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Abstract:

The Micro, Small, and Medium Enterprises (MSME) sector is the second-largest
employer in India after agriculture and a foundational pillar of the nation's economy. It
contributes approximately 30% to the Gross Domestic Product (GDP) and nearly half of all
exports. Despite its immense scale and vital contributions to employment and inclusive growth,
the sector's potential is significantly constrained by a persistent credit gap, a widespread
technology and innovation deficit, and structural fragmentation. The path to unlocking the
sector's full potential requires a strategic shift from a volume-based approach to a value-based
one, focusing on formalization, technological adoption, and the development of collaborative

industrial clusters.

The Macro-Economic Contribution and
Foundational Role of India's MSME
Sector:

1. Engine of Economic Growth and Value
Creation:

The MSME sector is an
indispensable driver of India's economic
growth and value creation. Official data
shows that the share of MSME Gross Value
Added (GVA) in India's total GDP has
consistently hovered around 30% over the
last five years, demonstrating its enduring
significance. In fiscal year (FY) 2022-23,
this figure stood at 30.1%.

Paradox of Scale: The sector, estimated at
over 6.4 crore enterprises, presents a
structural paradox. Nearly 6.3 crore of these
are micro-enterprises. The high contribution
to national output is disproportionately
driven by a small number of firms that have
successfully scaled. The vast majority of

micro-enterprises struggle to grow, often due
to policies that inadvertently disincentivize
growth beyond certain thresholds to retain
preferential benefits. This regulatory friction
prevents them from capitalizing on
economies of scale.

Core Challenge: The primary challenge is
not merely creating more MSMEs, but
designing a policy framework that actively
encourages and facilitates the transition from
micro to small, and from small to medium,
to unlock the full potential of the sector.

2. Cornerstone of Employment
Generation and Inclusive Growth:

The MSME sector is a critical
instrument for employment generation,
poverty alleviation, and inclusive growth. It
provides a livelihood to over 11 crore
people, employing approximately 23% of
the total labor force. More recent data
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suggests the sector generated 11 million new
jobs between 2023 and 2024 alone.
Equitable Growth: The sector fosters a
justifiable dispersion of national income and
wealth by establishing industries in
economically backward regions. With over
50% of MSMEs controlled by rural
residents, the sector effectively bridges the
urban-rural divide by providing non-
agricultural livelihoods and stemming the
tide of rural-to-urban migration.
Diverse Employment: Key employment
generators include the food products
industry (13.1% of the sector's workforce),
non-metallic mineral products (12.2%), and
metal products (10.2%). The inclusion of
retail and wholesale trades as MSMEs since
July 2021 further institutionalizes a large,
job-rich, and previously informal segment,
cementing the sector's role in formalization.
3. Driving Force of Exports and Global
Integration:

MSMEs have emerged as a powerful
export powerhouse, acting as a crucial link
to global value chains. The share of MSME-
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related products in India's total exports has
consistently been significant, ranging from a
high of 49.75% in 2019-20 to 45.73% in
2023-24. The value of MSME exports
surged dramatically, highlighting their
growing competitiveness.

The Export Disparity: Despite this
aggregate performance, a critical paradox
exists: only a minuscule fraction (0.95%) of
the sector’s enterprises are engaged in
exports. This means the high contribution is
driven by a small number of larger, more
formalized firms.

Global Lag: Compared to China, whose
MSMEs exported over $200 billion through
e-commerce platforms in 2022, India's e-
commerce exports were a mere $2 billion.
Strategic Imperative: To fully realize the
sector’s export potential, the focus must shift
from supporting existing exporters to
systematically enabling non-exporting firms,
simplifying trade regulations, improving
access to export finance, and leveraging
digital platforms and e-commerce.

Year Share of MSME GVA in | % share of Export of MSME-related
All India GDP (in %) 13 products in All India Export 3

2017-18 29.7 -

2018-19 30.5 -

2019-20 30.5 49.75

2020-21 27.3 49.35

2021-22 29.6 45.03

2022-23 30.1 43.59

2023-24 - 45.73

2024-25* - 45.79

The Policy and Regulatory Ecosystem: A
Critical Review:
1. Evolving
Formalization:

The government has prioritized
formalization through revised classification
criteria and streamlined registration.

Definitions and

Dr. Rupali K. Sanap

New Definition: The current definition for
MSMEs is based on both investment and
annual turnover, for example, a micro-
enterprise is defined by an investment up to
%2.5 crore and a turnover up to X10 crore.
This framework is designed to help MSMEs
scale operations and access better resources.
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Udyam  Registration: The  Udyam
Registration Portal is a central pillar, aiming
to simplify the process and improve the
"Ease of Doing Business." By March 2025,
over 6.2 crore enterprises were registered.
Adaptive Policy: The launch of the Udyam
Assist Platform (UAP) addresses a crucial
friction point by providing a mechanism for
Informal Micro Enterprises (IMEs) to
formalize and avail Priority Sector Lending
(PSL) benefits even without mandatory
documents like PAN or GSTIN. This
recognizes that successful formalization
requires tangible, immediate benefits that
align with the day-to-day realities of small
businesses.

2. Financial  and
Interventions:

A broad array of schemes has been
deployed to address financial constraints.
Pradhan Mantri Mudra Yojana (PMMY):
Provides collateral-free loans up to X10 lakh
to non-corporate, non-farm enterprises, with
a focus on women and rural
entrepreneurship.

Credit Guarantee Fund Trust for Micro
& Small Enterprises (CGTMSE): Provides
a credit guarantee for collateral-free loans up
to 3500 lakh, mitigating risk for lenders and
encouraging institutional credit flow.

Emergency Credit Line Guarantee
Scheme (ECLGS): Launched during the
pandemic, this scheme provided collateral-

Credit-Related
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free automatic loans for liquidity infusion.
Its success was due to its direct and
straightforward nature, sanctioning loans
worth 2,370 billion to 11.4 million
borrowers.

Efficacy Gap: While effective in a crisis,
more complex restructuring schemes like the
Credit Guarantee Scheme for Subordinate
Debt (CGSSD) saw low  uptake,
demonstrating that MSMEs prioritize
simple, direct, and immediately applicable
schemes over complex programs.

3. Broader Strategic Initiatives:

The government is shifting towards a
holistic,  multi-faceted  approach  for
development. Raising and Accelerating
MSME Performance (RAMP): A World
Bank-supported scheme with a 6,000 crore
outlay, RAMP aims to foster innovation,
enhance market access, and promote Centre-
State collaboration through grants for
Strategic Investment Plans. This
institutionalizes a feedback loop to improve
policy implementation at the state level.

PM Vishwakarma Scheme: Provides end-
to-end holistic benefits to traditional artisans
and craftspeople.

Public Procurement Policy for MSEs:
Mandates that government departments and
public sector undertakings must procure a
certain percentage of goods and services
from MSMEs.

Scheme Name Stated Objective

Loan Limits / Outlay

PMMY Loans to non-corporate, non-farm enterprises
to foster entrepreneurship.

Up to 10 lakh 19

CGTMSE Provides credit guarantee for collateral-free Up to X500 lakh 13
loans to bridge the credit gap.
ECLGS Collateral-free loans for COVID-19 reliefand | 32,370 billion sanctioned
business restart. (May 2020-Sep 2021) 9
RAMP World Bank-supported scheme to enhance %6,000 crore over 5 years

access.

policies, foster innovation, and improve market | 13
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Major Constraints and  Structural
Challenges:
1. The Persistent Credit Gap:

The MSME sector is plagued by a
significant credit gap, with the unmet
demand estimated to be around 80 lakh
crore.

Information Asymmetry: A primary reason
is that many MSMEs operate in the "shadow
economy," lacking comprehensive financial
records, credit scores, or sufficient collateral.
This creates a high-risk perception for
formal lenders.

Capital Allocation Imbalance: Despite
their numbers, only 16% of total credit
disbursed in FY 2024-25 went to micro-
enterprises. These firms are often forced to
rely on informal, high-interest sources.
Building Trust and Visibility: Initiatives
like Udyam Registration are helping to build
a digital footprint and financial records,
addressing the core problem of information
asymmetry and systematically building the
foundation for lender confidence.

2. Technology Adoption and Innovation
Deficit:

Widespread reliance on outdated
production methods and a lack of
technological advancement is a significant
barrier to  productivity and  global
competitiveness.

Cost vs. Value: MSMEs often view
technology as a significant cost rather than a
strategic enabler. High upfront costs and
uncertainty over a tangible return on
investment (ROI) lead to hesitation.

Skill and Infrastructure Barriers: This is
compounded by a shortage of skilled talent
(56% of MSMEs cite a lack of technical
skills) and physical infrastructure issues like
unreliable electricity and weak internet
connectivity.
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The Human Element: A deeper barrier is
the "traditional mindset” and a "fear of
losing control” to data-driven decision-
making among many MSME owners,
leading to a reluctance to adopt integrated
digital systems.

3. Skill Shortages and Human Capital
Development:

The sector faces a critical and
persistent challenge in skill shortages,
directly  impacting  productivity  and
innovation.

Reskilling Need: The National Skill
Development Corporation (NSDC) estimates
that nearly 47% of MSME workers require
reskilling or upskilling to remain relevant in
digitally evolving industries.

Vicious Cycle: The lack of skilled workers
prevents technological adoption, leading to
lower productivity and profit margins.”® The
resulting low pay and poor working
conditions make it difficult to attract and
retain skilled talent, leading to talent drain to
other sectors or abroad.

The Solution: An effective solution requires
vocational training and upskilling programs
that are closely aligned with the needs of
specific industries and the broader digital
economy, making MSME employment an
attractive and competitive career path.

Resilience, Recovery, and Lessons from a
Crisis: The Post-Pandemic Era:
1. The Impact of COVID-19:

The COVID-19 pandemic resulted in
a "triple crisis" for the MSME sector:
demand collapse, supply chain disruption,
and labor migration.
Devastating Toll: Over 82% of small firms
were adversely affected, and an estimated 38
million jobs were lost. Micro and small
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enterprises experienced turnover declines of
43.47% and 60.75%, respectively.
Accelerant for Change: The crisis,
however, acted as a powerful accelerant for
change. Forced by operational lockdowns,
previously hesitant MSMEs were compelled
to rapidly adopt digitalization and e-
commerce integration to ensure business
continuity. This spurred innovation, such as
the pivot to manufacturing PPE Kits.

Key Lesson: The experience underscored
that flexibility and technological
transformation are not merely advantages
but necessities for business resilience.

2. The Role of Emergency Fiscal
Measures:

The Emergency Credit Line
Guarantee Scheme (ECLGS) was the most
significant emergency measure, providing a
financial lifeline through collateral-free
automatic loans.

Success Factors: The scheme's success was
rooted in its directness, providing
immediate, accessible, and much-needed
cash flow (liquidity) to firms facing an
existential crisis. It sanctioned loans to 11.4
million borrowers.

Policy Insight: The scheme's effectiveness
demonstrated that during a crisis, the most
impactful policy is one that provides a direct
and simple solution to the most pressing
problem. Moreover, the scheme accelerated
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the formalization of many MSMEs who
registered to avail of the benefits.

Strategic Recommendations and a
Forward-Looking Blueprint:

1. Learning from Global Parallels: The
German 'Mittelstand" and the Chinese
MSME Ecosystem:

To foster a high-growth MSME
sector, India must shift its strategy from
volume to value by learning from global
models.

German 'Mittelstand’: This model is
characterized by a long-term, family-owned
approach, a commitment to innovation, and
a focus on achieving "global niche
dominance” in specialized products. Its
strength lies in a symbiotic ecosystem with a
highly skilled workforce, supported by a
dual vocational training system.

The India Paradox: Comparative data
shows that while India has the highest
number of MSMEs (63.39 million) among
BRICS countries, it lags significantly behind
China in terms of its share in GDP (India:
29.0%; China: 60.0%) and employment
generation (India: 40.0%; China: 80.0%).
Strategic Shift: The disparity shows that
India needs to move beyond mere quantity
to foster quality, specialization, and
seamless  integration  into  industrial
ecosystems.

Country | No. of MSMEs (in | Share in GDP | Share in Exports | Share in Employment
million) 12 (in %) 12 (in %) 12 (in %) 12

Brazil 115 27.0 3.3 62.0

Russia 6.2 22.3 8.6 26.3

India 63.39 29.0 48.1 40.0

China 38.0 60.0 68.2 80.0

South 9.1 34.0 NA 47.0

Africa
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2. The Promise of Cluster Development:
The cluster development approach
offers a powerful model for addressing
fragmentation and building collaborative
ecosystems.
Collective Action: By bringing together
enterprises, suppliers, and supporting
institutions, clusters allow MSMEs to gain
the advantages of economies of scale, spur
innovation, and respond more adeptly to
market demands.
Case Studies: Successful examples, like the
Ludhiana Foundry Cluster (improved
working  capital and  technological
awareness) and the Chennai Leather Cluster
(optimized  sourcing and  collective
collateral-free credit), demonstrate that this
approach can systematically address shared
barriers to growth—from finance to
technology and market access.

Conclusion and Policy Imperatives:

The MSME sector is indeed the
"Unsung Engine" of the Indian economy. Its
contributions to GDP, exports, and
especially employment and inclusive growth
are immense and foundational. However, its
full potential remains untapped due to
pervasive constraints like the 80 lakh crore
credit gap, a widespread innovation deficit,
and crippling skill shortages.

The strategic shift embodied by programs
like RAMP and the success of direct
liquidity schemes like ECLGS indicate a
growing governmental understanding that
holistic, ecosystem-based solutions are
required. The future blueprint for the Indian
MSME sector must be based on the
following key imperatives:

Incentivizing Growth and Formalization:
Policies must be redesigned to actively
incentivize the transition from micro to
small to medium without penalizing firms

Dr. Rupali K. Sanap
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with the loss of benefits. Formalization must
be pursued by providing immediate, tangible
benefits to micro-enterprises.

Addressing the Credit Gap via
Digital Footprints: The credit gap must be
addressed by facilitating the creation of
comprehensive digital financial records,
allowing lenders to mitigate information
asymmetry, and enhancing the role of
FinTech and digital lending platforms.

Fostering Value Creation through

Clusters: A significant investment in the
cluster development model is needed to
promote  specialization, technological
adoption, and collective bargaining power
among firms.
Human Capital Transformation: A
German 'Mittelstand'-style commitment to
dual vocational training and upskilling is
essential to transform the skill-deficit cycle
into a high-productivity, high-wage cycle.

By implementing these strategic
shifts, India can transform its vast MSME
sector from a high-volume, low-value
ecosystem into a globally competitive
powerhouse of innovation, productivity, and
sustainable, inclusive growth.
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