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Three Ways to Full Employment 
Michael Kalecki, 1944  
 

 

The purpose of this paper is to discuss the methods of achieving and 
maintaining full employment in a capitalist society. We shall 
consider throughout a closed economic system. This does not mean 
that  we  neglect  the  problems  of  foreign  trade  in  the  discussion  of  
full employment, which present perhaps the greatest practical 
difficulties.  They  will  be  dealt  with  in  a  separate  study.  Here,  
however, we abstract from them in order to make clear the 
fundamental theoretical problems of full employment. Similarly we 
abstract from the question of mobility of labour, winch again is examined in a special 
article. For the present it may he assumed that working time is variable within certain 
limits, which provides a sufficient elasticity in labour supply in the short period, while 
in the longer period one may rely on retraining of labour to restore equilibrium when the 
structure of demand changes. 

First and foremost we shall deal in this article with the generation of effective demand 
adequate to secure and maintain full employment. Secondly we shall have to consider 
the problem of private investment in such a system in the short period and in the long 
run. 

As the title indicates, we shall distinguish three ways to achieve and maintain full 
employment: 

 By Government spending on public investment (e.g. schools, hospitals, highways, 
etc.), or on subsidies to mass consumption (family allowances, reduction of indirect 
taxation, subsidies to keep down the prices of necessities)—provided that this spending 
is financed by borrowing. We shall call this method shortly Deficit Spending. 

 By stimulating private investment (through a reduction in the rate of interest, lowering 
of income tax or other measures assisting private investment). 

 By redistribution of income from higher to lower income classes. 

We shall argue that the second method, i.e. stimulating private investment, is not 
satisfactory, but that both the first method and the third method provide adequate means 
to maintain full employment. 

 

I. DEFICIT SPENDING 
 

Deficit Spending generates effective demand in the following way. The Government 
undertakes public investment which does not compete with private enterprise (e.g. it 
builds schools, highways, hospitals and so on), or it subsidizes mass consumption (by 
paying family allowances, reducing indirect taxation or paying subsidies to keep down 
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prices of necessities). This expenditure is financed by borrowing, and therefore does not 
involve curtailing private investment (provided the rate of interest is kept constant) or 
non-subsidized consumption and thus creates an additional effective demand. 

It should be noted that the rise in incomes causes after some time an increase in the tax 
revenue so that the final Budget deficit is lower than the increase in Government 
expenditure. 

The fundamental questions related to creating employment by deficit spending have 
been widely discussed in recent years. Nevertheless it seems useful to restate the main 
points of the discussion. These points are: (1) Where does the money come from? (2) 
Will such a policy not inevitably raise the rate of interest and thus affect adversely 
private investment? (3) If the rate of interest does not increase, will deficit spending not 
create inflation? (4) If the Budget deficit is a permanent feature: how can the burden of 
the increasing National Debt be tackled ? 

 

FUNDAMENTAL PROBLEMS 

Where does the money come from? 

Although it has been repeatedly stated in recent discussions that the Budget deficit 
always finances itself—that is to say, its rise always causes such an increase in incomes 
and changes in their distribution that there accrue just enough savings to finance it—the 
matter is still frequently misunderstood. We shall therefore demonstrate this 
fundamental theorem in the Budget deficit theory by 
means of a diagram. The left hand column on the diagram 
represents the national expenditure, i.e. the sum of 
Government expenditure, private expenditure on 
investment for replacement and expansion of capital (all 
purchases of new fixed capital plus changes in working 
capital and stocks), and expenditure on personal 
consumption. It is easy to see that in a closed economy in 
a given period this expenditure must be equal to the sum 
of  wages,  salaries,  profits1 (gross  of  depreciation)  and  
indirect taxation. For the price of any object bought will 
be fully accounted for by these four items. Therefore the 
column on the right representing the sum of these four 
items  for  the  economy  as  a  whole  is  equal  to  the  column  on  the  left  representing  the  
national expenditure. The right hand column is divided according to the use which is 
made of incomes. There is first taxation, both indirect and direct, paid by firms and 
individuals; next there is personal consumption; and the residual is saving gross of 
depreciation. For, if from the aggregate gross income plus indirect taxation we deduct 
all taxation and personal consumption, the remainder is saving gross of depreciation. 

The shaded area in the left hand column represents the excess of Government 
expenditure over taxation, i.e. the Budget deficit, and it follows directly from the 
consideration of the diagram that Budget deficit plus gross private investment equals 

                     
1 Inclusive of rent and interest. 
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gross savings.2 If we deduct from both sides of this equation depreciation, we see that 
the relation holds good if we substitute net savings for gross savings and net investment 
for gross investment, hi other words, net savings are always equal to Budget deficit plus 
net investment: whatever is the general economic situation, whatever the level of prices, 
wages or the rate of interest, any level of private investment and Budget deficit will 
always produce an equal amount of saving to finance these two items. Thus the question 
how it is possible to increase Government expenditure if the expenditure on private 
investment and personal consumption is cut, is answered by the fact that there will 
always be such an increase in incomes as to create an increase in savings equal to the 
increase in the Budget deficit. 

The Rate of Interest  

Is it, however, not wrong to assume that private investment will remain unimpaired 
when the Budget deficit increases? Will not the rise in the Budget deficit force up the 
rate of interest so much that investment will be reduced by just as much as the Budget 
deficit is increased, thus offsetting the stimulating effect of Government expenditure on 
employment? The answer is that the rate of interest may be maintained at a stable level 
however  large  the  Budget  deficit,  given  a  proper  banking  policy.  The  rate  of  interest  
will  tend  to  rise  if  the  public  do  not  absorb  the  Government  securities,  by  the  sale  of  
which the deficit is financed, but prefer to invest their savings in bank deposits. And if 
the banks, lacking a sufficient cash basis (notes and accounts in the Central Bank), do 
not expand their deposits and buy Government securities instead of the public, then 
indeed the rate of interest must rise sufficiently to induce the public to invest their 
savings in Government securities. If, however, the Central Bank expands the cash basis 
of the private banks to enable them to expand sufficiently their deposits, while 
maintaining the prescribed cash ratio, no tendency for a rise in the rate of interest will 
appear. 

We have considered so far the rate of interest in general. The actual position is a little 
more complicated because we must distinguish between the rate on short-term and long-
term assets. Even if the banks expand their deposits sufficiently to satisfy the demand of 
the public at a given level of the short-term rate of interest, they may absorb short-term 
assets while the Government is issuing long-term bonds. The long-term rate would then 
rise in relation to the short-term rate to such an extent that the public is prepared to 
absorb the bonds issued currently by the Government. This, however, may be dealt with 
easily by an appropriate issue policy of the Government. A good example is provided 
by the policy of the British Government during this war. The Government has long- and 
medium-term bonds, bearing 2½ to 3 per cent interest, on tap. The public buy out of 
their savings as many of these bonds as they choose and the rest of the deficit is covered 
by an increase in floating debt, i.e. by the issue of short-term securities. In this way both 
the long-term and the short-term rate of interest are kept constant (the constancy of the 
latter is,  of course,  based on the policy of the Bank of England).  The same method of 
keeping interest rates constant can be followed in peace-time. There is nothing peculiar 
in the war-time situation which makes this method easier than where a Budget deficit is 
used for financing public investment or subsidizing mass consumption. We may thus 
                     
2 We have tacitly abstracted in the above argument from transfers, i.e. Government expenditure on doles, 
pensions, interest on the National Debt, etc. But the argument holds good if we include transfers both in 
the national expenditure (as a part of Government expenditure) and in the national income (alongside 
wages, salaries, and profits). 
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conclude that, provided the Central Bank expands the cash basis of the private banks 
according to the demand for bank deposits, and that the Government issues long- and 
medium-term bonds on tap, both the short-term and the long-term rates of interest may 
be stabilized whatever the rate of the Budget deficit. 

The Danger of Inflation 

If the rate of interest is kept constant, will not the increasing Budget deficit cause 
inflation, i.e. a vicious spiral of prices and wages? The reply is that inflation will result 
only if effective demand increases so much that a general scarcity of labour or 
equipment (or both) arises. Up to a point the short-period supply curves are horizontal 
or mildly rising for most commodities. But, when effective demand increases 
significantly beyond this point, the steeply upward sloping parts of the short-period 
supply curves become relevant. As a result there is a general increase in prices out of 
proportion with average prime costs, and in this way the vicious spiral of prices and 
wages is started. In order to avoid inflation the Government must, therefore, be careful 
not to push their deficit spending beyond the mark indicated by full utilization of labour 
and equipment. 

It  is  thus  evident  that  a  prerequisite  of  full  employment  is  a  proper  relation  between  
existing equipment and available labour. The volume of equipment must be adequate to 
employ  the  available  labour  and  still  allow  for  reserve  capacities.  If  the  maximum  
capacity of equipment is inadequate to absorb the available labour, as will be the case in 
backward countries, the immediate achievement of full employment is clearly hopeless. 
If the reserve capacities are non-existent or insufficient the attempt to secure full 
employment in the short run may easily lead to inflationary tendencies in large sections 
of the economy because the structure of equipment does not necessarily match the 
structure of demand. And even if the structure of equipment is matched with that of full 
employment demand in the initial position the deficiency of reserves will cause trouble 
when shifts in demand occur subsequently. . 

In an economy where plant is scarce it is thus necessary to have a period of 
industrialization or reconstruction during which the existing equipment is expanded at a 
rather high rate. In this period it may be necessary to have controls not unlike those used 
in war-time. Only after the process of capital expansion has proceeded sufficiently far is 
a policy of full employment of the kind described above possible. 

Another phenomenon may still arise in full employment which, although it is not 
inflation in the above sense, resulting from the disproportion between demand for and 
supply of consumption goods, may cause a continuous increase in prices. In a state of 
full employment the bargaining power of trade unions will be very strongly enhanced. 
Thus there may be a spontaneous tendency for money wage rates to increase which 
leads to a rise in prices and the cost of living; this in turn leads to a secondary rise in 
wages and so on. 

In so far as the rise in wage rates is equal to the increase in productivity of labour the 
problem of the ‘vicious spiral’ does not arise, because wage costs per unit of output will 
remain  stable  and  thus  there  will  be  no  reason  for  a  rise  in  prices.  If,  however,  wage  
rates increase more than the productivity of labour, arrangements must be made to 
prevent prices running away. If no such steps are taken the workers as a whole do not 
benefit;  for  the  increase  in  money wage  rates  will  be  offset  by  the  consequent  rise  in  
prices. In addition, a quick upward movement of prices will be a disturbing feature in an 
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economy of full employment. How money wages can be raised without causing a rise in 
prices is outlined in the section on ‘Redistribution of Income’. For the present it is 
sufficient to mention that a rise in real wage rates, greater than an accompanying rise in 
productivity, in an economy of full employment must involve a curtailment of 
investment or consumption of non-wage earners. For otherwise the aggregate demand 
would exceed the aggregate supply and thus either prices would finally rise, or if prices 
are controlled, shortages and haphazard distribution would ensue. 

The Burden of the Debt 

If full employment is maintained by deficit spending, the National Debt will expand 
continuously, and the ‘burden’ of interest upon it will tend to rise. Will not this 
increasing  ‘burden’  set  a  limit  to  deficit  spending  as  a  means  to  full  employment?  It  
may be well to begin by clearing up two popular misconceptions concerning the 
‘burden’ of the Debt. 

In the first place interest on an increasing National Debt (as indeed on all the Debt) 
cannot be a burden to society as a whole because in essence it constitutes an internal 
transfer. Secondly, in an expanding economy this transfer need not necessarily rise out 
of proportion with the tax revenue at existing rate of taxes. The standard rate of income 
tax necessary to finance the increasing amount of interest on the National Debt need not 
rise if the rate of expansion of the national income is sufficiently high, as a result of the 
increase in working population and technical progress. However, even if we abstract 
from this factor, it is fairly easy to devise a system of taxation to service the Debt which 
will not involve any disturbances in output and employment. 

Imagine,  for  instance,  that  the  interest  on  the  National  Debt  is  financed  by  an  annual  
capital tax, levied on firms and person (shares and debentures being excluded from the 
valuation  of  wealth  to  avoid  a  double  taxation  of  the  capital  of  firms).  The  current  
income  after  payment  of  capital  tax  of  some  capitalists  will  be  lower,  and  of  some  
higher, than if the interest on the National Debt had not increased. But their aggregate 
income will remain unaltered, and their aggregate consumption will not be likely to 
change significantly. Further, the profitability of investment is not affected by a capital 
tax because it is paid on any type of wealth. Whether an amount is held in cash or 
Government securities or is invested in building a factory, the same capital tax is paid 
on it, and thus the comparative advantage is unchanged. And if investment is financed 
by borrowing its profitability is clearly not affected by a capital tax, because borrowing 
does not mean an increase in wealth of the investing entrepreneur. Thus neither 
capitalists’ consumption nor the profitability of investment is affected by the rise in the 
National Debt, if interest on it is financed by an annual capital tax. 

We shall now consider the order of magnitude of such a tax. If we imagine that the tax 
is imposed to finance the interest on the National Debt incurred after a certain fixed date 
(the interest on the ‘old debt’ being already accounted for in the Budget), the relevant 
average interest on the National Debt may be assumed to be in Great Britain about 2 per 
cent. This is approximately the present average cost of (short-term and long-term) 
borrowing and there is no reason to assume that it would increase in future.3 The rate of 
                     
3 The Government can continue to have on tap long-term and medium-term issues and finance the rest by 
floating debt. It is true that the cost of borrowing will increase if sales of long- and medium-term issues 
rise in proportion to the Budget deficit, but then nothing prevents the Government from reducing the rate 
of interest on these issues. 
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the annual capital tax will thus be substantially lower than 2 per cent, because the tax to 
finance the interest on the ‘extra debt’ will be collected from all types of privately 
owned capital, of which the ‘extra debt’ constitutes only one item, if, for instance, this 
‘extra debt’ were to rise to one half of all privately owned assets the annual capital tax 
would amount to 1 per cent.4 

As an alternative to a capital tax, it is possible to devise a modified income tax, the 
influence of which upon the national economy as a whole would be more or less 
equivalent to that of a capital tax. Income tax, as opposed to a capital tax, reduces the 
net rate of profit, thus weakening the inducement to invest. The following modification 
may remove this adverse effect. Imagine that income tax is charged on gross income, 
i.e. before deduction of wear and tear. On the other hand all investment in fixed capital, 
whether for the sake of replacement or expansion, is deducted from the taxable amount. 
(If it exceeds the taxable income the excess is carried over for deduction in subsequent 
years.)  It  is  easy to show that such a tax does not affect  the rate of profit  expected on 
new investment. 

Indeed, suppose that an entrepreneur expects for each £100 invested in fixed capital a 
gross profit of £10 per annum. One shilling in the £ of income tax reduces this expected 
profit to £9½ per annum. But by investing £100 the entrepreneur gets a £5 reduction in 
his current income tax and thus the cost of investment is reduced to £95. Consequently 
the expected gross rate of profit is the same 10 per cent per annum as if the tax were not 
in existence. 

 

DEFICIT SPENDING AND INVESTMENT 

How Much Private Investment? 

Having considered the possible objections to achieving lasting full employment by 
deficit spending, we shall now examine in more detail the functioning of such a system. 
Its principle is that the Government increases expenditure on public investment and 
subsidies to mass consumption, without changing the tax rates, up to a point where the 
effective demand created directly and indirectly by this spending (through the rising 
incomes) establishes full employment. Given that the Government keeps employment at 
this level, what will happen to private investment? Firstly, will private investment 
remain subject to cyclical changes? Secondly, what should be the ‘equilibrium’ level of 
private investment? 

It  is  evident  that  the  development  of  private  investment  under  a  regime  of  full  
employment will be steady. Violent cyclical fluctuations of investment under laisser-
faire are due to violent fluctuations in profits.5 In full employment, however, output and 
                     
4 The above argument still requires some elucidation. It seems reasonable to deduct the capital tax from 
income before income tax is paid. For instance, if an asset yields 4 per cent and the capital tax is 1 per 
cent, the income of 3 and not 4 per cent would be subject to income tax. This causes, of course, a certain 
reduction in the average yield of income tax, but this is offset by the income tax yielded by the interest on 
the National Debt. If the National Debt increases, the national income being constant, and the interest on 
National Debt is financed by a capital tax, the aggregate yield of income tax is unchanged. It is true that it 
is being reduced by the increasing amount of capital tax, but it is being pro tanto raised by the increasing 
interest on National Debt. 
5 The causation is actually double-sided : a fall in investment causes a fall in effective demand and profits 
and this in turn leads to a new decline in investment. 
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profits will show only long-term changes resulting from the increase in population6 and 
increasing productivity of labour.7 There may, of course, be accidental fluctuations in 
the rate of private investment, for instance as a result of discontinuous technical 
progress. Such accidental fluctuations can best be neutralized by an appropriate timing 
of public investment. 

The question of the ‘equilibrium’ level of private investment at which we should aim in 
the regime of full employment requires some preliminary remarks about the concept of 
the degree of utilization of equipment, by which we mean the ratio of actual output to 
the maximum capacity of equipment. The degree of utilization must be neither too small 
nor too great. If it is too small there will be unused capacities winch mean waste of 
productive resources; in the other case the reserves of equipment will be too small to 
provide sufficient elasticity for adjustments. 

Let  us  imagine  now  that  we  start  from  a  position  where  the  degree  of  utilization  of  
equipment is at what we consider a desirable level. It follows that in the next period we 
want this degree of utilization to be maintained. But in the next period our full 
employment output will be higher, on account of the increase in the working population 
and in productivity of labour (as a result of technical progress). Thus to maintain the 
degree of utilization of equipment the capacity of the latter must expand proportionately 
to the increase in working population and productivity of labour. This gives us the clue 
to what should be the level of private investment. Private investment must be at a level 
adequate to expand the capacity of equipment pari passu with the increase in working 
population and productivity of labour, i.e. proportionately to full employment output.8 

In the case of an increase in working population this statement is obvious, but it requires 
perhaps some explanation in the case of a rise in the productivity of labour. Imagine that 
an old machine is replaced by a new one requiring less labour to produce a given output. 
The supply of labour thus increases proportionately to the rise in average productivity, 
and if full employment is maintained a proportionate expansion in the capacity of 
equipment is necessary if no increase in the degree of its utilization is to occur. 

Regulating Private Investment 

To establish private investment at the level conforming to the above rule a variety of 
methods may be used. It is known that a reduction (increase) in the rate of interest 
causes ceteris paribus a rise (fall) of the rate of private investment because it raises 
(diminishes) the expected net profitability of investment. The same is true of the rate of 
income tax. Thus when private investment tends to be ‘too low’ it may be stimulated by 
a reduction of the rate of interest and the rate of income tax, and conversely. 

The  operation  of  either  of  these  methods,  however,  involves  serious  difficulties.  To  
bring about an appreciable change in the long-term rate of interest—which is relevant 
for influencing investment—is rather a slow process.9 Moreover, what is more 
                     
6 Throughout this paper we refer, for convenience only, to an increase in working population. In the event 
of a decrease occurring the various conclusions arrived at should be modified accordingly. 
7 In so far as changes in net profits will result from a deliberate policy of redistribution of income, care 
will have to be taken to neutralize the negative effect upon investment by appropriate measures. 
8 If the working population is decreasing, but the rise in productivity is higher than the decline in 
population, the resulting full employment output will rise more slowly than the productivity of labour. 
The capacity of equipment must expand in this case also proportionately to full employment output. 
9 If the reduction of the long-term rate of interest is carried out by means of reducing' the short-term 
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important, there are limits to the reduction of the long-term rate because (in longer 
periods) this rate always exceeds the short-term rate by some margin and the short-term 
rate cannot fall below zero. 

Changes in the rate of income tax involve in full employment a redistribution of 
consumption, and it is inconvenient that the attempt to influence investment should be 
tied up with it. For instance, the application of this method involves a redistribution of 
consumption from the lower to higher income classes whenever private investment is to 
be stimulated. 

The  best  method  seems  to  be  to  replace  a  part  of  the  existing  income  tax  by  the  
‘modified income tax’, which does not affect the net profitability of investment. 
(Replacing of income tax by a capital tax may be used for this purpose also.) If, for 
instance, the standard rate of income tax at a given moment is 7s. in the £ we may make 
3s. of it subject to the modification. This removes the adverse effect of income tax on 
the  net  rate  of  profit.  Thereby  we shall  leave  only  4s.  to  exert  the  normal  pressure  on  
investment. The larger the shift from the normal to modified income tax, the more will 
investment be stimulated. 

State Enterprise 

In addition to stimulating or discouraging private investment direct Government 
intervention in the sphere of private investment is possible and may be useful. 

The curtailment of private investment may be done by direct controls, for instance by 
licensing of investment. This will be of special advantage as compared with the ‘global’ 
methods described above if investment is much ‘too high’ (i.e. creates large excess 
capacities) in a particular sector. On the other hand, if private investment is inadequate, 
the deficiency may be made good by the Government itself taking a hand in this sphere. 
State-owned enterprises may be created which will fulfil this task to the extent to which 
private enterprise is unable to do so. This method is also of particular advantage when 
the deficiency in private investment has a pronounced sectional character. 

A good example is provided by slum clearance. The Authorities withdraw gradually 
from occupation  a  certain  number  of  obsolete  buildings  and  raise  thereby  the  level  of  
investment necessary to maintain the housing capacity. They then fill the gap 
themselves by building new houses instead of stimulating private building activity. 

Public Investment versus Subsidies to Consumption 

The long-run level of the rate of investment in the private sector, discussed above, has 
an important bearing upon the size of Government expenditure which is required to 
achieve full employment at the existing tax rates.10 The Government spending 
programme must be on such a scale that it will establish full employment in 
combination with investment adequate to expand productive capacity pari passu with 
the increase in population and productivity of labour. 

                                                             
rate a considerable time lag is involved. This difficulty may be overcome by large-scale open market 
operations. However, a quick fall in the long-term rate of interest would have undesirable 
consequences. 
10 It should be remembered that only a part of the increase in Government expenditure will be finally 
financed by borrowing, because a part is covered by the increase in tax revenue resulting from the rise in 
incomes. 
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Let us now consider in turn how the spending programme should be divided between 
public investment in the strict sense (roads, hospitals, schools, etc.)11 and  subsidies  to  
private consumption. It is frequently maintained that the spending programme should be 
fully devoted to public investment, and there is no objection to this view from the aspect 
of generating sufficient effective demand. But the gap to be covered by this Government 
expenditure may be so large that public investment will soon become entirely, or at least 
nearly, useless. In such a case it would be absurd to restrict the Government spending 
programme to public investment when a higher standard of living can be achieved by 
devoting a part of this spending to increasing consumption. The general principle must 
be that social priorities should decide the nature of the Government’s spending 
programme. It will have to be decided, for instance, whether it is more important to 
provide in a given year more swimming pools or more milk for children. Such decisions 
may be to a great extent affected by political factors. However, the principle of social 
priorities will in any case eliminate such projects as building five bridges over one 
stretch of the river for the mere purpose of providing employment. 

It should be added that if investment in the ‘private sector’ (in which, however, the 
Government may participate) increases, say as a result of slum clearance, the amount of 
Government spending on ‘pure’ public investment and subsidizing consumption 
necessary to achieve full employment will be pro tanto reduced. 

 
II. STIMULATING PRIVATE INVESTMENT 

The Process and its Consequences  

We shall now consider the stimulation of private investment as away of achieving and 
maintaining full employment. In this conception private investment is to be stimulated 
(by one of the methods described above) to such a degree that the effective demand 
caused directly and indirectly (multiplier effect) by it establishes full employment. We 
have already shown that if full employment is achieved by deficit spending measures to 
stimulate private investment may be necessary. However, this assistance to private 
investment did not have the purpose of creating effective demand—this task was 
fulfilled by the deficit spending—but was necessary to ensure that the level of 
investment expanded productive capacity proportionately to the long-run increase in full 
employment output. Now, there is no a priori reason for this long run ‘equilibrium’ rate 
of investment to be just equal to that rate of investment which is necessary to generate 
sufficient effective demand to obtain full employment. We have so far assumed that 
where this latter level is higher—which seems to be a likely case—the difference would 
be made good by Government loan expenditure. In the conception considered now, the 
level of private investment is pushed up to the point at which it provides effective 
demand adequate to secure full employment. It is clear that if this level exceeds that 
necessary to expand productive capacity proportionately to full employment output 
there will be a continuous fall in the degree of utilization of equipment and thus a 
continuous rise in excess capacity. A part of private investment will thus prove abortive. 

 

                     
11 Housing, whether carried out by public agencies or by private entrepreneurs, we include in the sector of 
private investment. 
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Moreover, the fall in the degree of utilization of equipment will be reflected in a decline 
in the rate of profit which will tend to depress private investment. In order to prevent the 
fall in the rate of investment, which without compensation by Government spending 
would entail a cumulative slump in output and employment, it is necessary to provide a 
new stimulus to investment (i.e. to reduce further the rate of interest or income tax, or to 
replace to an increasing degree the normal income tax by a modified income tax). But 
after a certain time the trouble will reappear. Another reduction of the rate of interest, or 
some other measure, will be necessary to stimulate investment. We thus come to the 
conclusion that to achieve full employment by stimulating private investment only, it 
may be necessary (if the level of investment creating effective demand is higher than 
that level of investment which expands equipment pari passu with full employment 
output) to stimulate it in a cumulative way. 

The ‘Deepening’ of Capital 

Some economists may object that to push investment beyond the level necessary to 
expand productive capacity pari passu with full employment output will not create 
excess capacity, but rather lead to more capital being used in relation to labour. And, so 
they would argue, this will result in an increase in the productivity of labour and 
consequently in the standard of living. 

The idea that the reduction of the rate of interest stimulates the application of more 
capital per worker is based on the assumption that the planned output of the investing 
entrepreneur is given. On this condition a lower rate of interest makes it profitable to 
use more capital and less labour. If we assume, however, that the capital available to a 
firm for financing investment is given, the reduction of the rate of interest has no 
influence on the choice of the method of production when planning investment, because 
it affects the expected net profits equally whatever the method of production adopted. In 
fact the actual conditions are probably represented by something intermediate between 
these two alternatives, because the imperfection of the market for products limits to 
some extent the planned output and the imperfection of the capital market limits the 
available capital. Thus the reduction of the rate of interest would, in theory, tend to 
induce more capital intensive investment, but by no means to such an extent as is 
frequently assumed. In practice even this influence is doubtful. 

The main stimulus to use more capital per worker is provided by new inventions. The 
advantage  offered  by  diem  is  usually  so  high  that  it  will  be  taken  whatever  (within  a  
wide range) the level of the rate of interest. This explains why factories built in 
backward countries, where the rate of interest is high, are usually as modern as in old 
capitalist countries where the rate of interest is much lower. In such conditions it is 
doubtful whether moderate reductions in the rate of interest will stimulate the 
application of more capital per worker to any considerable degree. 

We  have  so  far  assumed  that  investment  is  stimulated  by  the  reduction  in  the  rate  of  
interest. However, it has been previously shown that this method is not very effective 
because the long-term rate of interest changes rather slowly and (what is more 
important) because it cannot be reduced below a certain limit. For this reason we 
suggested earlier that a more effective way of assisting private investment would be to 
reduce the pressure of income tax, in particular by replacing it by a ‘modified income 
tax’  or  a  capital  tax.  It  is  now easy  to  see  that  if  investment  is  stimulated  in  this  way 
there is no influence upon its capital intensity whatsoever. Indeed, whether the output 
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planned by investing entrepreneurs or the capital available for financing investment is 
given, the reduction of the income tax pressure will not affect the choice of the type of 
equipment. For the method of production which yields the highest profit before taxation 
will also yield the highest profit net of income tax. 

We have tried to show above that a reduction of the rate of interest or of the pressure of 
income tax is not likely to contribute significantly to the ‘deepening’ of capital. An 
acceleration of the increase in the productivity of labour can be achieved, however, by 
subsidizing the modernization of equipment, for instance, by granting cheap credit for 
projects submitted for the approval of a Government agency. Nor is this the only way to 
achieve the required modernization. Modern State-owned establishments may be 
created, in order to force through competition an improvement in the methods of 
production of private firms. But such activities should not be governed merely by the 
wish to achieve full employment through investment in the ‘private sector.’ It is only to 
the extent that the acceleration of technical, change has a social priority over public 
investment (in the strict sense) and subsidies to consumption that such schemes should 
be put into operation. 

The Deficiencies of the Method 

The difficulties encountered in achieving full employment by stimulating private 
investment reflect the fundamental error of this conception. The proper role of private 
investment is to provide tools for the production of consumption goods, and not to 
provide enough work to employ all available labour. There is a close analogy between 
this problem and the question of public investment versus subsidizing consumption in a 
Government spending programme. Both public and private investment should be carried 
out only to the extent to which they are considered useful. If the effective demand thus 
generated fails to provide full employment, the gap should be filled by increasing 
consumption and not by piling up unwanted public or private capital equipment. 

In addition to this fundamental point a technical but important disadvantage of this 
method should be mentioned. Government spending can never fail to achieve 
immediately the desired employment effect if it is on a sufficiently large scale, because 
it generates effective demand directly. The effects of stimuli to private investment 
depend, however, on the reaction of entrepreneurs, and it is quite possible that when 
they are in a very pessimistic mood they may not respond even to considerable 
inducements. This may happen, for instance, if they do not feel confidence in the 
political situation. 

We thus conclude that, both for fundamental and for technical reasons, a policy winch 
attempts to achieve full employment in an industrial country exclusively by stimulating 
private investment cannot be regarded as satisfactory. 
 

III. REDISTRIBUTION OF INCOME 
 

Redistribution and Effective Demand 

Redistribution of income is the third way frequently suggested to achieve full 
employment. The underlying idea is that when income is shifted from higher to lower 
income earners total consumption is increased, because the poor have a higher 
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propensity to consume than the rich. If, for instance, we increase the income tax on the 
rich and at the same time reduce indirect taxation on necessities or semi-necessities to 
the same extent, or pay an equal amount of family allowances, we increase the average 
propensity to consume. 

The complicating factor which is often left out of consideration is the depressing 
influence of the rise in income tax upon private investment. We shall take account of 
this effect in the subsequent argument. 

It should be noted that if the proceeds of the increased income tax are used, not for 
subsidizing private consumption, but for public investment this also increases effective 
demand, provided private investment is not affected. For while a part of the income 
affected by the new tax was saved, all proceeds of the tax are spent on investment 
goods. Thus demand for investment goods increases more than the demand for 
consumption goods falls. 

The Use of the ‘Modified’ Tax 

We start our considerations from the fact that we know in advance what should be the 
level of private investment in full employment. It must be such as to raise the capacity 
of capital equipment pari passu with the increase in population and in the productivity 
of labour. It is now easy to see that two conditions must be fulfilled in order that full 
employment be achieved by the imposition of a higher income tax: (1) Income tax on 
higher incomes must be fixed at such a level that its stimulus to effective demand, in 
conjunction with the level of private investment as specified above, produces full 
employment. (2) In order to maintain private investment at the specified level, either the 
rate of interest must be fixed sufficiently low, or rather—as this may be difficult —a 
sufficient part of the income tax must be put on a modified basis (or replaced by a 
capital tax). Imagine, for instance, that the joint increase in population and productivity 
of labour is 2.5 per cent per annum. Thus our target in private investment must be such 
that it expands the capacity of capital equipment by 2.5 per cent per annum. Imagine 
further that this level of private investment being in existence, an income tax of 10s., out 
of which 5s. in the £ are put on a modified basis, will establish effective demand 
adequate to secure full employment. Moreover, the ‘modification’ of income tax to the 
extent of 5s. will, let us suppose, allow for the maintenance of private investment at the 
required level. It is clear that in such a case our problem is solved. 

The Limits of Taxation 

We see that a sufficiently high income tax provides a workable solution of the full 
employment problem, on condition that an appropriate part of it is put on a ‘modified’ 
basis (or replaced by a capital tax). It should be noted that the amount of Government 
expenditure necessary to create full employment is ceteris paribus higher under the 
‘income tax system’, as compared with the case where deficit spending is applied. For 
taxation, as opposed to deficit spending, tends to reduce consumption of the people 
taxed, and thus stimulates effective demand only to the extent to which it falls upon 
savings. 

The advantage of the ‘income tax system’ over a ‘Budget deficit policy’ can be seen in 
the fact that it not only secures full employment, but at the same time it renders the 
distribution of incomes (after taxation) more egalitarian. But precisely for this reason, 
‘full employment through taxation’ is likely to encounter a much stronger opposition 
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than a ‘Budget deficit policy’. One cannot, therefore, make any definite choice between 
the Budget deficit and the income tax method. Income tax may be pushed as far as 
practically possible, but after this has been done, one should not hesitate to have in 
addition  such  a  Budget  deficit  as  is  still  required  to  achieve  and  maintain  full  
employment. 

The Wage Question 

The problem of wage increases in excess of the rise in the productivity of labour is, in a 
fully employed economy, closely connected with the matters discussed in this section. 
Imagine that we start from a position where, in addition to the influence of the existing 
income tax, some Budget deficit is necessary to maintain full employment. Imagine 
further that an increase in wage rates greater than the rise in productivity of labour has 
taken place. In order that prices should remain stable subsidies to offset the rise in wage 
costs are granted.  

These subsidies are financed by income tax. It is easy to see that there will nevertheless 
be some increase in consumption. For the consumption of wage earners will increase 
more than the consumption of high income earners (affected by income tax) will be 
reduced, because the propensity to consume of the latter is lower than that of the wage 
earners. In other words: the redistribution of income from higher to lower income 
classes increases effective demand.  

On the other hand the supply of consumption goods can be increased in a fully 
employed economy only at the expense of investment which, however, may be assumed 
to have been fixed at the level considered necessary for the normal progress of the 
economy. Thus in order to counteract the tendency of consumption to increase, the new 
income tax must be higher than is necessary to finance the subsidies alone; and to the 
extent of this excess the budget deficit will fall. The increase in wages with prices 
maintained at a constant level will cause a shift from the ‘Budget deficit policy’ to the 
‘income tax system.’ The increase in income tax must, of course, be accompanied by 
measures to prevent private investment from being affected. 

This discussion shows that wage bargaining is likely to change its character in full 
employment. It will have to be linked with ‘bargaining’ for higher income tax on larger 
incomes and thus will relate the policy of trade unions more closely to general economic 
policy.  We shall  see  below that  this  is  also  true  when prices  are  kept  constant  not  by  
subsidies but by price control. 

The ‘Squeezing’ of Profit Margins 

We have so far considered the redistribution of incomes by taxation. However, it is also 
possible to redistribute income before taxation by price control. If prices of 
consumption goods are reduced, while wages remain constant, there will be a shift from 
real profits to real wages, roughly equivalent to that which would obtain if prices of 
consumption goods were constant and wages correspondingly increased. Thus such a 
policy, provided it is accompanied by measures to maintain private investment at an 
appropriate level, will be as effective as income tax in achieving full employment. 
Applied, however, as a general policy this method will, from the administrative point of 
view, be inferior to the redistribution of incomes by taxation, winch settles the problem 
at one stroke. On the other hand, industrial monopolies come under price control there 
will be ample opportunities for reducing their profit margins, winch—as far as it 
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happens in the sector of consumption goods—contributes towards the solution of the 
problem of full employment. The task left to income tax and Government loan 
expenditure in securing full employment will then be correspondingly smaller. 

Profit margins may be cut not only by price reductions but also by raising wages while 
prices are kept constant. We considered above the problem of wage increases, in a fully 
employed economy and assumed that prices were kept constant by subsidies financed 
by income tax. An alternative is to keep prices constant by price control. Its 
disadvantage is that pressure for higher wages is not likely to be restricted to industries 
where profit margins are relatively high, and therefore to keep prices constant, without 
subsidizing them, may frequently be difficult. We can imagine, however, a mixture of 
the two policies, and it is therefore important to see what will be the implications of 
wage increases with prices kept constant in a fully employed economy. 

As in the previous case, where prices were maintained by subsidies financed by income 
tax, a redistribution of income from higher to lower income groups will take place: 
wages will rise and profits will fall pro tanto. This  will  tend  to  increase  effective  
demand and therefore, under full employment, it will be necessary to curtail the 
consumption out of higher incomes. Thus, in addition to the shift from profits to wages 
an appropriate income tax must be imposed which will reduce pro tanto the budget 
deficit. There is here a perfect analogy with the alternative case of subsidies offsetting 
the wage increases. To the shift from payers of income tax (by which the subsidies are 
financed) to wage earners, there corresponds, in the case now considered, a direct shift 
from profits to wages. To the excess of new income tax over the level necessary to 
finance subsidies, there corresponds the imposition of income tax in addition to  price  
control. In either case the budget deficit is reduced by the amount of ‘extra’ income tax 
which has to be imposed in order to offset the effect of redistribution of income upon 
consumption. The present case also involves linking up trade union bargaining with 
general economic bargaining. For (a) prices must be prevented from rising by price 
control, although costs have risen; and (b) income tax must be imposed in addition. 
 

CONCLUSIONS 
 

Government expenditure on public investment and subsidies to mass consumption, 
either in the shape of ‘deficit spending’ or financed by an increase in income tax, is 
always capable of securing full employment. The expenditure must be larger in the 
latter case because of the pressure upon the consumption of income tax payers. In 
practice income tax financed expenditure—which has the advantage not only of 
securing more employment but also of reducing the inequality in the distribution of 
incomes (after taxation)—should be pushed as far as politically possible, and, if this is 
not enough to secure full employment, expenditure should be expanded as much as is 
necessary by means of borrowing. Cutting profit margins—either in the form of price 
reduction of consumption goods or wage increases with constant prices—undertaken 
within the framework of price control will also increase effective demand and thus 
make the task of Government expenditure to secure full employment easier. 

Private investment must be pushed up to the level sufficient to expand the productive 
capacity of capital equipment pari passu with the increase in population and 
productivity of labour. This may be done by making a part of income tax subject to a 
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modification which eliminates its adverse influence upon net profitability (or by 
replacing a part of income tax by a capital tax).12 Moreover, it may be advantageous or 
even necessary for the Government to take a hand in investment in the private sector 
(e.g. slum clearance). 

Government expenditure on public investment and subsidies to mass consumption 
(financed by income tax or borrowing) must be such as to create full employment in 
combination with this level of private investment. The division of Government spending 
between public investment and subsidizing consumption should be based on the 
principle of social priorities. 

 

                     
12 We do not, of course, exclude the possibility that the Government may have to keep private investment 
down, by restrictive measures. 


