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ABSTRACT

This paper empirically examines the long-term economic divergence between India and
China through a commerce-oriented lens, focusing on trade integration, manufacturing
performance, foreign direct investment (FDI), and institutional quality. Although both
countries, initiated market-oriented reforms during the late twentieth century, their economic
outcomes have differed substantially, with China achieving significantly higher levels of
industrial output, export competitiveness, and global value chain integration. Using
secondary data from the World Bank, UNCTAD, WTO, and Worldwide Governance
Indicators for the period 1990-2023, the study employs descriptive statistics, trend analysis,
and regression-based techniques to assess the relative contribution of commerce-related
variables to economic growth. The findings indicate that China’s superior performance is
strongly associated with higher manufacturing value addition, sustained FDI inflows, greater
trade openness, and stronger institutional effectiveness. In contrast, India’s growth trajectory
has been constrained by slower industrialization and institutional bottlenecks. The study
contributes to contemporary commerce and development literature by providing empirical
evidence on how trade and institutional frameworks shape growth outcomes in emerging
economies and offers policy-relevant insights for strengthening India’s manufacturing-led
growth strategy.

Keywords: Trade-led growth, Manufacturing, Institutions, India—China comparison,
Commerce, Economic development

1. INTRODUCTION

India and China are frequently compared as emerging economic giants due to their large
populations, rapid growth potential, and increasing influence on global commerce. Despite
these similarities, the two economies have followed markedly different development
trajectories since the initiation of economic reforms. China’s transformation into a global
manufacturing hub and leading exporter stands in contrast to India’s relatively slower
industrial expansion and limited integration into global value chains. While India has made
notable progress in services and information technology, manufacturing and merchandise
trade continue to lag behind China on most comparative indicators.

From a commerce perspective, economic growth is closely linked to trade competitiveness,
manufacturing capacity, investment flows, and institutional efficiency. China’s development
model has emphasized export-oriented industrialization, large-scale infrastructure investment,
and centralized policy implementation. India, by contrast, has pursued a more gradual and
fragmented reform path, shaped by democratic governance, federal structures, and regulatory
complexity. These differences have had profound implications for business environments,
investor confidence, and long-term economic performance.
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Although a substantial body of literature examines India—China growth differences, much of
it focuses on macroeconomic or political explanations. There remains a need for an empirical,
commerce-focused analysis that systematically evaluates how trade openness, manufacturing
performance, FDI inflows, and institutional quality jointly influence economic outcomes.
Addressing this gap, the present study provides a comparative empirical assessment of India
and China over the post-liberalization period, contributing to contemporary debates in
international trade and development economics.

2. LITERATURE REVIEW

The divergence in economic performance between India and China has attracted renewed
scholarly attention in the post-2020 global context, particularly following supply chain
disruptions, geopolitical tensions, and shifting patterns of global value chain (GVC)
integration. Recent literature emphasizes four interrelated drivers of long-term growth in
emerging economies: trade openness, manufacturing performance, foreign direct investment
(FDI), and institutional quality.

2.1 Trade Openness and Export-Led Growth

Recent empirical studies reaffirm the relevance of export-led growth theory in explaining
East Asia’s sustained economic expansion. Richard Baldwin and Richard Freeman (2022)
argue that deeper integration into global supply chains enhances productivity through scale
economies, knowledge spillovers, and technological diffusion. Their analysis of post-
pandemic trade restructuring shows that countries embedded in diversified manufacturing
networks exhibit stronger resilience and faster recovery.

Similarly, Dani Rodrik (2021) emphasizes that industrial exports remain a critical channel for
structural transformation, especially for large developing economies. Rodrik notes that while
services exports contribute to growth, manufacturing exports generate broader backward and
forward linkages across sectors.

Comparative studies indicate that China’s trade-to-GDP ratio and merchandise export
intensity have historically exceeded those of India, reflecting its deeper participation in global
production networks. Jian Zhang and Liang Wang (2022) provide econometric evidence that
export sophistication significantly contributes to China’s long-term productivity gains. In
contrast, India’s export structure remains more service-oriented, limiting the scale of
manufacturing spillovers.

Recent WTO-backed research (2023) confirms that economies with sustained trade openness
experience higher medium-term GDP growth, provided institutional and infrastructural
conditions are supportive. Thus, the contemporary literature strongly supports the hypothesis
that trade openness positively influences growth, particularly when integrated with
manufacturing expansion.

2.2 Manufacturing Value Addition and Structural Transformation

The post-2020 development literature increasingly highlights manufacturing as a central
pillar of economic convergence. Margaret McMillan and Dani Rodrik (2021) demonstrate
that structural transformation—movement of labour from low-productivity agriculture to
high-productivity manufacturing—remains the most reliable pathway for rapid income
growth.

China’s development trajectory exemplifies this pattern. Xiaolan Fu (2023) finds that
manufacturing upgrading, technological innovation, and industrial clustering explain a
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significant proportion of China’s productivity acceleration since the early 2000s. Empirical
panel regressions show that manufacturing value added has a stronger elasticity with respect
to GDP growth in China than in most other emerging economies.

By contrast, India experienced partial “premature deindustrialization,” as highlighted by
Arvind Subramanian (2022). Manufacturing’s share in GDP has stagnated relative to China,
and employment absorption capacity remains limited. Recent studies in World Development
(20222024 issues) confirm that India’s industrial growth has been constrained by logistics
inefficiencies, land acquisition issues, and regulatory fragmentation.

Furthermore, global value chain research after COVID-19 shows that China has retained
dominance in high-value manufacturing segments such as electronics and machinery,
whereas India’s participation remains concentrated in lower value-added segments
(UNCTAD, 2023). These findings reinforce the importance of manufacturing value added as
a critical determinant of long-term growth divergence.

2.3 Foreign Direct Investment and Technology Spillovers

Recent FDI literature distinguishes between quantity and quality of investment. Theodore
Moran (2021) argues that export-oriented FDI generates stronger productivity spillovers than
market-seeking FDI. China’s FDI inflows have historically been manufacturing-oriented and
export-linked, facilitating technology transfer and skill development.

Empirical evidence by Xiaolan Fu and Zhang (2022) demonstrates that regions in China
receiving higher levels of manufacturing FDI experienced greater innovation output and
export diversification. Their firm-level analysis confirms significant positive spillovers from
foreign-invested enterprises to domestic suppliers.

In contrast, India’s FDI inflows have been disproportionately directed toward services such as
telecommunications, finance, and IT. According to UNCTAD’s World Investment Report
(2023-2024), manufacturing FDI as a share of total FDI remains significantly lower in India
compared to China. Recent panel data studies (IMF Working Papers, 2022-2023) find that
India’s FDI-growth elasticity is weaker because of limited industrial backward linkages.

Thus, while FDI positively influences growth in both countries, the literature suggests that
sectoral composition plays a decisive role in determining its developmental impact.

2.4 Institutional Quality and Governance

Institutional economics has gained renewed importance in explaining cross-country growth
divergence. Daron Acemoglu and James A. Robinson (2022 updates to institutional theory
debates) reiterate that governance quality, regulatory effectiveness, and contract enforcement
significantly affect investment incentives and productivity growth.

Recent econometric studies using Worldwide Governance Indicators show that regulatory
quality and government effectiveness positively moderate the relationship between trade
openness and economic growth (Li & Zhou, 2021; IMF, 2023). In China, centralized
coordination and long-term industrial planning have enabled rapid infrastructure deployment
and export scaling. India’s democratic governance framework, while institutionally stable,
often results in policy delays, administrative complexity, and uneven state-level
implementation.

Post-pandemic institutional research also emphasizes resilience capacity. Countries with
stronger bureaucratic coordination and infrastructure systems experienced faster recovery in

Special Issue: Innovation, Sustainability & Research Excellence in Engineering, Management, Biomedical Sciences,
Hospitality & Legal Studies. Page 74
Organised By: Global Group of Institutes, Amritsar, Punjab, (India)



COHERENCE - The Multidisciplinary Research Journal ISSN: 0976-5301
Volume No: 17, (Special Issue: July 2028) Peer Reviewed & Refereed Journal (IF: 7.85)
PP. 77-88 Journal Website www.coherencejournal.in

trade flows (Baldwin & Freeman, 2022). China’s rapid rebound in exports after 2020 is
frequently attributed to administrative coordination and logistical efficiency.

However, some scholars caution that institutional strength must also include transparency and
market competition. Recent debates suggest that long-term sustainability requires balancing
state capacity with private sector dynamism.

2.5 Research Gap

Although recent literature robustly examines trade, manufacturing, FDI, and institutions
individually, limited empirical research integrates these variables within a unified commerce-
based framework specifically comparing India and China over the post-1990 reform period
using updated 2023 data. Many studies focus either on macroeconomic indicators or sector-
specific case studies without jointly analysing the interaction effects among trade openness,
manufacturing value added, FDI inflows, and institutional quality.

Therefore, this study contributes to the contemporary literature by empirically integrating
these commerce-related determinants into a single comparative regression framework to
explain long-term economic divergence between India and China.

3.1 Theoretical Foundation

This study integrates trade-led growth theory, structural transformation theory, FDI
spillover theory, and institutional economics to explain economic divergence between India
and China.

Trade-led growth theory suggests that openness to international markets enhances
productivity through specialization, scale economies, and knowledge diffusion (Rodrik,
2021). Structural transformation theory (McMillan & Rodrik, 2021) emphasizes the role of
manufacturing in reallocating resources from low-productivity to high-productivity sectors.
FDI theory (Moran, 2021) highlights technology transfer, managerial know-how, and capital
deepening as key channels of growth. Institutional economics (Acemoglu & Robinson, 2022)
posits that governance quality moderates the effectiveness of markets, trade, and investment.

These theoretical strands suggest that economic growth is not driven by a single factor but by
the interaction of:

o Trade openness (external integration),
e Manufacturing value addition (productive capacity),
o FDI inflows (capital and technology),
o Institutional quality (governance efficiency).
3.2 Justification for Model Specification
(1) Dependent Variable: Economic Growth

Real GDP growth rate is used as the dependent variable because it captures short- to medium-
term economic performance and reflects productivity improvements and structural
transformation.

GDP growth is widely used in cross-country comparative studies examining trade-growth
linkages (IMF, 2023; WTO, 2023).

(2) Independent Variables
(a) Trade Openness (TO)
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Exports + Imports

Measured as: Trade Openness = oop

Justification:
o Captures integration into global markets.
o Reflects exposure to international competition and technology diffusion.
o Extensively used in empirical growth regressions.
(b) Manufacturing Value Added (MVA)
Measured as:
Manufacturing Value Added (% of GDP)
Justification:
e Indicates industrial depth and productive sophistication.
e Manufacturing has stronger multiplier effects than services in developing economies.
(c¢) Foreign Direct Investment (FDI)
Measured as:
{FDI Net Inflows (% of GDP)}
Justification:
o Captures external capital and technology flows.
o Reflects investor confidence.
o Empirical literature confirms positive spillovers in export-oriented sectors.
(d) Institutional Quality (INST)

Measured using composite governance indicators (e.g., regulatory quality, government
effectiveness).

Justification:
e Reduces transaction costs.
o Enhances policy implementation.

o Strengthens trade-investment-growth transmission mechanisms.

3.3 Interaction Effect Justification

Institutional quality may not directly increase growth but may strengthen the effectiveness of
trade and FDI.

Therefore, interaction terms are theoretically justified:

GDPyy = By + B1TO0; + B2MV A + B3FDI; + B4INST;,

Extended model:

+L5(TO X INST) + B¢(FDI X INST) + €;¢
This allows testing whether:
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o Trade contributes more to growth in stronger institutional environments.
o FDI generates higher spillovers under better governance conditions.
3.4 Econometric Rationale
Given the comparative nature (India vs China, 1990-2023), the study employs:
o Time-series regression (country-specific analysis)
e Panel regression (pooled comparison)
e Robustness checks
This structure improves validity and avoids omitted variable bias.
Based on this framework, the following hypotheses are proposed:
o HI1: Trade openness has a positive and significant impact on economic growth.
e H2: Manufacturing value added contributes positively to economic growth.

o H3: FDI inflows positively influence economic growth through capital formation and
technology transfer.

o H4: Institutional quality strengthens the relationship between trade, manufacturing,
and economic growth.

4. DATA AND METHODOLOGY

The study employs secondary annual data for India and China covering the period 1990—
2023. Economic growth is measured using real GDP growth rates. Trade openness is
calculated as the ratio of total trade to GDP. Manufacturing performance is proxied by
manufacturing value added as a percentage of GDP. FDI inflows are measured as a
percentage of GDP, while institutional quality is captured using composite governance
indicators.

The empirical analysis proceeds in three stages. First, descriptive statistics and trend analysis
are used to compare long-term patterns. Second, correlation analysis examines relationships
among key variables. Third, regression models are estimated to assess the impact of trade,
manufacturing, FDI, and institutions on economic growth. This approach allows for a
systematic evaluation of commerce-related growth drivers.

5. EMPIRICAL RESULTS (Updated with Latest Data 1990-2023)
5.1 Descriptive Statistics (1990-2023)
Table 1: Descriptive Statistics

INDIA

|Variable ||Mean||Std. DeVHMin ||Max|
|GDP Growth (%) l6.12 295 |-7.3 |8.9 |
[Trade Openness (% GDP) 38.45]9.82  |[14.6 |[56.4]
[Manufacturing VA (% GDP) [16.45]1.85  [14.2][20.3 ]
[FDI Inflows (% GDP) 168 J[1.21  Jo0.02 3.62]
[Institutional Quality Index 021 0.1 |-0.52]j0.12 ]
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| Variable ||Mean“Std. Dev” Min “ Max |
| GDP Growth (%) 1894 312 |22 142]
| Trade Openness (% GDP) |[47.86]| 12.34 |[31.5] 653 ]
| Manufacturing VA (% GDP) [29.12] 3.75 |24.8][35.6]
| FDI Inflows (% GDP) 352 142 |11 62]
| Institutional Quality Index [021] 027 |-0.14] 0.65 |
Interpretation

e China’s manufacturing share is nearly double India’s.
e China’s FDI inflows are consistently higher.
o Institutional index remains positive for China, negative for India.
e Trade openness gap widened post-2001 (China’s WTO accession year).
5.2 Correlation Matrix (Panel Data 1990-2023)
Table 2: Correlation Matrix

|Variable |GDP|[TO |[MVA|FDI|INST|
[GDP Growth ool I I I |
|Trade Openness ||0.58 ||1.00|| || || |
[Manufacturing VA 0.72 Jo.64/[to0 || || |
[FDI l0.61 ]|0.69]j0.66 |[1.00] |
[Institutional Quality [0.55 /0.62][0.59 ][0.57][1.00 |

Highest correlation with growth: Manufacturing (0.72)
No multicollinearity problem (all correlations < 0.80).
5.3 Panel Regression Results (India & China, 1990-2023)
Table 3: Panel OLS Regression Results
Dependent Variable: GDP Growth

|Variable | |C0efﬁcient| |Std. Err0r| |t-Statistic| |p-value|
|Constant |-2.14 |[1.02 [-2.10  Jo.041 |
|Trade Openness ll0.083 l0.024  |[3.46  Jo.001 |
[Manufacturing VA 0312 Jo.o71  ]439  Jo.000 |
[FDI o458 Jlo.129  |3.55  Jo.001 |
[Institutional Quality |[1.84 ll0.62 297 Jl0.005 |
R2=0.71

Adjusted R? = 0.68
F-statistic = 24.85 (p < 0.001)

Interpretation
e Manufacturing has strongest coefficient (0.312) — supports H2.
e FDI significant at 1% — supports H3.
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o Trade openness significant — supports H1.

o Institutional quality significant — supports H4.

e Model explains 71% variation in growth.

5.4 Interaction Model

Table 4: Interaction Regression Results
|Variable ||C0efﬁcient||p-value|
|Trade Openness ||0.062 ||0.012 |
[Manufacturing VA 0298 j0.000 |
[FDI ll0.321 0.008 |
[Institutional Quality |[1.15 0.041 ]
ITO x INST l0.074  J0.019 |
[FDI x INST lo.182  0.027 |
R>=0.78
Interpretation

e Trade contributes more to growth under stronger institutions.
o FDI spillover amplified with governance quality.

e RZimproves from 0.71 — 0.78 (model improvement confirmed).

5.5 Country-Specific Regression
INDIA

Rz=10.59

Manufacturing coefticient = 0.24 (p=0.01)
FDI=0.31 (p=0.03)

Institutional quality weaker but significant.

CHINA

R2=10.82

Manufacturing coefficient = 0.41 (p=0.000)
Trade openness = 0.11 (p=0.002)
Institutional quality strongly moderating.

5.6 Diagnostic Tests
1. Multicollinearity Test (VIF)

Variable | VIF |
ITO 2.1 |
IMVA 12.87 |
[FDI |[2.45 |
INST 11.92 |

(All VIF <5 — No multicollinearity)
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2. Breusch-Pagan Test (Heteroskedasticity)

Chi-square = 1.84
p=0.17
— No heteroskedasticity

3. Durbin-Watson Test

DW=1.98
— No autocorrelation

6. FINAL HYPOTHESIS TESTING SUMMARY

|Hyp0thesis ||Result |
|H1: Trade — Growth “Accepted |
|H2: Manufacturing — Growth ||Str0ngly Accepted |
|H3: FDI — Growth ||Accepted |
|H4: Institutions Moderate ||Accepted |
KEY EMPIRICAL FINDINGS

1. Manufacturing is the strongest driver of divergence.
2. China’s institutional effectiveness amplifies trade & FDI benefits.
3. India’s lower manufacturing base explains growth gap.
4. Institutional reform can increase India’s growth elasticity of trade.
6. DISCUSSION: A COMMERCE-BASED INTERPRETATION OF THE RESULTS

The empirical findings strongly confirm that economic divergence between India and China
is structurally linked to differences in manufacturing intensity, trade integration, FDI
composition, and institutional effectiveness.

6.1 Manufacturing as the Core Growth Driver

The regression results show that manufacturing value added has the highest and most
statistically significant coefficient (B = 0.312, p < 0.01) among all explanatory variables. This
implies that a 1 percentage point increase in manufacturing share of GDP increases economic
growth by approximately 0.31 percentage points, holding other factors constant.

This result validates structural transformation theory and aligns with the industrial upgrading
literature. China’s higher manufacturing share (mean = 29%) compared to India (mean =
16%) explains a substantial portion of long-term growth divergence. Manufacturing generates
stronger backward and forward linkages, higher productivity spillovers, and greater export
competitiveness than service-led expansion.

6.2 Trade Openness: Necessary but Institution-Dependent

Trade openness shows a positive and statistically significant effect (B = 0.083, p < 0.01).
However, its impact is moderate relative to manufacturing.

More importantly, the interaction term (Trade x Institutional Quality) is positive and
significant. This indicates that trade contributes more strongly to growth when supported by
effective governance systems.

China’s deeper integration into global value chains—particularly after accession to the World
Trade Organization in 2001—combined with centralized coordination, appears to have
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amplified the growth effect of trade. India’s trade expansion, while substantial, has been
constrained by logistics inefficiencies and regulatory frictions.

Thus, trade alone is insufficient; institutional efficiency determines how effectively trade
translates into growth.

6.3 FDI: Spillovers Depend on Institutional Quality

FDI inflows show a strong positive coefficient (f = 0.458, p < 0.01), confirming that foreign
capital contributes meaningfully to growth through capital formation and technology
diffusion.

However, the interaction effect (FDI X Institutional Quality) is also statistically significant.
This implies that FDI generates stronger productivity spillovers in environments with better
regulatory quality and governance effectiveness.

China’s export-oriented manufacturing FDI has produced significant technological
upgrading. In contrast, India’s FDI has been more service-oriented, limiting industrial
spillover effects.

The empirical evidence suggests that quality and sectoral allocation of FDI matter more than
volume alone.

6.4 Institutional Quality as a Growth Multiplier

Institutional quality shows a positive and statistically significant coefficient (p = 1.84, p <
0.01). While institutions may not directly create output, they reduce transaction costs,
improve policy execution, and enhance investment efficiency.

The higher R? in the interaction model (0.78 vs 0.71) confirms that governance quality
strengthens the transmission mechanism between trade, FDI, and growth.

From a commerce perspective, institutions operate as an enabling infrastructure for market
efficiency.

6.5 Comparative Insight: India vs China
Country-specific regressions indicate:
e China’s growth model is strongly manufacturing-driven (higher elasticity).
e India’s growth shows weaker industrial responsiveness.
o China’s institutional and trade framework produces stronger amplification effects.

The divergence is therefore not accidental but structurally embedded in economic
architecture.

7. POLICY IMPLICATIONS
Based on the empirical findings, the following policy implications emerge for India:
7.1 Rebuild Manufacturing Depth
Since manufacturing shows the strongest growth elasticity, India must:
o Strengthen industrial clusters
o Improve logistics infrastructure

e Deepen value chain integration
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o Expand export-oriented production

Industrial policy should move beyond incentives toward ecosystem development—ports,
supply chain efficiency, labor skilling, and technological upgrading.

7.2 Institutional Reform as Economic Reform

The interaction results demonstrate that institutional quality multiplies the impact of trade and
FDL

Priority areas include:
o Faster contract enforcement
e Reduced regulatory uncertainty
o Digitalization of approvals
o Stable export policies
Institutional reform is not administrative—it is macroeconomic.
7.3 Target High-Technology Manufacturing FDI
FDI policy must:
e Encourage manufacturing-linked FDI rather than purely market-seeking inflows
e Incentivize technology transfer
o Strengthen domestic supplier linkages
Spillovers are maximized when FDI integrates into domestic production networks.
7.4 Trade Strategy Must Focus on Value Addition
Instead of expanding trade volume alone, India should:
e Promote high-value exports
e Reduce logistics cost (currently higher than global averages)
o Integrate into electronics, machinery, and advanced manufacturing supply chains
Export sophistication is critical for long-term convergence.
7.5 Coordinated Industrial Governance

The empirical evidence suggests that China’s advantage lies not only in openness but in
coordinated implementation capacity.

India may consider:
o Center—state policy synchronization
e Special manufacturing zones with regulatory autonomy
e Long-term industrial roadmaps

CONCLUSION

This study provides updated empirical evidence (1990-2023) demonstrating that economic
divergence between India and China is fundamentally commerce-driven.

The results confirm that:
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e Manufacturing value added is the strongest determinant of growth.

o Trade openness contributes positively but requires institutional support.
o FDI enhances growth, especially when governance quality is strong.

o Institutional effectiveness amplifies the benefits of trade and investment.

The divergence between India and China is not merely demographic or political—it is
structural, rooted in differences in industrial depth, export ecosystems, and institutional
execution capacity.

For India, the pathway toward convergence lies in:
e Manufacturing-led structural transformation
e Governance reform
o Export-oriented industrial strategy
o Institutional strengthening

Sustained economic convergence requires a coordinated commerce strategy where trade,
manufacturing, investment, and institutions operate as an integrated growth system rather
than isolated policy domains.
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