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Chapter 3 showed that productivity growth has been a major factor underpinning growth in average income in Australia over the long term; and that a productivity surge has been a particularly important source of income growth in the 1990s. But what about the distribution of income? What do variations in productivity growth mean for the distribution of income? How have the gains from the 1990s productivity surge been distributed?

This chapter addresses these questions, but only in partial fashion. The focus is on income distribution at a very broad level — namely, between labour and capital income. Effects on wage dispersion, for example, are not considered here (see chapter 5 for further discussion).

The analysis of income distribution in this chapter concentrates on three features.

1. The shares of total income distributed to labour and to capital.

· Changes in factor income shares over the 1990s would indicate an uneven distribution of income gains.

2. The rate of wage and salary payments to labour and the rate of profit earned by capital.

· Increases in rates of pay and profit would indicate the extent to which those engaged in market activities share in income growth.

3. Rates of employment and unemployment.

· These factors indicate the extent to which the working-age population receives income through earnings from work (as well as enjoys non-economic dimensions of living standards, such as a sense of inclusion and economic participation in community life).

These three features are related. The magnitude of labour income, for example, depends on the rate at which labour is paid and the rate at which labour is employed.

The next three sections deal with each of the three features in turn. A fourth section presents a sectoral perspective on the distribution of productivity gains.
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Factor income shares 

This section focuses on labour and capital shares of total income. The ABS measures labour income as total payments to labour (total wages, salaries and supplements
). Capital income is measured as gross operating surplus
 (income before depreciation, interest and taxes). Total factor income is the sum of labour income and capital income. Aside from statistical discrepancies, total factor income equals GDP, less indirect taxes and subsidies on Australian production and imports. 

Concepts of income and cost are used interchangeably in this chapter. Payments to labour and capital are a cost of production, but also a source of income to wage and salary earners and owners of capital.
The labour income share — payments to labour as a proportion of total factor income — provides a convenient measure to track the factor distribution of income. While it indicates the extent to which labour shares in income growth, movements in the capital share can be taken to be equal (but opposite) to movements in the labour share.

Values of the labour income share since the mid-1960s are presented in figure 
4.1. More attention should be paid to movements in the labour income share, than to its levels. The general level may seem too low to many readers. The low level is explained by the inclusion of the ‘mixed income’ of unincorporated enterprises in capital income.
 Some mixed income is more appropriately considered as labour income — compensation for the labour input of owners/partners. But the degree of understatement of the labour income share is likely to be stable, and to have little bearing on trends in the labour income share. (A correcting adjustment is made below, when the field of view shifts from the whole economy to the market sector.
) 

Figure 
4.1 shows that the labour income share was stable from the late 1980s and through the 1990s. It also shows that the annual rate of growth in total income was consistently strong, once through the early 1990s recession. 

The stability in the labour income share through the 1990s means that labour and capital shared proportionately in the strong income growth of the 1990s.

The earlier history shows that stable income shares are not a constant feature. Figure 
4.1 shows that the labour income share rose sharply in the mid-1970s and then declined gradually — albeit with some volatility — before stabilising in the late 1980s. The elevated labour income share was associated with generally lower and more volatile income growth. (The movements in the labour income share in the 1970s and 1980s are examined and explained in the next two sections.)
On the other hand, the 1960s experience was similar to the 1990s experience. The labour income share was relatively stable and income growth was high. The level of the labour income share is slightly lower in the 1990s than in the 1960s. At first glance, this would indicate that production has become more capital intensive. On the other hand, if unincorporated businesses have become more prominent in the economy — which is likely, for example, with the growth in services over a 30 year horizon — it could merely reflect an increase in the proportion of labour income ‘mixed’ in with capital income.

Figure 4
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Labour income share and annual growth in GDPa in the total economy, 1964-65 to 1998-99

Per cent 
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a(GDP is measured at factor cost. The average growth rate is a simple average for the period 1964-65 to 1998-99.
Data source: PC estimates based on ABS data. 
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Productivity and rates of pay and profit

Changes in the rates of payment to labour and capital are one source of change in total payments to factors. They are also of interest in indicating whether, for example, those already in employment share in income gains through the payment of higher wages and salaries. 

The labour income share (LIS) can be transformed mathematically in a way that explicitly identifies the rate of payment to labour. It also introduces an explicit link to productivity. The transformation shows that the labour income share comprises a real hourly average rate of pay component and a labour productivity component (box 
4.1). 

The average rate of pay is measured in real terms as the average hourly rate of payment to labour, deflated by an index of producer prices.
 It is the real cost of payments to labour, from a producer cost point of view, and is referred to as the ‘real product wage’ (RPW). The real product wage differs from the commonly-used real average wage, based on a consumption price deflator (the CPI). The latter form of real wage — termed the real consumption wage in this paper — is examined later in this section.

Labour productivity (LP) is the ratio of real value added (computed with the same index of producer prices) to hours worked.

The essential feature of the transformation is that it shows that growth in the labour income share is equal to growth in the real product wage, less growth in labour productivity. That is, 

(1) 
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where a dot over the variable signifies a proportional rate of growth in that variable.

The equation shows that an increase in the real product wage will raise the labour income share, if it is not accompanied by an equal increase in labour productivity.
 Or, to put it another way, an increase in labour productivity enables the real product wage to increase without raising the labour income share.

It is possible to perform the same transformation of the capital income share to identify a ‘real profitability’ component and a ‘capital productivity’ or output-capital component (box 
4.1). The ‘real profitability’ measure is the ratio of real capital income to net capital stock, where a product price deflator is used to calculate the real value of payments to capital. This is consistent with viewing payments to capital as a production cost to producers.
 In this sense, it can be interpreted as the real cost of a unit of capital.

Real profitability differs conceptually from a conventional ‘rate of profit’, which is measured in current prices as the ratio of gross operating surplus to net capital stock — the dollars received from the dollars invested.
 It is the rate of profit as viewed by the owners of capital. Because this latter profit measure is more conventional and readily understood, it is also reported.

As with the labour side, there is a relationship between the capital income share (KIS), real profitability (RP) and the output-capital ratio (OK). In proportional rate of growth terms:

(2) 
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Implementation of the decomposition of factor income shares

The decomposition of the factor income shares is implemented at two levels — economywide and market sector. Implementation at the market sector level takes advantage of better defined productivity measures at that level. The market sector represents about 60 per cent of the total economy and excludes areas such as public administration and defence, which lack the well-defined output measures needed for productivity calculations. 

However, the market sector implementation is made difficult by the absence of a market sector output price deflator needed to calculate a market sector real product wage and real profitability. The ABS constructs a real output measure for the market sector from real output estimates of constituent industries. It does not deflate a current price estimate of market sector output.

Do not delete this return as it gives space between the box and what precedes it.
	Box 4
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Decomposition of factor income shares

	The labour income share is the ratio of labour compensation to total factor income. A series of modifications to this ratio separately identifies a real wage component and a productivity component.

Labour income share
=
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Similarly, the capital income share can be decomposed in order to separately identify a profit component and a productivity component.

Capital income share
=
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A price deflator was constructed for this paper by taking a weighted average of the implicit price deflators for individual industry sectors (for example, manufacturing and mining) within the market sector (appendix C). It is acknowledged that the constructed price deflator is a potential source of approximation error in the decomposition.

The market sector decomposition was implemented on the basis of market prices (that is, with indirect taxes and subsidies allocated to labour and capital) rather than at factor cost. This was designed to replicate published ABS productivity measures, which use market prices.
Figure 
4.2 shows the labour income share, the real product wage and GDP per labour hour (a broadly defined measure of labour productivity
) for the whole economy. Figure 
4.3 shows the equivalent variables for the market sector. 

Figure 4
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Economywide labour income share, real product wage and GDP per labour hour, 1964-65 to 1998-99 

Index 1997-98 = 100 (LHS) and per cent (RHS)
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Data source: PC estimates based on ABS data.

Figure 4
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Market sector labour income share, real product wage and labour productivity, 1964-65 to 1998-99

Index 1997-98 = 100 (LHS) and per cent (RHS)
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Data source: PC estimates based on ABS data. 

The labour income share for the market sector follows a broadly similar pattern to the labour income share for the whole economy over the entire period.
 However, there was a slight decline in the market sector labour income share over the 1990s of 0.3 per cent a year (table 
4.1).

This indicates that market sector production became slightly more capital intensive over the 1990s. But the absence of change in the labour share for the economy as a whole over the 1990s implies that there was an offsetting expansion, favouring labour, in the non-market sector. This has not been investigated because data on factor income shares in industries outside of the market sector were not obtained for this study. However, the growth in employment in Property and business services (appendix B) is a possible candidate.

Growth rates in the decomposition variables over three major periods since the 1960s are shown in table 
4.1. On the labour side and following equation (1), line 1 is equal to line 2 minus line 3 (aside from rounding errors) and, on the capital side and following equation (2), line 4 is equal to line 5 minus line 6. 

Table 4
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Annual average growth in factor income shares and their decomposition, major periods, 1964-65 to 1998-99

Per cent per year

	
	1964-65 to 1973-74
	
	1973-74 to 1990-91
	
	1990-91 to 1998-99

	
	
Economy
	Market sector
	
	
Economy
	Market sector
	
	
Economy
	Market sector

	Payments to labour
	
	
	
	
	
	
	
	

	1.
Labour income share
	0.8
	0.3
	
	-0.3
	-0.3
	
	0.0
	-0.3

	2.
Real product wage
	3.6
	3.0
	
	1.2
	1.6
	
	2.5
	2.6

	3.
Output per labour houra
	2.8
	2.8
	
	1.5
	1.8
	
	2.5
	2.9

	Payments to capital
	
	
	
	
	
	
	
	

	4.
Capital income share
	-1.0
	-0.4
	
	0.4
	0.4
	
	0.0
	0.5

	5.
Real profitability
	-1.9
	-1.4
	
	-0.5
	-0.5
	
	1.2
	1.7

	6.
Output per unit of capital
	-0.9
	-1.0
	
	-0.9
	-0.8
	
	1.2
	1.3

	7.
Rate of profit
	-2.8
	-2.6
	
	-0.2
	-0.8
	
	1.2
	1.7


a Output per labour hour is equal to GDP per labour hour for the economy as a whole and ‘true’ labour productivity for the market sector.
Source: PC estimates.

The decomposition shows that, while the labour income share was comparatively stable in the 1990s, the real hourly rate of payment to labour (the real product wage) showed strong growth. Figures 
4.2 and 
4.3 indicate that this was especially so, from the mid-1990s. 

The key feature of the 1990s was that labour productivity growth was high and matched the growth in the real product wage. Table 
4.1 shows that labour productivity and the real product wage in the economy both rose at around 2.5 per cent a year. Because their growth rates matched, the labour income share did not rise. However, labour productivity grew faster than the real product wage in the market sector, consistent with the modest decline in the labour income share.

Similarly, while the capital income share was stable in the 1990s, profitability showed historically strong positive growth (figures 
4.4 and 
4.5 and table 
4.1). In analogous fashion to the labour side, an increase in the ratio of output to capital matched the increase in profitability so that there was no change in the capital income share. Real profitability (and the rate of profit) grew at over 1 per cent a year in the 1990s, compared with declines in previous periods.
 In terms of levels, the rate of profit increased over the 1990s from 14.3 to 15.8 per cent in the economy and from 16.0 to 18.4 per cent in the market sector. 

Figures 
4.2 and 
4.3 also reveal the sources of the increase in the labour income share in the mid-1970s — faster growth in the real product wage than in labour productivity. The gap between real wage and productivity growth was referred to at the time as the ‘real wage overhang’.

The labour income share gradually declined thereafter as further growth in the real wage moderated (although there was a further rise in the early 1980s), and growth in labour productivity picked up. (The factors underlying the labour productivity growth and the decline in the labour income share over this period are examined more closely in the next section.)


Figure 4
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Economywide capital income share, real profitability and GDP per unit of capital, 1964-65 to 1998-99

Index 1964-65 = 100 (LHS) and per cent (RHS)
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Data source: PC estimates based on ABS data.

Figure 4
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Market sector capital income share, real profitability and output per unit of capital, 1964-65 to 1998-99

Index 1964-65 = 100 (LHS) and per cent (RHS)
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Data source: PC estimates based on ABS data. 

Again, the 1960s experience was similar to the 1990s experience. Underlying the stable labour income share, there was strong real wage growth, accompanied by strong labour productivity growth.

Payments to labour as income

The above decomposition of the labour income share reflects a treatment of payments to labour as a production cost. The critical feature is the use of producer prices to deflate the nominal average hourly rate of payment to labour in constructing the real product wage. 

However, in thinking of the real value of payments to labour as a source of earned income for those employed, consumption prices, rather than producer prices, are more relevant. As box 
4.2 explains, the real product wage can be decomposed into the more familiar form of average real wage (hourly compensation deflated by an index of consumer prices — termed ‘the real consumption wage’), multiplied by the ratio of consumer to producer prices (termed ‘the labour terms of trade’). The real consumption wage gives a better indication of the command over consumption of goods and services that payments to labour provide.

Do not delete this return as it gives space between the box and what precedes it.
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The real consumption wage

	A consumption price deflator, such as the CPI, is very often used to calculate a real wage measure. This reflects a view of wages and salaries as a source of income to those employed.

The real ‘consumption’ wage can be derived from the real product wage (see box 
4.1) as follows:

Real product wage
=
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=
Real consumption wage x Labour terms of trade

	

	


Figure 
4.6 confirms that, like the real product wage, the real consumption wage increased in the 1990s and, in particular, from the mid-1990s. In fact, figure 
4.6 shows little difference between the product and consumption wages from the mid-1990s (both growing at about 3.8 per cent a year from 1995‑96). Growth in the real consumption wage over the 1990s was 1.9 and 2.1 per cent a year respectively in the economy and market sector.

A gap opened up in the late 1960s and early 1970s when producer prices increased faster than consumer prices (the labour terms of trade declined). This suggests that supply-side cost pressures were more important than demand-side price pressures at the time. Indeed, the demand side was relatively weak.

The gap remained virtually unchanged until the mid-1980s, after which the labour terms of trade increased, with greater moderation in increases in producer prices than in consumer prices. This could be consistent with, for example, producers facing greater competitive pressures in the 1980s and 1990s. Or, there may have been adverse terms of trade effects, lifting the relative prices of imported goods.

Figure 4
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Real product wage, real consumption wage and labour terms of trade for the total economy, 1964-65 to 1998-99

Index 1997-98 = 100
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Data source: PC estimates based on ABS data. 
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The links between wages, productivity and employment

As stated at the start of this chapter, a third major area of interest concerns rates of employment and unemployment. These also influence the magnitude of payments to labour.

Figure 
4.7 shows employment and unemployment rates since the mid-1960s.

· Employment trends over the 1990s were favourable after the major disruption of the early 1990s recession. The employment rate returned to historical highs and the unemployment rate declined.

· Employment conditions deteriorated from the mid-1970s. Unemployment climbed steadily and the employment rate declined marginally. There was, however, marked improvement in both in the mid- to late 1980s.

· Employment conditions were favourable in the 1960s and early 1970s, with high employment and low unemployment.

The links between wages growth, productivity growth and unemployment can be explored by examining the factors underlying changes in the labour income share.

Figure 4
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Workforce unemployment rate and working-age employment ratea, 1964-65 to 1998-99

Per cent
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a(The rate of unemployment is the ratio of the number unemployed to the number in the workforce. The employment rate is the ratio of the number employed to the size of the working age population (15 and over).

Data source: PC estimates based on ABS data.

1972-73 to 1974-75: Increase in labour income share

Like many other economies, the Australian economy was hit by a number of shocks in the mid-1970s. There was a sharp decline in the terms of trade and a reduction in export volumes. On the supply side, real wages climbed markedly. 
The labour income share rose sharply from 1972-73 to 1974-75 as the increase in the real product wage outstripped the increase in labour productivity (figures 
4.2 and 
4.3). Table 
4.2 shows that the labour income share rose by over 5 per cent a year over this period, with increases in the real product wage of 7 per cent a year. 
The real wage rise squeezed profits. A reduction of about 9 per cent a year in real profitability was the major factor behind the reduction in the capital income share over this period. 
However, the increase in the labour income share was not sustained. As pointed out previously, it gradually declined from the mid-1970s, before restabilising at the end of the 1980s.

With the increase in the labour income share resulting from the real product wage growing in excess of labour productivity growth, there are three possible paths toward a ‘correction’ in an elevated labour income share:

· a reversal in the excess rise in real wage growth;

· a lift in labour productivity growth through stronger multifactor productivity growth; or

· a fall in employment growth and an unemployment rise, which by default will raise labour productivity growth.

All three possibilities were evident in Australia at different times. These are now examined.

Table 4
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Accounting for annual average growth in economywide factor income shares, various periodsa, 1964-65 to 1998-99

Per cent per year

	
	1964-65
to
1972-73
	1972-73
to
1974-75
	1974-75
to
1983-84
	1983-84
to
1988-89
	1988-89
to
1993-94
	1993-94
to
1998-99

	Payments to labour
	
	
	
	
	
	

	1.
Labour income share
	0.6
	5.2
	-1.1
	-1.3
	0.2
	0.4

	2.
Real product wage
	3.4
	7.0
	1.2
	-0.9
	1.9
	3.0

	3.
GDP per labour hour
	2.8
	1.7
	2.4
	0.4
	1.7
	2.5

	4.
GDP
	5.1
	2.6
	2.6
	3.9
	2.3
	4.6

	5.
Labour hours
	2.3
	0.9
	0.2
	3.5
	0.6
	2.0

	6.
Average hours
	-0.6
	-1.2
	-0.5
	0.2
	-0.1
	-0.3

	7.
Employment
	2.8
	2.2
	0.7
	3.3
	0.7
	2.3

	8.
Workforce
	3.2
	2.3
	1.7
	2.8
	1.3
	1.6

	9.
Employment rate
	-0.3
	-0.1
	-1.0
	0.5
	-0.6
	0.7

	10.
Unemployment 
	12.9
	0.0
	18.5
	-4.8
	11.5
	-4.7

	11.
Participation rate
	0.7
	0.4
	0.1
	1.0
	0.2
	0.4

	Payments to capital
	
	
	
	
	
	

	12.
Capital income share
	-0.7
	-7.2
	1.7
	1.5
	-0.2
	-0.5

	13.
Real profitability

	-1.7
	-8.9
	0.5
	1.9
	-0.3
	1.0

	14.
GDP per unit of capital
	-1.0
	-1.8
	-1.2
	0.3
	-0.1
	1.5

	15.
GDP 
	5.1
	2.6
	2.6
	3.9
	2.3
	4.6

	16.
Net capital stock
	6.2
	4.5
	3.9
	3.6
	2.4
	3.0

	17.
Rate of profit
	-2.2
	-11.4
	1.0
	1.5
	0.5
	0.8


a The time periods were selected to best illustrate the role of different factors real wage growth in excess of labour productivity growth from 1972-73 to 1974-75; narrowing of the real wage gap through unemployment growth between 1974-75 and 1983-84; a decline in real wages from 1983-84 to 1988-89; and record productivity growth from 1993-94 to 1998-99.

Source: PC estimates.

1974-75 to 1983-84: The unemployment response

A real wage increase that is not matched by labour productivity growth means that an increase in the hourly cost of employing labour is not offset by an increase in output (or total income) generated per hour of labour. Profits are squeezed. Labour becomes more expensive relative to capital, inducing producers to substitute capital for labour. 

In the absence of strong output growth driven by other factors (and as noted above, demand and output growth were both weak from the mid-1970s), employment growth slows and unemployment rises. Figure 
4.7 shows that unemployment increased from the mid-1970s. Part of this unemployment growth can be attributed to the unsustainable rise in real wages — an increase in ‘classical’ unemployment due to an increase in the relative cost of labour.
 However, not all unemployment growth was due to the higher cost of labour. As noted, demand conditions were weak at this time. The collapse in the terms of trade and export volumes would also have contributed to unemployment growth.

Box 
4.3 presents a simplified theoretical case for links between real wages, labour productivity and unemployment (for a given level of unemployment due to other causes). However, it is emphasised that this model presents the case for ‘classical’ unemployment. It is not suggested that this was the only factor contributing to growth in Australian unemployment in the 1970s. Indeed, the level of unemployment remains unexplained by the factors considered in this study.
However, irrespective of its sources, higher unemployment had the effect of raising labour productivity growth. This can be seen in two ways. First, lower or negative labour input growth in the presence of weak output growth means that the ratio of output to labour — labour productivity — rises. The second way is to see labour productivity growth as the sum of capital deepening and multifactor productivity growth (see chapter 3). Reducing the rate of labour input growth can raise the capital-labour ratio and so labour productivity can rise through capital deepening.

The rise in labour productivity helped to reduce the real wage excess and lower the labour income share from the mid-1970s.

The data in table 
4.2 can be used to demonstrate the links between employment trends, labour productivity and the labour income share. All variables are measured in terms of growth rates. Aside from approximation errors, GDP per labour hour is equal to growth in GDP less growth in hours worked (line 3 is equal to line 4 minus line 5); growth in hours worked is equal to growth in average hours plus growth in employment (line 5 is equal to line 6 plus line 7); growth in employment is equal to growth in the workforce plus growth in the workforce employment rate (line 7 is equal to line 8 plus line 9). Overall, line 3 is therefore equal to line 4 minus line 6 minus line 8 minus line 9. Growth in numbers unemployed (line 10) and the participation rate (line 11) are included for information.

Do not delete this return as it gives space between the box and what precedes it.
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Real wages, productivity and unemployment
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	The line Io represents the income produced from a given endowment of Lo units of labour and Ko units of capital. The slope of the line is the capital-labour ratio and the intercepts represent capital and labour productivity (or the inverse of factor intensity). The optimal profit maximising point of production is A, with real wage Wo, and real rate of profit Ro.

Suppose now that there is an increase in the real wage to W1. This induces a shift around the factor price frontier to the point B, via a shift to more capital-intensive production (represented by the steeper slope — higher capital to labour ratio — in the line I1.). With given capital Ko, this can only be achieved by reducing labour input. The rate of profit declines to R1. Thus, with fixed technology and capital inputs, the wage increase leads to unemployment and a lower rate of profit. With unemployment, labour productivity rises.

Suppose instead that, from the initial position at A, there is a (factor-neutral) productivity increase, represented by a shift in the factor price frontier from Fo to F1. The new optimum point is C, at which the real wage rises to W1 and the real rate of profit rises to R2. With a productivity increase, therefore, both wages and the real rate of profit can increase, while both factors remain fully employed. In this case, the productivity improvement sustains employment and the wage rise to W1.

	


The table shows that the employment rate declined at 1 per cent a year. With the workforce still growing at 1.7 per cent a year, this implies strong growth in unemployment — which is confirmed in the table by the 18.5 per cent a year growth in numbers unemployed. The decline in the employment rate of 1.0 per cent a year contributed about two-fifths of the 2.4 per cent a year labour productivity growth over 1974-75 to 1983-84.

The decline in workforce growth and the decline in the employment rate meant that labour productivity grew faster than the real product wage. This was despite slower output growth and despite a further wage hike in the early 1980s (figure 
4.2). (The spike in the labour income share in 1982-83 was due to a stronger reduction in capital income during the recession at that time.) 

The Australian experience of a sharp rise in the labour income share in the mid‑1970s and a gradual decline, associated with rising unemployment, corresponds to the experience of a number of European countries (box 
4.4).

1983-84 to 1988-89: The real wage response

From around 1984, real wages declined under the prices and incomes Accords, leading to a further correction in the labour income share. Table 
4.2 shows the real product wage declined by 0.9 per cent a year, which contributed to the reduction in the labour income share of 1.3 per cent a year — even though growth in labour productivity slowed markedly. The decline in the real product wage accounts for about two-thirds of the decline in the labour income share.

The wage moderation brought improvement in employment conditions. Employment growth increased (with increased participation) and unemployment declined (table 
4.2). The growth in employment, whilst obviously a positive feature in its own right, held down growth in labour productivity. Even though output growth was strong (3.9 per cent a year), its influence on labour productivity growth was largely offset by strong growth in the workforce (2.8 per cent a year) and the employment rate (0.5 per cent a year).

The labour income share returned to around 1960s levels by the late 1980s (figure 
4.3). The gap between growth in the real product wage and labour productivity growth that had opened in the 1970s closed again at that time. This source of ‘classical’ unemployment, due to the high cost of labour, was removed. 

Nevertheless, unemployment (due to other factors) remained high. At 6.6 per cent in 1988-89, the unemployment rate was much higher than it had been in the 1960s.

Do not delete this return as it gives space between the box and what precedes it.
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An international perspective on labour income shares

	Blanchard (1997) examined capital income shares in a number of countries and identified two groups — Continental European countries (France, Italy, Spain and Germany) and ‘Anglo-Saxon’ countries (United States, Canada and the United Kingdom).

These two groups showed quite different movements and trends in capital shares. For the sake of compatibility with the focus in this chapter, these differences are outlined in terms of the labour income share. 

Like Australia, the Continental countries experienced a sharp increase in their labour income shares in the mid-1970s, driven by increases in real wages at a given level of unemployment and productivity. Labour income shares gradually fell during the 1980s and 1990s, as firms substituted capital for more expensive labour. Blanchard also conjectures that there may have been some technological bias toward capital. Unemployment has increased steadily in these countries, as the labour income shares have fallen.

Significantly, labour income shares in Continental countries continued to fall in the 1990s, below the levels that existed in the early 1970s.

In contrast, labour income shares in the Anglo-Saxon countries have remained comparatively constant throughout the decades. Unemployment has also remained relatively low.

It seems that Australia behaved more like the Continental countries in the 1970s and 1980s, but more like ‘Anglo-Saxon’ countries in the 1990s.

The different behaviour of the Continental countries has been put down to differences in labour market and wage setting institutions (Blanchard 1997; Bruno and Sachs 1985; Nickell and Layard 1998). Factors such as the degree of centralisation and co-ordination in bargaining and the flexibility to adjust nominal wages quickly to changing market conditions (for example, absence of automatic indexing and presence of wage recontracting), as well as generosity of unemployment benefits and degree of unionisation, are seen as important.

	

	


1993-94 to 1998-99: The productivity surge

It was after the correction to the labour income share was completed — namely, in the 1990s — that increases in multifactor productivity growth emerged as a source of higher labour productivity growth. If increased MFP growth had come earlier, it could have sustained the real wage increase, and induced a correction in the elevated labour income share.

As previously demonstrated, the productivity growth sustained both growth in real wages and growth in real rates of profit (see also table 
4.2). (A simplified theoretical case for an increase in productivity growth to generate an increase in both real wages and rates of profit is presented in box 
4.3.) Because increased MFP growth accompanied it, the real wage rise did not raise the real cost of employing labour  relative to capital and therefore did not create ‘classical’ unemployment pressure.

Favourable employment trends were achieved in the presence of record MFP growth. Growth in output (underpinned in part by productivity growth and increased spending from the real income growth it produced) was sufficiently strong to raise employment and make inroads into unemployment, which had grown again during the early 1990s recession. 

Table 
4.3 presents a similar growth accounting exercise for the market sector. However, it identifies the contribution of multifactor productivity growth to labour productivity growth rather than employment and unemployment.
 On the labour side, line 3 is equal to line 4 minus line 5 (by definition) and line 3 is also approximately equal to line 6 plus line 7 (see chapter 3). On the capital side, line 10 is equal to line 11 minus line 12, and line 14 is equal to line 15 plus line 16. Growth in output per unit of capital (line 10) does not equal the growth in the output to capital services ratio (line 14). The capital services measure is based on the ‘economic’ rather than ‘financial’ measure of capital input.

As noted before, the income shares and real rates of payments to factors for the market sector are measured in market prices, rather than at factor cost, in order to be consistent with published productivity estimates. This does not affect estimates of growth in factor income shares.

Trend estimates of MFP growth are displayed in table 
4.3 to indicate underlying rates of productivity growth over the selected periods. Since these periods do not correspond to productivity cycles (except 1993-94 to 1998-99), actual estimates do not necessarily give a sound indication of underlying productivity growth.

Table 4
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Accounting for annual average growth in market sector factor income shares, various periods, 1964-65 to 1998-99

	
	1964-65
to
1972-73
	1972-73
to
1974-75
	1974-75
to
1983-84
	1983-84
to
1988-89
	1988-89
to
1993-94
	1993-94
to
1998-99

	Payments to labour
	
	
	
	
	
	

	1.
Labour income share
	0.1
	4.3
	-0.7
	-0.9
	-0.7
	0.2

	2.
Real product wage
	2.6
	8.5
	1.4
	0.5
	1.3
	3.2

	3.
Labour productivity
	2.4
	4.0
	2.2
	1.5
	2.0
	3.1

	4.
Output
	4.6
	3.3
	1.8
	4.7
	1.8
	4.4

	5.
Hours worked
	2.1
	-0.7
	-0.4
	3.2
	-0.2
	1.3

	6.
Capital deepening
	1.4
	1.6
	1.5
	0.6
	1.5
	1.4

	7.
MFP

	
	
	
	
	
	

	
- actual
	1.0
	2.5
	0.6
	0.9
	0.5
	1.7

	
- trenda
	1.5
	1.9
	0.7
	0.6
	0.7
	1.8

	Payments to capital
	
	
	
	
	
	

	8.
Capital income share
	-0.2
	-7.0
	1.3
	1.4
	1.0
	-0.2

	9.
Real profitability
	-1.6
	-7.2
	-0.4
	2.7
	1.1
	1.1

	10.
Output per unit of capital
	-1.4
	-0.2
	-1.7
	1.3
	0.1
	1.4

	11.
Output
	4.6
	3.3
	1.8
	4.7
	1.8
	4.4

	12.
Net capital stock
	6.1
	3.6
	3.5
	3.3
	1.7
	3.0

	13.
Rate of profit
	-2.2
	-10.9
	-0.3
	1.7
	1.5
	0.9

	14.
Output per unit of capital 

  services
	
-1.3
	
-0.1
	
-2.1
	
0.0
	
-1.5
	
-0.3

	15.
Capital deepening
	-2.3
	-2.7
	-2.8
	-0.9
	-2.1
	-2.0

	16.
MFP
	1.0
	2.5
	0.6
	0.9
	0.5
	1.7


a Based on unpublished ABS estimates of trend MFP.

Source: PC estimates.

The market sector results are broadly consistent with the economywide results, although they differ in terms of magnitudes in some periods. For example, the much slower growth in output per labour hour in the economy as a whole, compared with the market sector, in 1972-73 to 1974-75 is likely due to the rapid expansion in public sector services. The importance of employment influences on labour productivity growth from the mid-1970s to the late 1980s can be seen in the variations in growth in hours worked.

Labour productivity growth also comprises contributions from capital deepening and MFP growth. Capital deepening was relatively constant throughout, except in the late 1980s, when the employment expansion reduced the capital-labour ratio.

MFP growth made a relatively weak contribution to labour productivity growth from the mid-1970s to the mid-1990s. However, it accounted for over a half (1.7 percentage points) of the 3.1 per cent a year labour productivity growth over 1993-94 to 1998-99. 

The increase in the output-capital ratio is also linked to improved multifactor productivity.
 Like labour productivity, there is a capital deepening component and an MFP component. The acceleration in MFP was the major factor behind the increase in the output-capital ratio in the 1990s.

In short, the labour productivity gains of the 1990s were based on efficiency (MFP) gains, rather than adverse employment trends (as happened in the late 1970s and early 1980s). The MFP gains of the 1990s had a neutral effect on the relative flows of income and rates of payment to the factors of production. It also appears to have had a positive, rather than a negative, influence on the employment of labour.

4
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An industry perspective

Examination of trends in industry sectors can provide further insight into the distribution of factor income. Details of sectoral trends are presented in appendix C, while the main features are presented here.

Labour income shares

Figure 
4.8 shows the growth in labour income shares in industry sectors over the period 1974-75 to 1998-99. (Sectoral productivity estimates for years prior to 1974‑75 are not available.) Sectoral growth in the labour income share is also decomposed into growth in sectoral real product wages
 and growth in sectoral labour productivity. Industry sectors are displayed in descending order of labour productivity growth over the period.

Two sectors — Communication services and Electricity, gas and water — show comparatively large reductions in labour income shares. This suggests that these sectors have moved to more capital-intensive production since the mid-1970s. In the case of Communication services, this is predominantly due to strong capital growth (5 per cent a year average growth in net capital stock). In the case of Electricity, gas and water, a reduction in labour input (1.7 per cent a year average reduction in employment) was the main factor behind the rise in capital intensity.

Changes in labour income shares in other sectors fall in a relatively narrow band around zero, with both positive and negative readings. There is no particular association between the strength of labour productivity growth and the change in labour income share. It is the relativity between real product wage growth and labour productivity growth that determines the change in the labour income share.

At the aggregate level, the labour income share declined from 1974-75 through to the late 1980s and remained stable in the 1990s. The same general pattern is evident in the sectoral results.

Figure 
4.9 shows sectoral changes for two periods — before 1988-89 and after 1988-89. The year 1988-89 corresponds to the time of the restoration of the labour income share at the aggregate level and the boundary between periods used in the aggregate analysis in the previous section.

The figure shows observations of sectoral rates of productivity and wage growth. If these rates of growth were equal, there would be no change in the labour income share, and the observation would fall on the 45-degree line. Observations above the 45-degree line show increases in the labour income share, since wage growth is in excess of productivity growth. Conversely, observations below the line involve productivity growth in excess of wage growth and, therefore, decreases in labour income shares.

Over the period 1974-75 to 1988-89, Agriculture was the only sector showing an increase in labour income share. Over the 1990s, there was more of a spread of industry sectors around the 45-degree line, which is consistent with the stability in the labour share at the aggregate level. 

Moreover, there was generally stronger growth in labour productivity in the second period. But, generally, higher labour productivity growth was also associated with higher real product wages. There were only small changes in the labour income share. The correlation between labour productivity growth and growth in real product wages is examined further below.


Figure 4
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Average annual rate of growth in labour income share, real product wage and labour productivity, industry sectors, 1974-75 to 1998-99 

subtitle
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Annual average growth in the real product wage and labour productivity 

Per cent per year 

	
1974-75 to 1988-89
1988-89 to 1998-99
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	ACR
Accommodation, cafes and restaurants

AGR
Agriculture

COM
Communication services

CON
Construction

CRS
Cultural and recreational services

EGW
Electricity, gas and water

F&I
Finance and insurance
	MAN
Manufacturing

MIN
Mining

MKS
Market sector

RET
Retail trade

T&S
Transport and storage

WHT
Wholesale trade


Data source: PC estimates based on ABS data.

Sources of labour productivity growth

It has been pointed out in chapter 3 and earlier in this chapter that labour productivity growth has a capital deepening component and an MFP growth component.

Figure 
4.10 shows that, in general, there is comparatively little variation across industries in the contribution to labour productivity growth from capital deepening (see appendix C for detail on sub-periods). Variation in labour productivity growth tends to be correlated with variation in MFP growth.

In the 1990s, however, capital deepening made a stronger contribution in a number of industries — particularly in Mining and Electricity, gas and water (appendix C).




Figure 4
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Average annual rate of growth in labour productivity, capital deepening and MFP, 1974-75 to 1998-99


Distribution of productivity gains

The industry perspective can also be used to examine how sectoral productivity growth has translated into higher wages, higher profits or lower prices. For this purpose, the prime interest is in how MFP gains have been distributed. 

The distribution is examined in terms of the real consumption wage, the rate of profit — the ratio of gross operating surplus to net capital stock at current prices — and industry-specific prices. Distribution is therefore examined from the viewpoint of beneficiaries — those employed, the owners of capital and purchasers.

Figures 
4.11 and 
4.12 display growth in sectoral MFP, the real consumption wage, the rate of profit and industry-specific prices over two periods — 1974‑75 to 1988‑89 and 1988-89 to 1998-99. 

There are several noteworthy features in these figures, which are also supported by correlation coefficients displayed in table 
4.4.

· There is comparatively low variation in the real consumption wage growth across industries (except for Agriculture) and the correlation between real consumption wage growth and MFP growth is relatively weak.

· There is stronger correlation between MFP growth and growth in the rate of profit, especially in the earlier period. (Profitability increased at the aggregate level, particularly in the latter part of the 1980s — see figure 
4.5.)

· There is strong negative correlation between MFP growth and sectoral growth in prices — particularly in the 1990s.

Table 4
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Correlation coefficients between sectoral MFP growth and growth in wages, profits and prices

	
	1974-75 to 1988-89
	1988-89 to 1998-99
	1974-75 to 1998-99

	Real consumption wage
	0.48
	-0.57
	.0.31

	Rate of profit
	0.77
	0.41
	0.77

	Prices
	-0.59
	-0.90
	-0.82


Source: PC estimates.

The real consumption wage uses a common price deflator across industries — the CPI. Therefore, the variation in growth in sectoral real consumption wages also represents the variation in growth in nominal wage rates across industries. The low variation in sectoral real consumption wages suggests that there is little variation in nominal wage increases across industries — even in the presence of marked differences in MFP growth.

On the basis of the correlations, it appears that relative strength in productivity growth went into restoring industry profit growth in the earlier period. Profit growth was relatively large in Communication services and Electricity, gas and water — two industries dominated by government business enterprises. Stronger profit growth could be consistent with increased commercialisation and dividend requirements in these industries. The correlation with profit growth was not so evident in the 1990s.

The high negative correlation with prices suggests that a good deal of sectoral MFP growth has gone into holding down price growth, relative to other industries. The much stronger correlation in the 1990s could be consistent with greater competitive pressure to pass on productivity increases in the form of lower relative prices (IC 1997a).

The impact of MFP growth on prices explains the divergence observed earlier between the relatively strong correlations between labour productivity growth and real product wages, on the one hand, and the weak correlations between productivity growth and real consumption wage growth, on the other hand. The variations in real product wages come more from variations in industry-specific prices growth, rather than variations in nominal wage growth.

Thus, while productivity growth has been important for general growth in real wages and profitability, industry variations in productivity growth have not translated as readily into wage growth differentials. In short, industries with higher productivity growth have not tended to increase wages by more. Rather, industry variations have tended to translate into price differentials. Industries with the highest productivity growth have been able to pay the going wage increases, take a little in profits, but mostly lower their relative prices — and more so in the 1990s, than in the past.

There are several possible explanations for the lack of variation in wage growth. Wage determination processes could be maintaining wage relativities, or changes in industry demands for labour could have been met by changes in supply. Further research is needed to provide an explanation.

Figure 4
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Average annual growth in multifactor productivity, real consumption wage, rate of profit and pricea, industry sectors, 1974-75 to 1988-89

Per cent per year

	Multifactor productivity
	Real consumption wage
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a Industry price growth is measured by changes in industry-specific price deflators for value added.
Data source: PC estimates based on ABS data. 
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Average annual growth in multifactor productivity, real consumption wage, rate of profit and pricea, industry sectors, 1988-89 to 1998-99

Per cent per year

	Multifactor productivity
	Real consumption wage
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a Industry price growth is measured by changes in industry-specific price deflators for value added.
Data source: PC estimates based on ABS data. 
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Assessment 

The key findings in this chapter are these:

· There was consistently strong growth in total income in the 1990s, once through the early 1990s recession.

· Income and productivity gains of the 1990s were distributed evenly between labour and capital.

· The labour (and therefore capital) share in total income remained broadly constant over the 1990s at the economywide level.

· There was, however, a slight reduction in the income share (at 0.3 per cent a year) in the market sector.

· The real wages and profit rates both increased over the 1990s.

· The 1990s did bring recession but, after the recovery, there was ongoing employment growth and reduction in unemployment.

· These favourable employment trends were achieved in the presence of record productivity growth and strong growth in real wages.

The 1990s combination of achievements — growth in real rates of pay and profits and expansion in employment and reduction in unemployment — contrasts with the experience of much of the 1970s and 1980s, when there was slower growth in real wage rates (after a hike in the mid-1970s), reductions in profitability and growth and persistence in unemployment.

Strong productivity growth is the key factor distinguishing the 1990s experience from that of the 1970s and 1980s. Growth in labour productivity is needed to sustain growth in real wages. History shows that this can be achieved in two ways — through weak employment growth and higher unemployment — as in the 1970s and early 1980s — or through higher efficiency (MFP) gains — as in the 1990s. The higher efficiency path not only avoids the adverse total employment consequences, but also generates more income to distribute.
There has been some bias in the distribution of income against labour in Communication services and Electricity, gas and water. This would have contributed to the slight bias against labour for the market sector in the 1990s. However, the lack of bias for the economy as a whole implies that there has been some bias in favour of labour in the non-market sector. Although it cannot be analysed because of lack of data, the Property and business services sector is a possible candidate, in view of its strong employment growth (appendix B).

Productivity growth can be distributed in three non-exclusive ways: higher wages, higher profits or, with lower unit costs, through lower output prices. Sectoral differences in productivity growth have translated predominantly into relative price declines, particularly in the 1990s. There was some link to relative profits, but industry differences in wages were only very weakly linked to industry differences in productivity performance. The strong price effects in the 1990s are consistent with there being stronger competition in product markets in the 1990s.

� More precisely, payments to labour are measured as the total compensation to labour in the form of wages, salaries and supplements, plus employers’ social contributions, for example, workers’ compensation premiums.


� Published data on gross operating surplus also includes gross mixed income of unincorporated enterprises (owner-operator businesses). Gross mixed income includes both a labour compensation element (returns on labour input) and capital element (operating surplus on capital inputs). Mixed income is apportioned to labour and capital components in the market sector analysis reported below, but not for the total economy.


� See footnote 2.


� A comparison of labour income shares in the market sector with and without the allocation of mixed income supports the view that allocation makes little difference to the estimation of trends in the labour income share. There are some differences relating to the mid-1970s to the early 1980s, but little difference for the 1990s.


� Whilst there are some differences, the inspiration for the decomposition of the labour income share comes from Bosworth and Perry (1994).


� More fully, the real product wage is the total compensation to employees (wages, salaries and supplements, plus employer social contributions), divided by total hours worked, and deflated by an output price deflator. The GDP deflator is used for the whole economy and, as stated later in the text, a price deflator was constructed for use with market sector data.


� The decomposition of the labour income share bears similarities to ‘unit labour cost’ assessments. Unit labour cost calculations typically compare nominal wage movements with labour productivity movements. However, the decomposition of the labour income share presented here compares real wage movements with labour productivity movements.


� Another way of expressing the decomposition of both the labour and capital shares is that, from the producer’s cost point of view, the factor cost shares are a function of the real rate of payment to factors (measured in terms of prices received for output) and the factor intensity of production.


� Strictly, the rate of profit would be the dollars received this period from the dollars invested at the start of the period.


� Strictly, labour productivity is only well-defined for the market sector. Consequently, labour productivity for the whole economy is referred to as GDP per labour hour.


� There is a difference in levels of the labour income share between figure � LINK Word.Document.8 "\\\\NCH1\\groups\\DEVELOPE\\Distribution of gains\\drafts\\current drafts\\chapter4.doc" OLE_LINK17 \a \t �4.2� (total economy) and figure � LINK Word.Document.8 "\\\\NCH1\\groups\\DEVELOPE\\Distribution of gains\\drafts\\current drafts\\chapter4.doc" OLE_LINK4 \a \t �4.3� (market sector). For example, the labour share in the 1990s is in the range 53.3 to 54.6 per cent in figure � LINK Word.Document.8 "\\\\NCH1\\groups\\DEVELOPE\\Distribution of gains\\drafts\\current drafts\\chapter4.doc" OLE_LINK17 \a \t �4.2� and in the range 57.1 to 59.1 per cent in figure � LINK Word.Document.8 "\\\\NCH1\\groups\\DEVELOPE\\Distribution of gains\\drafts\\current drafts\\chapter4.doc" OLE_LINK4 \a \t �4.3�. A large part of the difference is due to adjustments made for mixed-income in unincorporated businesses (see footnote 2). Mixed income has been allocated to labour and capital for the market sector analysis, but not for the total economy analysis. 


� Growth in real profitability and growth in the rate of profit diverge when growth in capital prices and producer prices diverge. The divergence between the two measures shown in table � LINK Word.Document.8 "\\\\nch1\\groups\\DEVELOPE\\Distribution of gains\\drafts\\current drafts\\chapter4.doc" "OLE_LINK6" \a \t �4.1� implies that, in earlier periods, capital prices increased faster than producer prices.


� Bosworth and Perry (1994) state that a rising labour terms of trade in the US was due to the focus of production on investment goods (especially computers) and services that had falling relative prices, and the focus of consumption on goods and services with rising relative prices. Changes in indirect taxes on production and consumption could also affect the labour terms of trade.


� Empirical studies have confirmed the negative relationship between real wages and aggregate employment. For a recent survey, see Webster (2000).


� Yet another way of putting it is that, because of the decreasing marginal productivity of labour, the average product of labour rises when employment is reduced.


� Growth in the unemployment rate can be computed as line 10 minus line 8. The annual percentage point increase in the unemployment rate is approximately equal to the negative of the growth in the employment rate (minus line 9).


� The factor income shares are as provided by the ABS for the market sector. The rates of payment to factors were derived by applying the factor income shares to the published output series.


� The financial measure is used at line 10 to preserve the decomposition of the capital income share.


� The relationship between capital deepening, MFP and growth in the output-capital ratio holds strictly for the capital services measure shown in table � LINK Word.Document.8 "\\\\NCH1\\groups\\DEVELOPE\\Distribution of gains\\drafts\\current drafts\\chapter4.doc" "OLE_LINK19" \a \t �4.3�.


� Sector-specific price deflators are used to calculate sector real product wages.
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