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Executive Summary

India faces a persistent challenge in generating formal, productive jobs for its growing
workforce, with only a small share employed in the formal wage sector. The four new
Labour Codes seek to address the structural imbalance in our workforce by simplifying
29 existing laws into a more coherent framework that supports formal job creation while
ensuring basic worker protections. The broader goal is to create a labour market that is
both flexible for firms and secure for workers.

Legislative Changes

The reforms, rolled out in November 2025, mark a shift from a fragmented legal system
to a unified structure aimed at reducing regulatory complexity and improving compliance.
By standardising definitions and procedures, the Codes seek to make it easier for firms to
operate within the formal system while extending protections to a wider range of
workers, including gig and platform workers.

The Code on Wages (2019) standardises the definition of ‘wages’ by capping exclusions
at 50% of total remuneration, thereby preventing the artificial suppression of the base
(pre-tax) wages. It also consolidates four laws and universalises minimum wage coverage
beyond scheduled sectors, while introducing a statutory national floor wage anchored in
a normative consumption criterion.

The Code on Social Security (2020) integrates nine statutes and, for the first time,
formally recognises gig, platform, and unorganised workers within the statutory
framework. It mandates benefit parity for fixed-term employees from the first day of
employment and streamlines compliance through a single registration system and a
unified electronic return mechanism.

The Industrial Relations Code (2020) unifies three laws governing employment
protection and industrial disputes and raises the threshold for prior government
approval for worker retrenchment and establishment closure, from 100 to 300 workers.
It formally recognises fixed-term employment, enabling short-term hiring with wage and
benefit parity with permanent workers. It also introduces the concept of a sole
negotiating agent to reduce inter-union fragmentation and streamline labour dispute
resolution through a unified Industrial Tribunal.

The Occupational Safety, Health and Working Conditions Code (2020) subsumes
thirteen predecessor Acts and establishes new licensing thresholds towards worker
coverage, such as twenty workers for factory establishments and fifty for contract worker
employment. Further, it introduces mandatory annual health examinations for workers
above forty, ensures portability of benefits for inter-state migrant workers, and provides
a consent-based framework allowing women to work on night shifts.

Implications for Employment and Productivity

The existing literature and research on labour regulations in India and elsewhere suggest
that the impact of the labour reforms will likely be mixed, but with broadly positive
implications, for employment generation and labour productivity in the country.

The Code on Wages is likely to raise earnings of eligible workers and may also increase
the market real wage due to the setting of a national minimum. Broader minimum wage
coverage across industries may curb employer incentives to undercut wages, thereby
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reducing wage dispersion. The setting of a national minimum wage can also support
employment generation by shifting some bargaining power towards workers. The Code
may lead to improvements in labour productivity by linking wage determination to skill
levels, creating incentives for skill upgrading, as well as better monitoring of worker
productivity. However, these gains depend on the market structure, enforcement of the
labour regulations, and the level of the minimum wage floor.

The Code on Social Security has the potential to support formalisation of the workforce
and improve job quality by expanding coverage of employment benefits and enabling
greater labour mobility. However, the associated compliance costs may weigh more
heavily on smaller firms, such as MSMEs.

The Industrial Relations Code is likely to facilitate firm growth by allowing greater
flexibility in workforce management and enabling productive enterprises to expand their
permanent workforce without fear of regulatory entrapment. The formal recognition of
fixed-term employment promotes more adaptable employment arrangements,
potentially enhancing total factor productivity through improved matching of labour to
firms. However, the potential employment gains are constrained by India’s skewed firm
size distribution - less than 12 percent of India’s enterprises fall within the 50-99 worker
band, which is most likely to respond with immediate expansion incentives due to the
labour reforms.

The OSH&WC Code can also encourage workforce formalisation by reducing employer-
borne compliance costs and enhancing worker productivity through improved workplace
safety and working conditions. However, firms may respond strategically to regulatory
thresholds by increasing reliance on contract labour, which could dilute some of the
intended gains from the new Code.

Overall, the structure and enforcement of the eventual Central and State Government
Draft Rules for implementation of the new Labour Codes will be critical in determining
the impact of these reforms.

Policy Implications

The policy implications of the new Labour Codes center on their effective implementation
and complementary regulatory initiatives to ensure their intended benefits are realised
fully.

e Strengthening enforcement: Strengthening enforcement is critical, particularly
in the informal sector, through digital compliance systems, improved record-
keeping, and targeted inspections to ensure that wage, social security, and safety
provisions are meaningfully enforced.

e C(Calibration of the national floor wage: The national floor wage must be
calibrated to avoid being set either too high or too low. An excessively high floor
may reduce employment for low-productivity workers, while a low floor may fail
to protect workers. Periodic revisions should account for regional cost differences
while remaining sustainable for employers.

¢ Revising statutory wage ceilings for social security benefits: The adequacy of
India's social security schemes is constrained by statutory ceilings, that determine
benefits, but have not kept pace with earnings growth. The EPF mandatory
contribution ceiling is unchanged since 2014, while under the ESIC, workers
earning above Rs. 21,000 per month are excluded from mandatory coverage

Page | 2



altogether. Both ceilings require urgent upward revision to ensure social
protection commensurate with workers' actual earnings, and that effective
coverage does not shrink in real terms.

Supporting MSMEs: Supporting small and medium enterprises through
regulatory compliance incentives, simplified procedures, and access to finance can
ease the transition to formalisation of the workforce and prevent disproportionate
cost burden on small enterprises.

Complementary reforms for job creation: Labour reforms must be
complemented by investments in worker skills, broader industrial and trade
policies, and stronger institutional coordination across states, alongside
leveraging digital systems to improve transparency, and delivery of the labour
reforms.

Enhancing capacity of the states: While the new Labour Codes seek to improve
uniformity in labour regulations across the country, their effectiveness will
eventually depend on the extent to which implementation rules accommodate
state-level heterogeneity in labour market conditions, cost of living, institutional
capacity, and firm size distribution. Strengthening the capacity of state
governments will be critical to avoid uneven implementation of the new codes.
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Chapter 1: Overview

1.1 India’s employment and labour productivity challenges within a
global perspective

India’s economic ascent over the past three and a half decades has been striking by any
measure. The last decade in particular has seen its economic fortunes rely on the back of
a labour force on the cusp of a rare demographic transition. The post-pandemic period
further witnessed resilient growth in the face of geopolitical uncertainty and turbulence,
with projections of reaching a GDP of $7.3 trillion by 2030.1 Much of it relies on the
progression of formal employment creation, at a pace commensurate with its expanding
working-age population.

The headline numbers also carry a persistent and increasingly urgent tension. Unlike the
textbook development pathway from agriculture through labour-intensive
manufacturing into services, India has leapfrogged from the industrial middle into
tertiarization. The conversion of surplus agricultural labour into stable, semi-skilled
formal employment was partially lost in the East Asian race. As a result, only one out of
four find work in the formal wage economy, while the remainder are absorbed into
informal services, self-employment or low-productivity agriculture (PLFS Annual Report,
2025). Correspondingly, India’s labour force participation rate sits below the trend line
for economies at comparable economic levels (Figure 1.1). This reflects a structural
failure to productively engage a young population that is growing rapidly and will
continue to do so until the 2040s (NCAER Report, 2025).

Figure 1.1: Labour Force Participation Rates (LFPR) by Per Capita Income (2024)
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Source: World Bank database (2025); Authors' calculations.

Note: i. The Per Capita GDP series is measured at constant 2015 USD prices; ii. LFPR is for ages
15+; iii. Per Capita GDP classifications follow the World Bank's FY2025 income group
thresholds; iii. Sample consists of 169 countries.

! India’s GDP Surge: Driving the Growth Story (PIB)

Page | 4


https://www.pib.gov.in/PressNoteDetails.aspx?NoteId=155121&ModuleId=3&reg=3&lang=1

As Figure 1.2 (left) illustrates below, a hallmark of global economic growth is the fall in
the labour-capital ratio. For a labour abundant country, the policy concern for India is not
that it is above the average, but that the capital-intensive transition has already begun,
and without persistent labour market reforms, it risks bypassing the stage of labour
absorption that shifts workers from informal to formal spheres of employment, a trend
often observed in South Asian economies (Ohnsorge and Yu, 2022).

Figure 1.2: Labour Intensity of Production by Per Capita Income (1990-2023) by

country
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Source: Penn World Table 11.0 (2023), Groningen Growth and Development Centre; World
Bank database (2025); Authors’ calculations.

Note: i. L/K Ratio is the number of persons engaged (in millions) divided by capital stock
measured at constant 2021 USD prices (in millions); ii. The Per Capita GDP series is measured at
constant 2015 USD prices; iii. The colour scheme distinguishes the World Bank Income Groups
(FY2025 thresholds) with the countries arranged in decreasing order of Per Capita GDP after
India (right figure); iv. Sample (left figure) consists of 171 countries; v. 95% confidence interval
bands.

Further, the rate at which India’s L/K ratio is declining as income grows (1.16 per cent)
is quite sharp in a comparable peer group of economies at similar stages of economic
development (Figure 1.2, right). The Penn World Table data (v11.0, 2023) also tells us
India’s capital stock expanded by over seven times between 1990 and 2023, while
employment roughly doubled in size. Capital is substituting for labour at a dramatic pace,
even in sectors where India’s comparative advantage should favour the opposite, thereby
decoupling the country’s factor endowments.

This substitution dynamic can accelerate, minus major labour-absorbing market reforms.
Concerns on the impact of Al adoption on entry-level positions also abound, potentially
exacerbating the rate of informalisation at both firm and economy-wide levels
(Brynjolfsson, Chandar and Chen, 2025). The corresponding cascading effects on youth,
women and vulnerable populations in India continue to disproportionately distort their
labour market aspirations as well. Despite this outlook, aggregate demand and social
protection systems continue to remain the directives for good job creation strategies,
long-term business sustainability and productivity-enhancing transformations (ILO,
2025).
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1.2 Productivity, Labour Market Constraints and the Formalisation
Gap

The productivity dimension reinforces our market imbalance. India’s output per worker
is slightly above global labour productivity levels, but still has a significant bridge to cross
to reach the per capita GDP of high-income countries, even by 2047 (Figure 1.3 (left);
NCAER Report, 2025). Cross-country regressions further indicate India’s weak
relationship between productivity growth and income expansion, reflecting a dual nature
of narrow concentration in capital- and skill-intensive sectors, and a larger share of the
workforce engaged in low-productivity activities (Figure 1.3 (right); NCAER Report,
2025).

Figure 1.3: Labour productivity and Per Capita Income (1990 - 2018)
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Source: Economic Transformation Database (ETD; 1990-2018), Groningen Growth and
Development Centre; World Bank database (2025); Authors’ calculations.

Note: i. Output per worker is Gross Value Added (measured in constant 2015 USD) divided by
persons employed; ii. Per Capita GDP is in constant 2015 USD; iii. Income classifications follow
the World Bank's 2017-18 thresholds; iv. The colour scheme distinguishes the World Bank
Income Groups with the countries arranged in decreasing order of Per Capita GDP (2018) after
India; v. Coefficients (right figure) are plotted with 95% confidence interval bands; vi. Sample
(left figure) consists of 51 non-OECD countries, as available in the ETD.

The cross-country evidence establishes our benchmark for evaluating India’s current
labour market performance. Employment growth in the post-pandemic period has picked
up in absolute terms, but continues with disproportionate concentration in agriculture
and self-employment, and limited expansion in salaried work (PLFS Annual Report,
2025). Figure 1.4 places India’s share of wage and salaried workers below the
international average, pointing to a labour market that is absorbing workers, but without
commensurate growth in productivity and formalisation.

Page | 6



Figure 1.4: Proportion of Wage & Salaried Workers by Per Capita Income (2024)
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Source: World Bank database (2025); Authors’ calculations.
Note: i. Proportion of wage & salaried workers as percentage of total employment; ii. Income
classifications follow the World Bank's FY2025 thresholds; iii. Sample consists of 169 countries.

This structural imbalance gets reflected in India’s anomalously higher share of self-
employment relative to its per capita income (PLFS; NCAER Report 2025). This
formalisation deficit remains the central labour market challenge as a large and
increasingly educated work force is unable to access stable contract-based work at scale,
even as overall employment rates improve.

Figure 1.5: Sectoral shares in total Gross Value Added (GVA) and Employment in
India
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Source: MoSPI, PLFS 2017-18 to 2023-24; Authors’ calculations.
Note: Gross Value Added (GVA) is in 2011-12 constant prices.
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As seen in Figure 1.5, India’s agriculture sector continues to house the lion’s share of
employment (~45 per cent), despite contributing less than 20 percent to total GVA. The
expected transition of surplus agricultural labour into formal wage employment remains
incomplete. Labour market adjustment is taking place through informalisation, with
workers entering the labour force in low-productivity and precarious forms of
employment (State of Working India Report, 2026).

This sectoral employment-to-output gap is not cyclical. As India approaches the peak of
its demographic dividend, 263 million out of 367 million young people remain ‘NEET’
(UN DESA, 2024).2 The effect of bypassing the historical route out of agriculture into
services, mediated by the absorption of low-skilled rural labour by manufacturing, is now
reflecting in India’s below-par formal sector growth capacity.

1.3 The New Labour Codes: Rationale and Scope

A consistent prescription from the above diagnosis has been the bottlenecks around
formal sector hiring in India’s labour markets, compounding the entry barriers to
formalisation. Even within, employment elasticities show signs of recovery, but the
dominant adjustment mechanism attempts to circumvent statutory obligations, rather
than resolve them. This necessitates loosening labour regulations to allow more flexible
hiring practices, while simultaneously stimulating domestic demand to incentivize the
private sector in capacity expansion investments (NCAER Report, 2025). It is within this
context of a formalisation deficit that we evaluate the potential of India’s four new Labour
Codes.

Our central labour law framework has accumulated over seven decades into a complex
judge-ruled network of 29 Acts defining wage statutes, industrial relations, social security
and occupational safety. These four broad thematic areas were recommended as guiding
constraints by the Second National Commission on Labour (2002). Following years of
extended state-level rule-enactments, the Government of India passed all four Labour
codes between 2019 and 2020, notifying them into force on 21 November, 2025.

The four Codes consolidate corresponding predecessor Acts into their distinct regulatory
domains. The Code on Wages, 2019 unifies the wage floor, bonuses and remuneration
into a national framework. The Industrial Relations Code, 2020 takes trade unions,
dispute resolutions, fixed-term employment and raises retrenchment thresholds. The
Code on Social Security, 2020 integrates nine Acts covering provident funds, insurance
gratuity and maternity benefits. The Occupational Safety, Health and Working Conditions
Code, 2020 subsumes workplace safety, health, inspection and compliance into a unified
architecture while raising firm size thresholds and introducing new guardrails for
women, inter-state migrants and contract workers. Together, they mark the most
consequential reorganisation of India’s central labour laws since independence, reducing
administrative loopholes for employers, extending protection for previously uncovered
categories and fostering a new regulatory environment to enable formalisation at scale.

Figure 1.6 below depicts the corresponding state-level implementation of the four Codes,
as of March 2026. While the Codes have been enacted at the Central level, their actual
implementation hinges on the notification of rules by individual States and Union
Territories. Some States have published draft rules; others have finalized and notified

2 Not in Education, Employment or Training (NEET).
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them, while a few are still in progress. Arunachal Pradesh and Gujarat are among two
states to have taken the next steps of notifying and effecting their rules after November
2025.

Figure 1.6: Average adoption period of the new Labour Codes for each state

§

!

'

AN
Early Ac‘opters (<2022)
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Source: Authors’ compilation based on state government gazette notifications on Labour Rules
issued by state labour departments (2020-2025).

Note: i. The map shows the average year by which states and union territories notified their
draft or final subordinate rules under each of the four Labour Codes. Where both draft and final
rules were notified, the year of first notification is used; ii. A simple average across the four
Codes is used to construct the state-level composite adoption index displayed on the map; iii.
West Bengal is yet to notify subordinate rules under any of the four Labour Codes; Tamil Nadu
is yet to notify rules under the Industrial Relations Code; and Lakshadweep is yet to notify rules
under the Code on Wages.

The remainder of this paper is organised into Chapters 2 to 5 that sequentially unpack
and examine each of the four Labour Codes within a unified framework. This consists of
a brief introduction to the Labour Code with its chronology and state-level
implementation. The main analytical inferences for each Code are derived from a detailed
breakdown of the corresponding theoretical and empirical literature, specifically
focusing on expected employment and labour productivity impacts, both on the intensive
and extensive margin. The literature is divided by their geographic origins, and sub-
sections to provide critical commentary on each Labour Code, examining the bounds of
their implications, with policy prescriptions. Chapter 6 concludes the synthesis with
cross-cutting policy implications. A comparative study of the definitions and key changes
for each Code, relative to the previous repealed labour laws, are summarised in the

Online Appendix.
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Chapter 2: The Code on Wages

2.1 Introduction: Consolidation of Wage Laws into a Single Code

The Code on Wages, 2019 forms part of the broader legislative reform process through
which multiple central labour laws were consolidated into four labour codes. Prior to this
reform, wage regulation in India was governed by four separate statutes: the Payment of
Wages Act, 1936; the Minimum Wages Act, 1948; the Payment of Bonus Act, 1965; and
the Equal Remuneration Act, 1976. Each of these laws operated independently, with
distinct definitions, coverage thresholds, enforcement mechanisms, and procedural rules
(Government of India, 2019a).

The pre-reform wage regulation framework was characterised by three key limitations.

First, there were significant limitations in coverage, with large segments of the workforce
remaining outside the scope of wage regulation. For instance, minimum wage laws
applied only to “scheduled employments,” excluding many workers from statutory
protection.

Second, weak enforcement and limited compliance reduced the effective implementation
of wage regulations, particularly in the informal sector (International Labour
Organization, 2016). For example, even where minimum wages were notified,
compliance remained low in many sectors, limiting their impact in practice.

Third, there was substantial variation in wage-related provisions across states and
sectors, resulting in uneven labour market outcomes (Rani and Belser, 2012). For
instance, minimum wage levels varied widely across states and occupations, affecting
their binding nature and aggregate impact.

These challenges can be understood through the framework developed by the
International Labour Organization (ILO), which conceptualises wage regulation systems
along three key dimensions: coverage, compliance, and level (ILO, 2016). Coverage refers
to the extent of legal protection, compliance reflects enforcement in practice, and level
captures how wage standards compare to prevailing wages and productivity. The
interaction of these dimensions shape employment and productivity outcomes.

In this context, the Code on Wages, 2019 represents a major structural reform addressing
gaps in coverage, compliance, and wage-setting. It introduces three key improvements.

First, it expands coverage by extending statutory wage protection across all employments
(Government of India, 2019). This is estimated to benefit approximately 22.47 crore wage
earners, including a net increase of 7.64 crore workers who were previously excluded
(Satpathy et al., 2021).

Second, it strengthens compliance through simplified legislation, technology-enabled
inspections, and stricter enforcement mechanisms, addressing weak enforcement and
low compliance.

Third, it improves consistency in wage-setting by defining clear rules for wage
determination and introducing a national floor wage, addressing wide variation in wage
levels.

By intervening across these dimensions, the Code addresses key limitations in the earlier
framework and is likely to shape employment and productivity outcomes.
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2.2 Chronology of the reform process:
2.2.1 Legislative timeline

The process of consolidating labour laws into comprehensive labour codes began in the
mid-2010s as part of a broader policy initiative aimed at simplifying labour regulation
(Bhattacharjea, 2021). The Code on Wages Bill was first introduced in Parliament in 2017
and subsequently referred to a Parliamentary Standing Committee for detailed
examination and stakeholder consultation. Following revisions based on the committee’s
recommendations, the revised Bill was introduced again in Parliament in 2019 and was
passed later that year. The Code received Presidential assent in August 2019, formally
establishing the new legislative framework for wage regulation and replacing four earlier
statutes: the Payment of Wages Act, 1936; the Minimum Wages Act, 1948; the Payment
of Bonus Act, 1965; and the Equal Remuneration Act, 1976 (Ministry of Labour and
Employment, 1936, 1948, 1965, 1976, 2019a).

However, the provisions of the Code required the formulation of detailed subordinate
legislation before they could be operationalised. Accordingly, between December 2020
and March 2021, the central government notified provisions relating to the Central
Advisory Board and issued draft rules outlining procedures for wage determination,
payment mechanisms, and administrative enforcement (Ministry of Labour and
Employment, 2020). Over time, additional notifications brought different provisions of
the Code into force, with most operational provisions announced in November 2025. This
was followed by the notification of the central rules in December 2025, which provided
the procedural framework required for implementation. A consultation period was
subsequently opened to allow stakeholders to submit objections and suggestions, with a
45-day window extending into February 2026. The finalisation of rules following this
consultation process is expected to complete the regulatory framework required for the
full operationalisation of the Code on Wages.

Figure 2.1: Chronology of the Legislative Reform Process for the Code on Wages
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Code on zm?__zms — Draft State 0
Wages Bill Ml Parliamen Central draft and Most

The code Rules notify provisions of
o0 Wages — their own code
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code

Source: Authors’ compilation based on Ministry of Labour and Employment (2019a, 2020).
2.2.2 State level Developments

Since labour falls under the Concurrent List of the Constitution, the operationalisation of
the Code also required the formulation of rules by state governments. Following the
release of the draft central rules in 2020, states began issuing their own draft or final
rules to align with the provisions of the Code. As a result, the implementation of the Code
unfolded gradually across states, with variation in the timing of rule notifications
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reflecting differences in administrative processes, consultation mechanisms, and policy
priorities.

Figure 2.2 illustrates the timing of state-level rule notifications across India. The map
highlights the year in which states issued draft or final rules under the Code on Wages.

Figure 2.2: State-wise Timing of Adoption of Rules under the Code on Wages
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Source: Authors’ compilation based on state government gazette notifications on the Code on
Wages Rules issued by state labour departments (2020-2025).

Notes: The map shows the year in which states and union territories issued draft or final rules
under the Code on Wages, 2019. Where both draft and final rules were notified, the year of the
first notification is reported. As of April 2026, final rules have been notified only by select states
(e.g., Arunachal Pradesh and Gujarat), while most states have issued draft rules.

The figure shows that a large number of states issued draft or final rules relatively early,
particularly during 2020-2021 following the enactment of the Code and the release of
draft central rules. A smaller group of states adopted the framework later, including
Andhra Pradesh, Arunachal Pradesh, Sikkim, Tamil Nadu, and Ladakh in 2022, while
Meghalaya and Nagaland notified rules in 2024 and 2025 respectively. A few jurisdictions,
including West Bengal, Lakshadweep, have still not issued rules. The complete state-wise
timeline of rule notifications is provided in the Online Appendix. Although many states
have notified rules under the Code on Wages, the extent to which key provisions of the
Code are explicitly incorporated varies across States. The online appendix presents a
comparison of the adoption of a key minimum wage provisions across states and union
territories.
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2.3. Key changes introduced in the Code on Wages, 2019

Building on the consolidation of wage laws discussed earlier, the Code on Wages, 2019
introduces structural changes in definitions, wage determination, payment systems, and
enforcement mechanisms. The detailed table on changes in each of these aspects is

presented in the online appendix.

1.Harmonisation of definitions: These replace the varying definitions under earlier
laws.

a) Wages: The Code introduces uniform definitions across wage provisions. It defines
wages to include basic pay, dearness allowance, and retaining allowance, with exclusions
(such as HRA, bonus, commission, overtime, etc.) subject to a 50% cap and in-kind
payments capped at 15%. Earlier laws, such as the Payment of Wages Act, 1936 and
Minimum Wages Act, 1948, used differing definitions of wages and did not impose a
uniform cap on exclusions, leading to inconsistencies in wage calculations and
compliance.

b) Employer: It adopts a consolidated definition of employer covering persons with
ultimate control over the establishment, including occupiers, managers, contractors
employing workers, and legal representatives. Earlier, some laws (the Payment of Wages
Act, 1936,) treated the wage-paying authority as the employer, while others focused on
the entity with ultimate control leading to ambiguity in contract labour arrangements.

c) Employee: The definition of employee is expanded to cover all categories of work,
including skilled, unskilled, manual, supervisory, managerial, administrative, technical,
and clerical roles, irrespective of whether the terms of employment are express or
implied. Earlier laws used narrower and fragmented definitions, such as limiting
coverage to “scheduled employments” under the Minimum Wages Act or applying wage
thresholds under other laws, leading to gaps in coverage.

d) Worker: The Code also introduces “worker” as a distinct category, defined to include
persons engaged in manual, skilled, unskilled, technical, operational, clerical, or
supervisory work, while excluding managerial and administrative roles and higher-
earning supervisors.

2. Universal coverage of minimum wages: Minimum wage provisions are extended to
all employments, replacing the earlier system limited to scheduled employments notified
by governments.

3. Statutory national floor wage: The Code provides for a statutory floor wage to be
fixed by the Central Government, which may vary across geographical areas. The floor
wage is determined after consultation with the Central Advisory Board, which considers
minimum living standards of a standard working-class family, including food, clothing,
housing, and other essential needs. States are required to fix minimum wages at or above
the floor wage, and existing wages above the floor cannot be reduced. This replaces the
earlier non-statutory floor wage, which functioned only as an advisory benchmark.

4. Structured criteria for minimum wage fixation:

a) Consumption based criteria: While the components of minimum wage, basic wages,
variable dearness allowance (VDA), and cash value of concessional supplies (or an all-
inclusive rate), remain the same as Minimum Wages (Central) Rules 1950, the Code on
Wages (Central) 2025 Rules codify explicit consumption norms. These include a standard
working-class family of three consumption units, 2700 calories per unit per day, 66
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metres of cloth per year, housing rent at 10% of food and clothing expenditure, fuel and
miscellaneous expenditure at 20% of the minimum wage, and 25% for education, medical
needs, recreation, and contingencies.

b) Differentiation: Unlike the Minimum Wages (Central) Rules 1950, under the new Code,
minimum wages are to be differentiated by skill category (unskilled, semi-skilled, skilled,
highly skilled), geographical area, and nature of work, with a technical committee
institutionalised for classification and occupational mapping.

c) Revisions: The Code mandates revision within five years and biannual CPI-IW-linked
VDA updates (before 1 April and 1 October).

d) Wage fixation and conversion: [t also standardises wage fixation across time and piece-
rate work, ensuring that piece-rate workers receive wages equivalent to minimum time
rates. It also specifies uniform conversion factors (hourly = daily + 8; monthly = daily x
26), ensuring consistency across states.

5. Working Hours and Overtime:

a) Working Hours: The determination of normal working hours and spread-over is left to
the appropriate government through general or special orders, replacing the earlier fixed
9-hour norm under Payment of Wages Rules, 1937.

b) Overtime: Overtime is payable at not less than twice the normal wage rate across all
sectors, with no distinction between agricultural and non-agricultural work and no cross-
reference to other laws.

c) Weekly Rest: The Code mandates one rest day per week as before but also introduces
a cap of ten consecutive working days without rest.

d) Wage Protection: Provisions are retained for full-day wages unless the employee is
unwilling to work, proportionate payment for mixed work, and safeguards for piece-rate
workers.

e) Night Shifts: The treatment of night shifts is retained, with rest periods calculated from
shift end and post-midnight hours counted as part of the previous day.

6. Wage Payment Provisions:

a) Mode of payment: The Code on Wages, 2019 formalises and strengthens digitisation of
wage payments (including enabling mandatory bank/e-payments) and, unlike the
Payment of Wages Act, 1936, makes issuance of wage slips (including electronic) a clear
statutory obligation.

b) Wage period and timelines: The Code on Wages, 2019 replaces establishment-size-
based and limited coverage provisions under the Payment of Wages Act, 1936 with a
uniform, universally applicable, and clearly period-linked payment framework. Wage
periods may be daily, weekly, fortnightly, or monthly (not exceeding one month), with
payments due by the end of the shift (daily), last working day (weekly), within 2 days
(fortnightly), or within 7 days of the succeeding month (monthly); final wages must be
paid within two working days. Unlike the earlier Act, where the two-day rule applied
mainly to dismissal or removal, the Code requires final wages to be paid within two
working days for all separations, including resignation, retrenchment, and closure.

c) Deductions: The Code consolidates permissible deductions (such as fines, absence,
damage or loss, advances, statutory dues, and authorised contributions) and introduces
a uniform ceiling of 50% of wages per wage period, removing the earlier 75% exception
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under the Payment of Wages Act, 1936. It also tightens safeguards by capping deductions
for absence to actual time not worked, limiting damage-related deductions to actual loss
with due process, aligning recovery of advances with the 50% cap, retaining strict
procedural safeguards for fines (including prior notice, hearing, 3% cap, and welfare use),
and shifting the burden of proof to the employer in disputes.

7. Bonus Provisions:

a) Coverage and eligibility: The Code on Wages, 2019 retains applicability to
establishments with 20 or more workers and the 30-day minimum service condition but
replaces the earlier fixed wage threshold (Rs. 21,000/month) under the Payment of
Bonus Rules, 1975 with a flexible, government-notified wage ceiling.

b) Quantum and computation: The Code largely retains the minimum (8.33%) and
maximum (20%) bonus limits and the framework of allocable surplus and set-on/set-off,
but clarifies that bonus for higher-wage employees is to be calculated on the notified
ceiling or minimum wage, whichever is higher.

c) Payment: While the 8-month payment timeline is retained, the Code introduces a new
requirement of mandatory bank credit, replacing the earlier cash-based approach under
the Payment of Bonus Act, 1965.

8. Equal remuneration: The code retains the principle of equal remuneration but
expands and modernises it compared to the Equal Remuneration Rules, 1976 by (i)
shifting to gender-neutral protection (covering all genders, including transgender
persons), (ii) broadening the definition of “same or similar work” to include experience
alongside skill, effort, and responsibility.

9, Institutional and enforcement framework:

a) Advisory mechanism: The Code establishes a single Central Advisory Board with
representation from employers, employees, and independent members, replacing
multiple advisory bodies under different laws.

b) Claims and adjudication: The Code replaces fragmented, Act-specific authorities with
a unified authority appointed by the appropriate government (not below the rank of
Gazetted Officer) to adjudicate all wage-related claims, supported by a common
procedure and appellate mechanism, while expanding access through joint claims and
extending the limitation period to 3 years.

c) Recovery and enforcement: The Code strengthens enforcement by introducing a
uniform process for recovering unpaid wages and related dues as arrears of land revenue
replacing fragmented and weaker mechanisms and by granting civil court-like powers to
designated authorities.

d) Inspection and compliance: The traditional inspector-based system is replaced with
an Inspector-cum-Facilitator model, combining enforcement with advisory functions.
The Code also introduces web-based inspections, electronic information systems, and
randomised inspections, moving towards a technology-enabled compliance framework.

e) Penalties and compounding: The Code replaces fragmented and inconsistent penalty
provisions across multiple laws with a unified, graded structure and introduces
compounding of offences, reducing reliance on prosecution for minor violations.
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2.4 Key implications of the Code on Wages, 2019

2.4.1 Structural improvements:

These structural changes have implications for workers, employers, and the enforcement
framework, with some provisions strengthening worker protection while others
primarily improve compliance and administrative efficiency.

1.

Standardisation and expansion of wage base: The introduction of a 50% cap on
excluded components limits excessive wage structuring through allowances (such
as HRA, bonus, commission, overtime, etc.) and expands the base for statutory
calculations, including social security contributions. The cap on in-kind
remuneration at 15% further standardises the composition of wages.

Clearer accountability of employer in wage payments: The consolidated
definition of employer clarifies responsibility for wage payment across
employment arrangements, including contract labour. By explicitly recognising
contractors and persons with ultimate control over the establishment within the
definition, the Code reduces ambiguity regarding liability for wage payments.

Expanded and more balanced minimum wage coverage: Minimum wage
protection extension to workers beyond scheduled employments, increases its
coverage among low-paid workers. At the same time, the introduction of a wage
floor provides a common benchmark, which can reduce variation in minimum
wages across states, particularly at the lower end.

Increased formalisation and documentation of wage employment: Bank
transfers, digital payments, and wage slips create clear records of wages. This
improves transparency, helps workers access formal financial and social security
systems, and makes it easier to verify payments and raise claims if needed.

Greater clarity in wage provisions supporting compliance: Clearer rules on
wage periods, payment timelines, permissible deductions, and overtime rates
lowers compliance complexity for employers, while also making it easier for
workers to understand and verify their entitlements.

Integrated enforcement framework: The Code simplifies compliance and
enforcement by merging four wage laws, standardising definitions and reducing
rules and forms. It introduces the Inspector-cum-Facilitator model, enables web-
based and risk-based inspections, and shifts compliance to digital systems
(electronic records, single return, fewer registers). It also standardises
adjudication and grievance redress through a unified authority, common
procedures, and an appellate mechanism, supported by extended timelines and
provisions for joint claims, thereby reducing fragmentation and administrative
burden.

2.4.2 Potential areas of concern

Despite these improvements, several provisions of the Code raise concerns regarding
worker protection and the effective enforcement of wage regulations, particularly for
vulnerable workers.

1.

Wage definition and take-home pay: The Code caps exclusions from wages at
50 per cent of total remuneration, requiring any excess to be added back to wages.
While this broadens the wage base for calculating social security contributions, it
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5.

may reduce take-home pay as a larger share of remuneration becomes subject to
statutory deductions. This effect may be more pronounced for lower-wage
workers.

Reclassification and Loss of Worker Protections: Employees redesignated into
supervisory roles and paid above Rs. 15,000 may move out of the “worker”
category, affecting eligibility for protections such as overtime and working hours
regulation that are tied to worker status.

Coverage and enforcement gaps for informal workers: Although the Code
defines “employee” broadly, its applicability remains linked to persons employed
by an establishment, which may limit its coverage of large segments of the
informal and emerging workforce. Gig workers, platform workers, home-based
workers, and other non-traditional forms of labour are not clearly covered within
the definitions of “employee” or “worker.” In addition, the absence of formal
employment records for many informal workers makes it difficult to establish an
employment relationship in practice, limiting their ability to claim wage
entitlements.

Gaps in criteria and classification in wage setting: Minimum wage
determination relies mainly on consumption norms and does not explicitly
include factors such as productivity or employment conditions. Although these
considerations may be indirectly reflected through differentiation by skill level,
occupation, or sector, their absence as explicit criteria may limit the economic
responsiveness of the wage-setting framework. In addition, the use of both
detailed classification systems (NSQF/NCO) and broad skill categories means that
the same job may be classified differently, leading to variation in minimum wages
for similar work.

Ambiguity in designing national floor wage: While broad considerations such
as minimum living standards are indicated, the methodology for determining the
floor wage is not clearly specified. The impact of the floor wage depends on the
level at which it is set: if it is below prevailing wages in many states, it may not be
binding and may have limited effect; if it is set too high, it may lead to job losses. A
comparison of state minimum wages in 2023 with the Rs. 375 per day benchmark
recommended by the Expert Committee (Government of India, 2019b) shows that
several states, including Delhi, Kerala, Karnataka, and Sikkim, already have higher
wage levels. A floor set near this benchmark is therefore unlikely to be binding in
these states.
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Figure 2.3: State Minimum Wages for Unskilled Workers Compared with
the National Minimum Wage Benchmark (3375 per day)
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Sources: World Bank (2025); Expert Committee Report (Government of India, 2019b). Authors’
compilation.

Notes: Minimum wage figures refer to statutory minimum wages for unskilled workers based on
state government notifications compiled in the World Bank database and reflect wage levels
prevailing largely in 2023 (with some revisions effective in 2024). The benchmark national
minimum wage of X375 per day is based on the recommendation of the Expert Committee on
Determining the Methodology for Fixation of the National Minimum Wage (2019).

6. Centralised enforcement with potential access constraints: The Code
streamlines key aspects rule-making, registration, inspection, adjudication, and
grievance redress, within a unified administrative framework, while restricting
direct recourse to civil courts. While this may reduce fragmentation, outcomes
depend on institutional capacity and accessibility. Concentration of authority may
limit workers’ ability to seek redress and ensure compliance, especially for those
in informal or vulnerable employment.

2.4.3 Cost implications

The primary economic effect of the Code on Wages operates through its impact on
labour costs, i.e. the costincurred by firms in employing worker and compliance cost,
i.e. the administrative burden of meeting regulatory requirements. Provisions such
as expanded coverage, a broader wage base, and stronger enforcement are likely to
raise labour costs. At the same time, the Code includes measures that may reduce
compliance costs through uniform definitions, unified provisions, consolidation of
authorities, and digitalisation.

Overall, the Code introduces both cost-increasing and cost-reducing elements, as
summarised below.
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Table 2.1: Channels affecting labour and compliance
costs under the Code on Wages

Cost Increasing Factors Cost Reducing Factors
Expanded coverage Uniform definitions
Higher wage base Consolidation of laws
Contractor liability Digitalisation
Record-keeping expansion Standardised rules
Enforcement strengthening Unified authority

Source: Author’s compilation based on the Code on Wages, 2019

Note: The classification reflects the likely direction of impact of selected provisions of the Code
on Wages, 2019 on labour costs and compliance costs; actual effects may vary depending on
implementation and firm-level conditions.

The net effect of these changes varies across firms depending on their initial wage
structures and level of compliance. Industry assessments and practitioner reports
suggest that firms with allowance-heavy compensation structures may experience a 5-
10% increase in labour costs due to the expansion of the statutory wage base, although
the magnitude of this increase varies across firms (Deloitte, 2020). This estimate reflects
only the impact of the revised wage definition and does not account for additional
adjustments arising from changes in minimum wages or improved enforcement. Firms
that are already compliant with formal wage structures are likely to experience smaller
cost increases, while those relying on informal practices or contract labour may face
higher adjustment costs.

A central component of the Code that shapes these cost changes is the minimum wage
framework. The next section therefore examines literature on how changes in minimum
wages affect employment and productivity, drawing on theoretical and empirical
evidence.

2.5 Literature review: Impact on employment
2.5.1. Theory

A binding minimum wage raises equilibrium real wages by setting a floor above
prevailing wage levels for covered workers. It may also generate a “lighthouse effect,”
whereby it acts as a reference point in wage-setting, shifting bargaining norms and
raising wages beyond directly covered workers. The impact of minimum wage on
employment however may differ according to the underlying economic theory:
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Table 2.2: Theoretical impact of minimum wage on employment

Predicted
Employment Model Key Assumption Mechanism
Effect
Negative Perfect Labour markets are If a minimum wage is set above
competition | competitive and firms are [ the equilibrium wage,
(Stigler, wage takers. i.e. w_min > MPL, wages are
1946) Firms hire workers pushed above the marginal
until w=MPL product of labour, making
hiring additional workers
unprofitable.
And hiring additional workers
becomes unprofitable. Firms
therefore reduce employment
through two main channels:
Scale effect: Higher labour
costs increase production costs
and reduce demand for output.
Substitution effect: Firms
substitute capital or higher-
skilled labour for low-wage
workers.
Positive Monopsony | Employers have wage- When a moderate minimum
model setting power and hence wage is introduced, the
(Manning, |w < MPL marginal cost of labour for
2003) additional workers may fall, as
firms can hire more workers
without raising wages for
existing employees.

Neutral Search and | Labour markets are When minimum wages
matching characterized by frictions | increase moderately: w_min =
models such as imperfect MPL, firms may absorb higher
(Flinn, information and job labour costs through reduced
2006) search costs. profits, lower employee

Wages are thus
determined through
bargaining between firms
and workers rather than
solely by supply and
demand. Thus, w < MPL
which generates rents
within employment
relationships.

turnover, or productivity
improvements rather than
reducing employment.

Source: Authors’ compilation based on ILO (2016)
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Figure 2.4: Impact of minimum wage on employment under perfect competition

Wage Demand Supply

Minimum
wage

Equilibrium _|
wage

T
Minimum wage Equilibrium Labor
employment employment

Source: Authors’ compilation based on Belman and Wolfson (2014)

Figure 2.5: Impact of minimum wage on employment under monopsony
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Macro model based on Keynesian theory: It highlights the fact that higher wages may
increase real earnings and therefore increase consumption demand among the low-paid
workers and their families. Assuming there are no large negative effects on external
competitiveness or investment, such positive “consumption effects” can lead to increases
in aggregate demand and employment. Macro-economic perspectives show that even if
some low-productivity firms reduce employment or go out of business, this does not
necessarily mean that aggregate employment will be reduced. Employment may expand
in other firms and higher wages may attract more people into the labour market (ILO,
2016).

2.5.2 Empirical evidence

Empirically, minimum wage legislation is generally associated with increases in real
wages, although the magnitude of the effect varies with enforcement, compliance, and
local labour market conditions. However, even under weak enforcement, evidence points
to “lighthouse” effects, whereby minimum wages act as reference points in wage-setting,
raising wages beyond directly covered workers. Empirical estimates of the employment
effects of minimum wages, however, vary across countries and labour market contexts.
While theoretical models often focus on the degree of labour market competition,
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empirical outcomes are shaped by several institutional and structural factors that
influence how firms and workers adjust to wage floors. As a result, the effects of the
minimum wage on employment are ambiguous and contextual.

The key factors that determine the empirical impact of minimum wage on employment
are:

1. Size of labour market informality: In economies with large informal sectors,
weak compliance limits the binding nature of minimum wage laws. As a result,
minimum wage policies tend to have stronger effects in formal employment
segments, while informal employment remains largely unaffected. Consequently,
the larger the informal sector, the more muted the aggregate employment effects
of minimum wage changes are.

2. Labour market segmentation: Employment responses to minimum wages may
differ across worker groups due to variations in productivity levels and job
vulnerability. Workers concentrated in low-productivity or precarious
employment, such as some female workers, may face higher risks of employment
loss when minimum wages rise beyond their productivity levels. Employment
effects may also vary across locations, particularly between rural and urban
labour markets. In rural areas, government programmes providing employment
at publicly announced wages may make minimum wage regulations more binding.
In contrast, weaker enforcement in urban informal labour markets may limit
employment effects.

3. Wage structure and wage bite: The impact depends on how far the minimum
wage lies above prevailing wages. Moderate wage increases may correct
underpayment without reducing employment, while larger increases that exceed
productivity levels can lead to non-linear employment effects.

4. Enforcement and compliance: Stronger enforcement increases the likelihood
that minimum wage policies are binding and therefore affect employment
outcomes. Where enforcement is weak, employers may avoid compliance by
paying below the legal minimum wage or shifting workers into informal or
contractual arrangements.

The relative importance of these factors differs across labour market contexts.
Consequently, some factors may be more influential in India, while others are more
relevant in other developing or developed economies, leading to variation in the
observed employment effects of minimum wages.

A. India

1. Positive: Some studies find that moderate wage increases can improve
employment outcomes by correcting underpayment markets where employers
have wage-setting power. However, when minimum wages rise significantly
above productivity levels (i.e., a high wage bite), firms may reduce employment.
Forinstance, Soundararajan (2019) documents a hump-shaped relationship in the
formal construction sector, with employment increasing upto a certain threshold
but declining once wage floors become sufficiently high, even as aggregate wages
increase with the minimum wage.

2. Heterogeneous effects across worker groups and sectors: Employment effects
vary across labour market segments, reflecting differences in enforcement and
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productivity of workers. Menon and Rodgers (2017) show that minimum wage
increases raise aggregate wages and employment in rural monopsonistic market
for both genders, with gains concentrated in the formal sector. Policies such as the
Mahatma Gandhi National Rural Employment Guarantee Act as a wage floor and
strengthen the binding nature of minimum wages in rural labour markets.
However, these benefits are accompanied by disemployment effects in the
informal sector, particularly for women and among the self-employed, especially
men. Similarly, Sharma and Viswanathan (2025) find that minimum wage
increases lead to exits from the formal sector for female workers, especially the
low-skilled, primarily into unemployment or out of the labour force, rather than
into informal jobs. In contrast, men in more concentrated labour markets are more
likely to move from informal to formal employment following minimum wage
increases.

3. No or insignificant effects: Some studies find little evidence of employment
reductions following minimum wage increases, particularly where enforcement is
weak. For example, Mansoora and O’Neill (2021) show that minimum wages
increase equilibrium wages, although pass-through weakens under low
compliance, while employment effects remain statistically insignificant, especially
in low-compliance States. Gudibande and Jacob (2020) find that minimum wage
legislation led to short-run increases in wages, but these effects do not persist in
the long run, and there is no significant impact on employment in the informal
domestic work sector, largely due to weak enforcement.

Range of the impact of minimum wages on employment in India: Employment
effects span a range from negative to near-zero to positive. The dominant pattern is:

Formal sector: Employment effects are generally positive, particularly in settings with
employer wage-setting power, such as rural labour markets. Programmes like NREGA
strengthen enforcement and act as a wage benchmark, making minimum wages more
binding and improving compliance in rural sectors. Thus, moderate increases under
stronger enforcement can raise employment by correcting underpayment. However,
some heterogeneity in impact of minimum wage on employment may persist across
genders as men may benefit through increased access to formal jobs while low-skilled
women are more likely to be displaced, often exiting into unemployment or leaving the
labour force.

Informal sector: The informal sector shows little to no change in employment, reflecting
weak enforcement and low compliance. Vulnerable workers displaced from the formal
sector typically do not move into informal jobs; instead, they tend to become unemployed
or exit the labour force. In some cases, particularly in rural areas and for men, workers
may shift from informal to formal employment as minimum wages become more binding
in formal sectors.

Aggregate impact: Gains in the formal sector are partly offset by adverse effects for
vulnerable workers and informal workers in some cases. As a result, the net impact on
employment is generally close to zero or slightly positive.

B. Other developing countries

1. Negative Impact: A substantial body of evidence from developing countries points to
negative employment effects of minimum wages, particularly in the formal sector where
compliance is higher. For instance, Gindling and Terrell (2009) find that in Honduras,
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employment declined in large formal firms that complied with minimum wage
regulations. These negative effects are often more pronounced for certain groups of
workers and firms within the formal sector.

a) Workers for whom the minimum wage is more binding: Maloney and Méndez
(2003) find for Colombia that minimum wage increases raise unemployment,
especially among workers near the minimum wage, with smaller effects for higher-
wage workers.

b) Less productive and more vulnerable workers: Montenegro and Pagés (2004)
for Chile find large, statistically significant negative employment effects for low-skilled
and young workers.

c) Smaller or less productive firms: Alatas and Cameron (2008) for Indonesia find
employment declines in smaller or less productive firms, while they find no change in
larger firms that are better able to absorb higher labour costs. Similarly, Harrison and
Scorse (2010) find that although minimum wage increases reduce aggregate
manufacturing employment, there is no significant decline in large, foreign-owned,
and exporting firms in Indonesia. Instead, adjustment occurs primarily through the
exit of smaller, less productive firms, particularly exporters in targeted regions.

Some studies suggest that these negative effects in the formal sector are partly offset
by a reallocation of workers to the informal sector. For example, evidence from
Argentina (Groisman, 2015) and Turkey (Pelek, 2011) shows that displaced workers
often transition into informal employment, as documented in the survey by Broecke et
al. (2017).

2. No or insignificant effect: In some cases, firms adjust to higher minimum wages
without reducing employment, particularly in the formal sector. Engbom and Moser
(2022) find that in Brazil, minimum wage increases lead to a reallocation of workers from
less productive to more productive firms, compressing wage inequality without reducing
total employment. Similarly, Mayneris, Poncet and Zhang (2014) show that, despite
substantial increases in minimum wages, there is no significant reduction in employment
among surviving firms in China. Instead, firms absorb higher labour costs through
productivity improvements, with labour productivity rising almost proportionately with
wages.

Range of the impact of minimum wages on employment in developing countries:
The impact of minimum wages on employment in developing countries ranges from
negative to negligible, and only rarely positive. The dominant pattern is:

Formal sector: The dominant pattern is negative employment effects, as higher labour
costs lead firms to reduce hiring. In some contexts, however, the effects are insignificant,
particularly when firms adjust through other margins (such as productivity or prices). A
meta-analysis by Neumark and Corella (2021) reports average employment elasticities
in the range of -0.06 to —-0.10, indicating small but negative effects. These effects are
stronger among workers for whom the minimum wage is more binding, as well as among
low-skilled workers and less productive firms.

Informal sector: In contrast, minimum wages generally have little or no direct impact on
employment in the informal sector due to weak enforcement and low compliance.
However, some studies suggest that informal employment may increase as workers
displaced from the formal sector move into informal jobs. This reallocation can partly
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offset employment losses in the formal sector, thereby muting the overall negative impact
on employment.

Aggregate impact: Losses in the formal sector, particularly among vulnerable and low-
skilled workers, are only partly offset by absorption in the informal sector. The net impact
on employment is generally small and negative or close to zero.

C. Developed Economies:

1. Positive impact: Some studies find that minimum wage increases may lead to small
positive employment effects in certain sectors. For example, Card and Krueger (1994)
examine the impact of a minimum wage increase in New Jersey’s fast-food sector and find
that employment slightly increased in New Jersey relative to Pennsylvania following the
policy change. The paper attributes this result to monopsonistic labour markets, where
employers possess wage-setting power due to search frictions and limited worker
mobility.

2.Negative impact: Meer and West (2016) and Sabia, Burkhauser and Hansen (2012), as
cited by Neumark and Wascher (2006), find negative employment effects for low-skilled
workers in the United States, as higher wage floors raise labour costs above productivity
levels for these workers, leading firms to reduce hiring or substitute towards more skilled
labour.

3. No or insignificant impact: Many studies find little evidence of employment
reductions following minimum wage increases. For example, using Labour Force Survey
data, Dolton, Bondibene and Wadsworth (2010) find limited employment effects
following the introduction of the National Minimum Wage in the United Kingdom,
suggesting that gradual increases affecting a small share of workers can be absorbed by
firms without significant employment losses. Similar findings are reported by Dube,
Lester and Reich (2010) for the United States, who find no evidence of job losses and in
some cases small positive effects when comparing contiguous counties across state
borders. More broadly, Belman Wolfson (2014) conclude that employment effects of
minimum wages are generally small and often indistinguishable from zero, indicating
that estimates tend to be clustered around zero.

Range of the impact of minimum wages on employment in developed countries:
Although the range varies from negative to neutral to positive, most empirical estimates
in developed economies are small and statistically insignificant, clustering around zero
(Belman & Wolfson, 2014; ILO, 2016).

D. Summary of comparison of minimum wage impact on employment across India,
other developing countries and developed countries
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Table 2.3: Comparison of minimum wage impact on employment across India,
other developing countries and developed countries

Context Range of Effects Dominant Pattern

Formal: positive

Informal: little change or small
negative due to reallocation
Negative — Near-zero — from informal to formal sector.

India "
Positive

Aggregate: near-zero or
positive as informal sector
adjustments may not offset
formal sector gains.

Formal: negative

Informal: negligible or
sometimes positive due to
reallocation from formal to

Other developing Negative — Near-zero — informal sector.

countries Positive
Aggregate: negative or near
zero as informal sector gains
only partly offset formal sector
losses.

Negative — Near-zero -

" Clustered around zero
Positive

Developed countries

Source: Authors’ computations

The differences across developed countries, India, and other developing economies are
driven by distinct labour market structures and adjustment mechanisms.

In developed countries, employment effects are usually concentrated around zero
because of higher baseline wage levels which allow firms to absorb moderate increases
in minimum wages without reduction in employment. In addition, stronger institutions
may allow adjustment through channels such as productivity improvements, price
adjustments, or reduced profits rather than employment reductions.

In contrast, both India and other developing countries are characterised by dual labour
markets with distinct formal and informal sectors, but the nature of adjustment differs
across them, that may explain differing findings cross them.

Formal sector: In India, higher labour market frictions and monopsonistic conditions,
especially in rural areas, mean that wages can lie below workers’ productivity. In such
settings, moderate increases in minimum wages can raise both wages and employment.
In other developing countries, however, minimum wages are often more binding. As a
result, firms face higher effective labour costs and adjust by reducing formal employment,
leading to negative or negligible employment effects. Figure 2.6 illustrates the ratio of
minimum wage to average wage in in India and other developing countries in 2022.
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Informal sector: The key difference lies in the role of the informal sector as an
adjustment margin for vulnerable workers. In many developing countries, displaced
workers move into informal employment, so the informal sector acts as a buffer. In India,
however, this channel is weaker due to barriers to mobility and the already large size of
the informal sector. Unemployment in the informal sector is generally less affected by
changes in minimum wages in India. Figure 2.7 illustrates high size of informality for
India relative to other countries in 2022.

Figure 2.6: Minimum wage relative to average wages across selected developing
countries in 2022 (%)
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Source: Authors’ Computations based on ILOSTAT.

Figure 2.7: Share of informal employment across selected developing countries in
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Source: Authors’ Computations based on ILOSTAT

Note: i. Estimates are based on national labour force surveys and compiled by the ILO; ii.
The data for Chile is taken for 2020 and for Indonesia it is taken for 2023

2.6. Literature review: Impact on productivity
2.6.1 Theory

A binding minimum wage raises aggregate wages, but its impact on productivity depends
on how firms respond to higher wage costs.
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Table 2.4: Theoretical impact of minimum wage on productivity

Predicted Effect Labour market Key Assumption Mechanism
theory
Positive Firm Higher labour costs | Firms do close
reorganisation push firms to adopt | monitoring of
(Lester, 1964) tighter workers’
management performance and
practices higher
performance
standards, that
improves
productivity
Efficiency wage Higher wages Reduced shirking,
models (Shapiro & | increase worker improved morale,
Stiglitz, 1984) effort and higher effort
raise productivity
Human capital Firms invest when | Higher wages
investment employment incentivize training
(Becker, 1964) relationships are and firm-specific
stable skill formation
thereby improving
productivity
Negative Dual labour market | Firms adjust Firms avoid
(Sato & Murayama, | employment increasing costs by
2008) structure under shifting jobs to
cost pressure informal sector
where compliance
is weaker or hiring
contract labour.
This may reduce
skill investment
made by firms in
workers, reducing
productivity
Neutral Price pass-through | Firms have Firms absorb costs
(Aaronson, 2001) sufficient pricing through prices or
power to pass profits without
increased labour changing
costs onto productivity
consumers, while
production remains
demand-
constrained

Source: Authors’ compilations based on Riley and Bondibene (2017); Carpio and Pab6n (2017)

Aggregate economy-wide productivity effects: At the aggregate level, minimum wages
may influence productivity through changes in the composition of firms in the economy.
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Higher wage floors may reduce the survival probability of low-productivity firms that are
unable to absorb higher labour costs, while more productive firms expand. This process
of firm reallocation can increase overall economy-wide productivity. As a result,
minimum wages may contribute to higher aggregate productivity through resource
reallocation toward more productive firms and improved competitiveness among
surviving firms.

2.6.2 Empirical evidence

The empirical literature suggests that, unlike employment effects, the impact of minimum
wages on productivity is more consistently positive, although channels vary across
contexts.

The key factors determining the magnitude of the impact and the channels through which
minimum wage influences productivity are:

1. Size of the wage bite: Moderate increases in minimum wages can induce firms to
improve efficiency and increase worker effort. Larger increases may create
stronger cost pressures, leading firms to adopt capital substitution or restructure
production. Both channels may have a positive impact on productivity.

2. Compliance and enforcement: When minimum wages are binding and
effectively enforced, firms are more likely to adjust internally through efficiency
improvements, capital deepening, or organisational changes. Where enforcement
is weak, firms may evade compliance, resulting in muted productivity effects.

3. Firm heterogeneity and reallocation: Minimum wage increases can raise
aggregate productivity by driving the exit of low-productivity firms and enabling
more productive firms to expand. However, the impact at the firm level remains
heterogeneous.

A. India

Empirical research examining the relationship between minimum wages and
productivity in India remains relatively limited compared with the extensive literature
on employment effects. Shimane (2008) shows that minimum wage regulations in India’s
garment sector shows no evidence of reduced efficiency and, in fact, reports
improvements in productivity. While Soundararajan (2019) does not directly measure
productivity effects, the study suggests that firms may respond to higher wage floors by
improving efficiency or reorganising production processes in order to absorb higher
labour costs. Similar arguments are made by Rani and Belser (2012), who note that
higher minimum wages may encourage firms to improve work organisation and
efficiency, although these mechanisms are rarely measured directly in empirical studies.

B. Other developing countries

1. Positive: Minimum wage increases may have positive effects on labour
productivity through capital substitution channel. Evidence from Vietnam indicates
that minimum wage increases were associated with higher capital intensity
alongside productivity growth (Nguyen, 2019). Productivity gains may also arise
through reallocation effects across firms. Mayneris, Poncet and Zhang (2014) find
that minimum wage increases in China reduced the survival probability of low-
productivity firms while more productive firms expanded and upgraded technology.
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2. Negative: Using Indonesian manufacturing data, Ni and Kurita (2020) find that
minimum wage increases significantly reduce firm productivity. This negative effect
arises because firms respond to higher labour costs by contracting production and
reducing employment, which disrupts input combinations and lowers scale efficiency.

3. No impact: In developing economies, high levels of informality and weak
enforcement limit the binding nature of minimum wages, leading firms to adjust
through evasion or informalisation rather than productivity-enhancing mechanisms.
As a result, productivity effects are often small or insignificant (Gindling & Terrell,
2009).

The dominant impact for impact of minimum wage on productivity in developing
countries is positive.

C. Developed countries

1. Positive: Firms respond to higher wage floors by improving organisational efficiency
and management practices. Riley and Bondibene (2017) find that increases in the
United Kingdom’s National minimum wage raised labour productivity and total
factor productivity in low-wage firms through improvements in organisational
efficiency. Higher wages may also encourage investment in worker training and skill
development, as well as reduce labour turnover, increasing worker effort and
retention, as shown for the United States (Dube, Lester, and Reich, 2012).

2. No impact: Rao and Risch (2024) show that firms adjust to higher minimum wages
through revenue and market channels rather than changes in efficiency, implying no
significant productivity effects.

The dominant impact for impact of minimum wage on productivity in developed
countries is positive.

D. Summary of comparison of minimum wage impact on productivity across India,
other developing countries and developed countries

The empirical evidence suggests that while minimum wages are often associated with
productivity improvements, the underlying mechanisms differ across contexts.

For India, the evidence remains limited and does not allow for a clear identification of
dominant mec