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Abstract
Allocation of capital, being a finite resource, needs to adopt a well calibrated approach to ensure

that the targeted economic priorities are achieved in an optimal manner. Factor shares of income
reflect the potential economic priorities more sharply than the overall output and the underlying
technical change determines this, given the incident elasticity of substitution. Increase in capital’s
share of income- with capital augmenting technical change - would increase capital productivity
but could lead to job less growth. Increase in labour’s share - with labour augmenting technical
change - would lead to increased wages while increasing production costs, fetters the
competitiveness of the economy. Hence, capital allocation must be nuanced to support the desired
factor’s share in income and the underlying technical change. In the face of technical change that
is not conducive for the economic objective sought - such as increasing capital growth or
increasing wages- policy changes may have to accompany calibrated capital allocation.

Drawing upon received wisdom and theoretical analysis, the study demonstrates that both
magnitude and direction of technical change impact the elasticity of substitution. Changes in
policies and capital allocation should be aligned with the elasticity of substitution to achieve the
targeted economic priorities. At any given point of time, though Capital and Technical change are
exogenous, they impact endogenous processes and growth. The study further demonstrates that
once capital and policy interventions (external factors) are introduced, they are assimilated in the
elasticity of substitution and become endogenous thus illustrating how externalities get subsumed
in endogenous growth models. Capital and Technical change or Policy are non-rival inputs and
are controlled variables till they are introduced and become random once they are introduced,
depending on the incident elasticity of substitution. Hence, they need to be calibrated with the
underlying elasticity of substitution for maximizing outcomes- wealth or profit or welfare- in
terms of factor returns. Elasticity of Substitution is driven by imperfect competition for returns
between factors. Thus, the conjunctive impact of technical change and elasticity of substitution,
therefore, gives us a measure to evaluate effectiveness of capital allocation in achieving economic
priorities. This is an extension to endogenous models. Anchored in these theoretical
underpinnings, this study develops a model with a decision framework incorporating a proposed
Induced Substitution Factor and a Measure of Effectiveness of Capital Allocation to facilitate
informed economic decision making. The study further examines the application of this model in
different economic settings.

Key Words: Technical change, Elasticity of Substitution, Factor shares of Income JEL
Classification: B4; E6
iv.
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