers nearing retirement disabusing them from 
enjoying the returns to investing in the job. While the role of trade unions is 
conventionally relegated to forming a cartel to engineer wage setting, they are 
probably particularly important as institutions that play an important role in 
monitoring and enforcing long term contracts to help preserve returns to 
employees with investments in specific human capital. 
 
It is with these sorts of analytical framework that we can go back and visit some 
of the issues that we have raised in previous sections. For instance in the case 
study from Rudrapur mentioned at the end of the last section the agreement that 
allowed contract workers to get benefits similar to those of regular workers was 
the joint product of both the management with the trade unions playing a crucial 
role.  However the author of the study also tells us that the agreement is under 
strain because the local government machinery considers it illegal – under the 
Contract Labour (Regulation and Abolition) Act, 1970 the labour department 
should move to abolish contract labour if the job such labour has been hired for 
is a core activity and not peripheral. It is precisely this sort of conundrum that 
labour law reform in India needs to address. By confusing ‘no law’ as law reform, 
the system is encouraging a de facto employment at will regime which may be 
fine if one worker is substituted easily for another – as is the case with unskilled 
work. However to the extent that one worker cannot be substituted one for 
another, where investment in the job and the location where the job has been 
gained are important and specific human capital as skill is important, it becomes 
vital for labour law to offer variegated terms to workers. This is best done by 
having some basic rights for all labour in place and then proceeding to allow 
employers to design contracts that suit them best with worker interests being 
represented by unions. The creation of thresholds in statues invariably leads to 
perverse effects. As MacLeod and Nakavachara tell us that while legislation best 
pertains to the average case and that cases that come to be determined in courts 
on account of egregious behavior of employers are the crucial marginal cases19. 
These are the ones that need to be corrected otherwise there will be a 
preemptive fall in productive relations. And, to do this requires us to step in the 
direction of the small beneficial change we saw in the Apprentice Act, which by 
and large ignores the complexities of skills and the market, but upon recent 
amendment does add the clause saying  “ Every employer shall formulate its own 
policy for recruiting any apprentice training at his establishment”. India needs 
reform in this direction and less of reform that is merely ‘pro-employer’ such as 
among the many changes to the Factories Act in Rajasthan that states that 
complaints against the employer about violation of this law would not receive 
cognizance by a court without prior written permission from the state 

                                                        
18 For example see Hashimoto, Masanori, and Ben T. Yu. "Specific capital, employment contracts, 
and wage rigidity." The Bell Journal of Economics (1980): 536-549 and also see Hashimoto, Masanori. 
"Bonus payments, on-the-job training, and lifetime employment in Japan." The Journal of Political 
Economy (1979): 1086-1104 
19 W. B MacLeod and V. Nakavanchara “Can Wrongful Discharge Law Enhance Employment?” 
Economic Journal, Vol. 117, F218–F278 



government. As we have tried to argue efficiency is contextual when there is 
value to be generated from ex-ante relationship specific investment and the 
correct law is vital for gaining this value.  
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