CHAFPTER - 1

(1) ZPactor Shares: A Few Theories

The theory of income distribution can be conceived of
covering at least foug possible subjéctss1~ incomes earned
in particular occupations, personal incomes by size, various
components of the official personal income accounts, and
the functional distribution of income among the owners of
different productive factorss. From the view point of
theorizing ﬁhefsubject, however, it is the functional
distribution of income: which has "a large number of theories,
using a variety of approaches and explaining a variety of

phenomané','.2

The distribution of matioral income by type has
always occupled a prominent place in the literature of
Economicse. The eearlier economists, particularly Ricardo
and Marx, were keen to analyse the laws which determine

the relative shares of factors of production and the

1. Tibor Scitoveky, "A Survey of Some Theories of Income
: Distribution", in The Behaviour of Income Shares,
Studies in Income and Wealth, Vol.27, Nationsl Bureau
of Ecconomic Research (Princeton University Press,
1964 ), p.15.

2 Ibid, p.16.




~ behaviour of these shares over & period of time. As
Phelps Brown puts it, "Ever since‘politiéal econonmy took
ite rise, economists have been concerned to determine the
laws of distribution". And even a "century and & half
later, no one would claim that economists have finally
solved it."’ '

While  examining the relative factor shares of some
of the Western economies after 1860, Phelps Bro 4
divides the laws of income- distribution into four main
types of theories: (i) bergaining theory which deals with
the impact of trade unions on the course of income distri-
bution; (ii) Monopolistic prioigg_theory, where the price-~
output policy of the firm determines the proportion of
wages to be paid to the‘ﬁorkers; (11i) Widow's cruse theory
where the distribution of income is determined by the flow
conditiéns of equilibrium in the product market; end (iv)
Factor pricing theory where the shares in the product #re

the-outcome of the pricing of the factors of production

determined by the demand for and supply of each factor.

As regards the influence of trade-unionism in

securing.a larger .share for labour in the‘totai.product,

3. E.H.Phelps Brown: Pay and Profits, (Newi&orkz Augustus
M.Kelley,1968 ) yDele o

4. Ibid, CheI.,



. Phelps Brown does not find any empirical support in the

case of Western-economies ‘~eiamined* by him. Clark K‘err,s

after analysing the U.S.A. situations before 1951, has

also come: to the conclusion that the trade unionism did
not have any important effects on labour's share in .nationsal
income. Whether the trade unionism will succeed in making
the distribution of income in their own favour or not,
é.fter ‘all, depends on the- prbfit‘ margin which the firms
are able to maintain. If the firms succeed in raising the
labour productivity (say, through substitution ‘between
factors of production .or through introduction of new
metho_ds of production), by more than the increase in

wage rate, then the labour share will decline.The increase
in wage rate relative to the cost of capital woﬁld normelly -
lead to a rise in marginal rate 'of substitution ‘between
labour and capital via substitution of the factors. But
the increase. in marginal reate of substitution between
labour and capitel will mean & proportionately greaigr
increase in capital/labour ratio if the elasticity of
substitution between the two is more than one. This lmplies
that the relative share of labour will decline with a
felative increase in wege rate. As Phelps-Brown puts it,
"whatever the scope trade unions may be given. for obtaining

agreement to rises in money wages,. these rises: will not

5e ' Clark Kerr: "Trade Unionism 'and Distributive Shares",
American Bconomlic Review, May, 1954‘, P+ 289.




reduce the share of profits unless firms:.are pr.eventgd
from raiaing%bn}eir selling‘prices so &s to protect their
prc):t'i:&.ma.:r-gins"',.6 and it ;I.a-'the degree of competi‘bi:oﬁ
in the market which decides about these margins -and hence
the share accruing: to the-labour-classs The monopolistic
pricing thear'y,7 although: capable of determining the !
profit margins of’'the firms, unfortunstely, is not in a '
position to seay -anything -about the working of the macro- . ‘

-gystem.

Phie Widow's cruse (Keynesian) type of theory® (macro-
theory by its nature) discusses how:the conditions of
equilibrium in the pi-oguct market determine the distri-
bution of total i:i"come‘ between wages: and 'profit‘s; ‘Given the
propensities to save of the wage—~earners and oapifha&is‘g‘s
(the propemsitif: of the letter being higher-then. the
former), the share -of profits in total income, &ccording to
the theory, is determined by the: ratio of investment- to
output. The theory could be criticised on the ground that

6. Phelps Browns Op.cit.,p.21.

T c.f. M.K.Ealecki, Essays- in-the Theory of Economic
Fluctuations, (Londom,1959). 3 eozjy of—Efconomic
Bmics, ondon, 1954 )«

8. Cefe N.Kaldaﬁ "Alternative ﬂheorires -of Distribution”,
Review of ‘Economic Studies, No<61,1955=56; J .Robinson,

‘ api “,(London.1956), F.Hehn,
' ‘are o W&gas» in: National . Income", Oxford.Eeonomie
Papers, June,1951.




it considers the investment plans to be given and fixéd,
all the sdjustments are made through savings. To answer
the question how the investment itself is-determined, the
theory is silent. Further, "The mechanism of the Widow's
cruse..... does not seem to have played any large part

in practice in the determination of distributive shares".’

It is the faqtor‘pricing theory which reslly takes .
growth into account by considering the changes in the
amounts and the combinations of different factors. A
complete theory of ;ncomerdistfibution after all must
explain how the factor shares "are worked out and altered
or maintained overtime, and must depend not on -a sequence
of independent sltuations aloue, but on the processes of
growth by wnieh each situatien changes into the nextees..
factor pricing theory, does have the advantage that it can
be -applied within & growing economy,in wnich the amounts
of the factors and the methods of production by which

they are combined are both changing“.1o

(2) Pactor Shares: Some Problems :

In the context of econemy'és~a whole, however,.
empirical probleqs related to concepts and‘mgasurementé
are more vital than the interpretation of results in terms

of different theories. The- estimation of national income by

9. Phelps Browvn: Opecite,p.37.
10. 1Ibid, p.38.
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factor shares itself creates difficulties perticularly in
& country where the large: part of income _genena-tgd comes
from the unorgenised sectors like agriculture and un-

incorporated enterprises.

While expleining:a secular rise in 1a~baur'é te;hai::e
" of the U.S. national income, eoonom—i—srﬁs-give“tﬁtee*m@in
reasons to account for such :brerid‘s“ (a) rising.:propdrtien
of wage and salary earners and the -diminishing propertion
of small unincorporated .enterprises, (b) diminishing
importance of agriculture, where labour's share in value
added 1s low and labour's real income is understated, and
(¢) increasing importance of the government sector which
according -to present accounting practices, consists solely

of employee- comp_enea:tign.:

S

In the absence of the availability of the d:‘a.*tga.
according to the concepts *conéeived ‘t'.by econonists, the
nationgl income figures are normally divided inte wages-and
saleries, income. from -property, amd income of selfemployed

‘persons. ‘However, these three broad groups-of national

income are  also not free from the conceptual and measurement

difficulties. .The earnings of unincorporated enterprises,

for example, reflect the returns to both capital and labour.

And: the devices-used to . separate the two earnings- are ‘quite

11. Tibor Scitovsky, “Op. cit:,pe20. -
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arbitrary in neture. The wage share-would increase just
because. some- of the selfemployed persons shift to wége-"
earners- group due to say, industrieslisation program in the
country. "Wh‘e;r ‘a farmer’ comes to town to werk ina factc;ry
or an independent grocer becomes & hired menager of one
unit in a chain, there is a statistical rise in. {the labour
share -and a staﬁstical_«declme in the property share which
has no counter-pert in the economic theory of distribution

p:mpex"".‘~1 e -

The problem assumes. even greater difficulties in a
country like Indis where there- is.a presence- of large
unorganised agriculture, trade, and transport sectors,
(agriculture ahd unincorporated enterprises alone account

for almost 75 per cent of the total. income produced).

Further, the re‘quired‘d&ta' in agricultural sector are either’

not available or not so reliable if available,The-&lloca-
tion of mixed income between wages and property in such a
situation would also fequire'a;» "good amount of imputation
on indirect bases. The importance of this proilem is high-
lighted by the fact that mixed income still forms as 'mllzich

as 45 per cent or more--of the total factor income ‘with

12, M.Bronfewbrenner: "The Incidence of Collective. Bargain-

ing", American: Economie Review May, 1954, (Papers -and
proceedings),Pe ee-also, D.Gale Jobhnson, "The
Functional Distribution of Income in the United States,
1850-1952", Review-of Econonmigcs: ami Statistics,May,
1954, Pp.175-3§§ o




labour income sharing enother 30 per cent and only the
rest accounting for property income for the country as a

whole.", 17

The increasing importance of the public sector also

creates difficulties in the estimationpf income by factor

shares in India.Since the government output is conceptually

assumed to be equivalent to the wage bill, the employee
compensation in this sector is almost hundred per cent of

thewgﬁtpqt.

The abave ‘difficulties, it should however be- noted,
do not arise within a fairly homegeneoua sector like
manufacturlng where - wagee are contractual payments -and
labourfie*eounted'asaa~distinet class giving a clearcut
demarcation of wage ineomelfrom.other~typés~©f incemé. The
exami#étion<of income*diétribution in such a»seétor, '
however limited in its coverage, does provideﬂa definite
precision in the analysis. One can ssy with a fair degree
of cénfidence whether the labour-has been gaining-at tﬁe

expense of property or not.

(3)- The present study :

Surprisingly, nd'attempt has-been made to analyse the
income share received by factory labour in tbe:iight‘of a
growing economy ‘where one of the basic objectives of the

13. Uma Datta Roy Cheudhary: "Trends. in Income-Sheres in
India. - 1950-51 to 1964-65" (unpublished - paper).
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developmental programs is the industrialisation of the
country. Out of the totel. income generated, how ‘much hgs
been received by the workers, what- is the temdency of
this share overtime, what are the factors which influence
this share in different industries and over a period of
time, are some of the vital issues which have remained a
neglected area-of research in Indis, The«éresent'stugy,
therefore, seeks to examine the following. hypotheses-in

relation to the faectory labour - shares

(1) Economists while analysing~the aggregative—share
with the help of statistical data have generally come to
believe~thq;fy&gg;ineemesaS‘a proportion of total income
have been:surprisingly constant overtime. In spite of many
evidences available egeinst this belief; the elleged
coustancy of labour shere still occupies a proﬁinenx'place
- in the- literature of econcmics. The present study attempts
to test this hypothesis in the case of organised mahnfactqrv
ing industries in the country.

(ii) Since the oversll lebour share is a weighted

average of individual industry wage shares (weight being

the industry share in total value added), the distributionsl .

shifts in the relative importance of industries caused by
different rates of growth of industries will.influence the

overall labour share, even if there are no changeé found in
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industry wagefshares.ﬁhus; an ‘attempt is - made here to
isolate and quantify the changes. in industry wage shares and
chgngesrin industry weights overtime, &0 as--t0 enable us to i
test the relative impqrtance of each of the two sources of

variations in overall labour share.

(iii) An economic development is always accompanied
by a rapid change in capital-intensity either through |
substitution of capital for labour (given the production
functlons) or due to application of lesbour-saving technlquesx
(under new production functions). An increase in the amount
of capital relative to lebour generally increases the |
total payments to capital relative to wage bill. We should, ;
therefore, expeet the labour share to be negatively related %
with the cepital/labour ratio. The said inverse relation- i
ship has been tested by considering both cross-section and

{
time~series studies. i
|

(iv) The -change in marginal rate- of substitution
between labour -and capital, caused by say, & change in the
relative prices of the two factors, will normally lead to
e ohange in the capital/lsbour ratio and hence. the
relative factor shares'(depending~upoﬁ the value of the
elaesticity of substitution). In other words, the relative
factor shares will change with the change: in relative
factor prices according to whether the elastiocity of ;

substitution is greater, equal to, or less than unity.
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The study attempts to estimate the values of elasticity of
substitution in different industries and test the relation-

7

ship between factor prices-and factor shares. ’

(v) The high.degree of unionism would mean that the
workers are ‘in ‘a-better position to bergain and hence
"increase -their share in the total income generated. T@e
hypothesis that the-labour share and -degree of unionism
are positively reiatv& has: been ‘examined both for inter-

~industry end time-series-analysis.

(vi) Skill composition of work force (skill-mix)
" in different industries-is ome ‘of theimportant factors

which influences the relative share -of workers.The wage~-
share is normeally supposed to be higher in industries where
the proportion of skilled workers in total workers is

'larger than -where this proportion is lower. The validity !

of the relationship is examined for inter-indusitry -data

at two points of time. . E

The study, thus, seeks t0 examine the verious hypotheses

on faetory labour share, the-data for which are derived

from the reports of the -Census .of Mamufacturing Industries
(GMI? end the Ammual Survey of Industries (ASI). The
factories covered by the ASI in 1964, accounted for 94.1
per cent of tne totel productive capital of all. factories
of all industries, 83%.9 per cent of employment, 83.5 per<cené
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of gross output and .89 per cent of value-added by
menufacture.The share of the organised menufecturing
industries-in total economy, although. turns out to be i
8 per cent of the national income, it should be remembered ?
that it is & very important and growing sector of the
economy due to the strategy of rapid 1ndustrialisation

followed in‘the*countéy.14

(4) Scheme of the Work
| The study hes been-dividédinto seven éhapters.
Chapter II exemines the constancy of factory labour share

over the period 1953-65, the period for which the required

data were available. To test the hypothesis more-objectively,
the trend coefficients for individual industries as-well as

1

for the totel of &ll industries are calculated. Incidentally,
the required date which refer to different non-comparable

, |
sources, are-adjusted so as to meke them comparalie for the !
|

analysis. Comparsble industry-wise series of wages to

1

workers;-employee*compensatinn‘(wwges,‘salaries and‘benefitsi,

14. The plan outlay on industry and mining in areased from
as-low as B,10.62 crores in 1951-52 to as high ss :
B.544.46 crores in 1965-66., As against this the-plan = !
outlay on agrieulture, which in- fact contributes-as ‘
much as 50 per cent towards national. income, increased

© from B.27.29 erores to only B.231.04 crores during
the same period. The growth of production in the two
sectors reveals that-the index of industrial production
increased to 262 in 1965-66 as against the index of
agriculturael production -of 139 (in 1965-66) taking
1951-52 as the base year. The index of machinery elone
showed & rise to 1173 in ‘1966 in relation to that of '



value -added etc, (otherwise »n&t ‘available so- farl) are

prepared for the.present study.

The two sources of variations in overall labour share
namely; changes -in relstive importence of industries -and
changes: i‘n; individual industry wage shares are isolated in
Chapter .II‘I‘. This. has-been done with a view to examine
the impaet of changes in. industry-mix.on the labour share
overtime.Chapter 1V discusses the: methc&oloér of the -
estimates of the gross-velue--of fixed capitel to be-used
in the later emalysis. The necessity of the-adjustments
arises due to the fact that the figures of fixed:capital
es reported in dirferent sources of menufacturing industries .
unfortunately do not reflect the true value of“fixe&'capital.g
The value of depreciation is sctually meant for income t,ai
'purposes -and. hence-does not reflect tne true *consumprti'oh
of capital. To overcome: this defect, the gross r(repi‘acexﬁent)
values-of ‘fixed capitel (for the first time in the -case c;f ‘
Indien ‘manufacturing industries) heve: been estimeted.

Chapter V attempts: to estimate the Douglas :tyée of
production functions considering the inter-industry data
for 1964, end time~series data for 1946-64.. (to measure the
technical progress). As- compared to earlier Indian studies
on the GCobb-~Douglas production function, the present study
differs in two respects: (i) The values-of fixed capital,

as noted earlier, are used in.terms of gross values rather



than book velues, and (ii) it is the different categories
of capitel (and not total Eapital) which have been con-
éidered~fbr capital inputs.Tnis would enable us to assess
the relative importance of each of differént categories
of capitel. While fitting the Douglas-type of production
function to time=-series data, the - trend variable is
introduced. Application of the Solow model to the relatlon
enables us to measure the technological progress in Indian

industries.

Chepter VI exemines the constant elasxicixy'of
substitution (SMA0)15 production function fitted to the
manufacturing industries for the year 1962 taking regions
as the observations. This has been done with a view to
estimate the- values of elasticity of substitution in
different industries, and hence exemine the relationship
between labopr*share-andtrelative=prioes'of factors of

production.

The determinan£s~of labour share are -exemined in
Chaepter VII.This has been done by fitting the multiple
regressions considering both cross-section snd time-series

data. The cross-section analysis refers to the years 1956

14

15. Kenneth.J.Arrows Hollis B.Chenery, Bagicha Minhas
and ‘Robert M.Solows? "Capital Labor Substitution and

s
1

Economic Efficiency",. RevieW'of.Economlcs and Statlstlcs,

August, 1961.

€
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and: 1964, while the time~series study relates to the period
1951-1964. The variables ‘examined are? skill composition of

work force, capital/labour ratio, lebour productivity,

wage reate and degree:.-of unionism. The traditional measure
of the strength of trede unionism:is defined as the union
members- as a proportion of total workers. However, with a
view to consider the aectual actions taken by the unions,

_ the measure, in the present study has been-modified by
teking into account the proportion of man-days 1081; &ue to |
industrial disputes and the proportion of wérkars‘v involved i
in industrial disputes. '

(5) Main Findings and Conclusion 3
The proportion of income '*ac‘cruing- to labour class, in

fact, reflectes the relative lmpoertance of labour. Since it

represents the proportion of wage cost in total cost, any |
tendency in the-ratio would reveal whether -the imporf&ﬁce of
labour is inecreasing or decreasing over & period of time. |
It is in fact, not the wage rate, but the wage bill as a
proportion of total cost which is &-suitable yardstick to |
meesure the changing cost of an industry.16 When we exemine |
the trend over & period of 1953-1965, we find a clearcut
tendency for the overall labour share to decline over the

peried. : :

16. ¢.f. Paul E. Sultan: "Unionism and-Wege-Income
Ratios: 1929-51", Review of Economics and Statisties,
February, 1954, p.gy'].
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It may be pointed out here that in' the category of
labour we have included those workers- who are-directly
involved in the production process- (i.e. workers excluding
menagerisl and directoral staff). If we consider 'all the
employees (workers-as well as 'managerisl staff), then-ve
find that their share-'does not show-a clearcut declining
tendency. However, there is quite.a substence- in the -view
that' the: payments:to managerial and directoral staff do
not represen$~purezwagés,17 And, hence  for thefpurposéa of
later ansalys«s we-confine our attention 4o the group of

@direct workers-only.

The -changes. in wage- share:-would: be meinly due to the
following factorst (&) relative: cheuges in profit mergins
or wage rates made possible- say, by monopolistic market
conditions or trade union-activities, (b) changeSVin.fhe-
proportion of *'workers' to total employees, and the gkill-
-composition of work force, and (c) changes inm capital/labour
ratio accompanied by technologicel progress. These fac?ors :
would operate either within an industry over-time or tgraugh ;
changes-in reletive importance of different industries-(i.es

industry-mix).

Isolating the -industry-mix effects, we find that changes
within industry do not significantly account for:the changes

17. ©See, for exemple, J.T.Dunlop: - Wage. Determinatian Under
Irade Unions, (New-York: Augustus M.K
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in overzll labour share. In other words, 1t is not the
changes in individual industry labour shares, which are
responsible for the decline .in oversll lebour share. The
fall has been primarily caused hy_the.changes‘in\;elative
importance of industries. In the absence of any change in
industry weights, the labour share in fact could have‘
remained more or less constant over the period under

examination.

P
=

Thus, it is the changing.industrial structure in
favour of more modernised industries which are‘necéasarily
characterised by higher capital/labour ratio énd iowqr
proportions of workers -to total number of employees, which
seem to have resulted into a decline in lsbour share. And
this is what is normelly expected in the wake of planned

economic development.

So far as«chaﬁgea~in'profit margine are concerned,
there would be very little direct evidence to beaf-upon it,
while the- worker-employee composition is very much related
to the degree of capital intensity. It is, in fact; the
capital intensity As reflected in capital/labour ratio end
the technical 1mprovemen%s which are crucial factors in

explaining the share of labour. - )

Related to the capital intensity is the prollem of
factor prices. The Cobb-Douglas production funotion fitted
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t0 the cross-gsection date reveals that the observed labour

share is not statistically different from the estimated

share. The labour is paid according to its marginal produc-

tivity; the change in the ratio of prices of factors would

reflect the change in the ratio of their marginel products,

Thechanées in the factor prices would affect ﬁhe
labour share depending upon the elasticitg of substitutian
between labour and capital. The estimated values of the
elasticity of substitution in different industries for the
year 1962 show wide variations ranging from as ‘low as 0.03
to as nigh es 2.19. The value of the elasticity of substi-
tgtion mbre-than one, for example, would imply thax»the
rise in wage-rate relative to cost of capital would meke
the capital/labour ratio to rise more than the rise in

marginal rate of substitution between labour and capitel.

In other words, the relative.share of labour would decline

with a relative increase. in wage rate.«The-inmeése rela-
tionship between wage rate-and labour share indicate that
there has been & decline in the-labour share as;ociated
with rise in both wege rate and cepital/labour ratio over

a period of time.

The multiple. regression analysis reveals that the
capital/labour ratio has been the most significant factor

“influencing the labour share in different industries.

|
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_The—capital/labour ratio as expected, is negatively related

with the share of labour in &ll of the eross-section

studies. In the case of time-series date, however, the

relationship beween ‘the two (although moving in the

opposite directions) is not found v stetistically

"significent. This is so because over time there is found to

be -substantial techmological progress-along with the rise

in capitai/labour-ratio.18' The improvement of technique

“"is a catch-all for the ways in which given smounts of

productive factors, specified in physical or natural units,

come to yield & greater product in the course.of time -

whether through iuprovements iﬁ“the'physique, health,

education and fraining;of the worker; or a corresponding

improvement in: the quality of management; or the advances

of technique realized in new -equipment and processes",

19

Since the index of lebour productivity combines the

effects of both rise in capitel/labour ratio and technical

improvements over time, one might &8 well consider the rise

in labour productivity and relate it with labour shere, so

as to examine the impact of both capitel/labeur ratie and

technical improvements on the share of labour. The labour

18

19

Out of the total shift in production function of

about 52 per cent, the contribution of technological
progress has been: -found to be &8 nigh as 81 per cent
in the case of manufacturing industry, see Chapter V.

E.H.Phelps Brown: Op.cit.,p.39.
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productivity when related with labour share over time, does
give a significant (negative) correlation between the two

variables,

The degree of unioniem is ineffective in explaining
the labour share both for‘inter-induBtry*vsriativns and
chenges over time. This confirms the esarlier findings
. about the relationship between: ‘the*fw;ariabl es in othe}:
countries. The skill-mix is found to be an important factdr
explaining the inter-industry variations in labour share in
the year 1956, but not in the year 1964. However, the'
results for 1964 are not as reliabie as those for 1956,
because--the data used for skill composition of workergrin
1964 are derived from & relatively smaller coverage of
the firms-and thet to0 with gape in some: of the industries,
while, those for theryeax’1956 are derived from'a wider
coverage of industries and no industry‘ig»being'left.with

a gap of data on skill-composition of woekes.

To sum-up, the factory lebour share in India has been
declining particularly after the implementation of the
developmental programs. The decline has been largely due- to
- the -change in industry-mix over time. The strategic facters
influencing the labour share appe;.r to be capital/labour
ratio (including technicsl progress: overtime? and skill-

composition of work force in different industries. The
strength of trade-unionism-does not seem to play any role

in influencing the labour share both in different industries
a8 well as over time.



