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Labour's tr'iscal Policv:
Which llorse for Which Course?
Douglas Mair and Anthony J Laramier

current public furance theory as the continuing
lack of congnrence in the interaction between
its micro and macro aspects (A&inson and
Sfiglitz (1984); Kotlikoff and Summers
(1987); Stem (1992); Musgrave (1997)). The
problem is summarized by Musgrave (1997,

Abstract

Ihe Wblication of the Code for Fiscal
Stability (CFS) sets out the principles on
which lhe Labour Government intends to
condact fucal policy. However, there are
major wealrnesses in the orthodox public
Jinance theory on which much of the CFS is
predicated. In particular, there is a lack of
congruence between its micro- and
macroeconomic elements which raise doubts
about the ability of fscal policy to achieve
stated policy objectives. This paper sets out
the framework of a dynamic Kaleckian

p.13):
More basically, is the distinction between

micm and macro issues

fiscal behaviour depend on the macro as

well as the micro firnctioning of

,

is integated with his theoies of invesfinent

and business cycle. Recent changes in income
distribution are seen tu) have been important
in influencing the lewl of investment. Without
a radical change in the thinking behind it, the
aulhors are pessimistic about the scope for
ftscal poliry in the UK.

of the Code for

the

economy. But where micro analysis has

fully integrated. Kalecki's theory of taxation

The publication

public

finance] a valid one?....The role of fiscal
policy and indeed the consequences of

macroeconomic approach to taxation in v)hich
the mitrc- and macroeconomic elements arc

I. Intnduction

[of

moved along a st€ady patlq macro
models have remained in a state of flux,
as have perceptions of the macro role of
fiscal policy and the interplay of micro
and macro concerru;,

In this paper we outline an approach to public

filance theory in which the micro- and
macro-elements are fully integrated and in
which *re macroeconornic dimension is a
logical extension of the microeconomic. The
paper is shuchrred as follows. In section 2
we outline the conventional approach to fiscal
policy; in section 3, we set out the framework
of our altemative approach; in section 4, we
present the new framework for the conduct of
fiscal policy which the British govemment has
recently published and in section 5, we
discuss some policy implications which follow

Fiscal

Stability (CFS) heralds a new era for the
conduct of fiscal policy in the United
Kingdom- To acconrpany this new code of
conduct, we argue that a new approach to the
interpretation of fiscal policy is also required.
In recent yea$, a number of distinguished
scholars have identified a maior weakness of
-59-

D Mair and A J Larauie

the macm solution to the iron-clearing of
maxkets, However, concems over the
possibility of ever-increasing burdens of

from our analysis.
2, Micro and macro aspects of fscal policy:
the conventional apprcach
In this section, we draw heavily on Musgrave
(1997). We make no apology for so doing.
Musgrave's credentials as a public finance
economist are of the highest and the issues he
raises are, in our view, cenlral to the conduct
of fiscal policy. Fiscal policy has both micro
and macro objectives. But how these interact

remains

an issue of debate. To

public debt and the emergence of stagflation
toppled the K€ynesian model fiom its position

of

use

Musgrave's own terminology, what are the

interactions and conflicts between the
allocation, disftibution and stabilization
branches of public frnance? Even in the
context of market clearing, is it proper to
regard macro behaviour simply as the
aggregation of micro behaviour? Musgrave
thinks not. And when markets do not clear,
macro outcomes are not the desired result

saving and thereby on capital formafion.

Musgrave (1997, p.l6) poses a set of
questiors emanating from the equilibrium
growth model approach, none of which he
considers to have been answered satisfactorily:

of

.

the behaviour of individual agents. As we
quote above, while Musgrave appears satisfied
with the development of the micro aspects of
public fmance theory, he recognises drat

.

The pre-Keynesian classical view saw fiscal

the micro context

of

short- and long-run models

altematives,each analyticallyconsistent, but
based on incompatible assumptions?

efficient

resourc* use and dishibutional equity. There
were micro concems that taxation could hal/e
rmwelcome effects on incentives and macro
concems for the effects of fiscal policy on
savings and capital formation. However,
macro concems wege, subordinated to micm
concems and were iiot seen as a means of
maintaining an efficient level of economic

activity. The Keynesian model shifted

Can both versions offer policy guidance at
the same time?

. Are the

issues.

in

Are the short-run micm premises ftased on
market failure) consistent with the long-run
macro prernises (based on maxket clearing)?

macro models remain in a state of flux, as do
perceptions of the macro role of fiscal policy
and the interplay between micro and macro

policy

supremacy. Under the 'neoclassical

synthesis' of the 1960s, the neoclassical
model reinstated monetary policy as an
effective device to be used in combination
with fiscal policy to achieve the correct policy
balance. The retum of growth theory to the
classical vision of market clearing resulted in
equilibrium growth models identifoing the
effect of the state of the government's
budgetary balance to be on the overall rate of

.

Can their incompatibility be resolved by
replacing firll employment as a policy target
by the natural rate of unernployment?

. will their incompatibility

wash out in the
long-run by a tendency of the economy to
fluctuate around a full-employment level?

the

. Will

macro emphasis from one of market clearing

to one of market janming. Fiscal policy,
whether by increases in govemment

monetary policy

be

sufficiently

powerful to implement

short-run

stabilization and allow fiscal policy to

expenditure or by tax reduction, was seen as

operate as in the classical system?
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What should be the reliance on public
invesftnent as a means of securing growth
if private sector invesfnent is lagging?

An intcyated mitro and macro approach
to ftscal policy
The starting point fof our analysis is the
3.

of problems arise. The current
orthodoxy sets much store by the discipline of
a balanced budget. As such, increases or
reductions in expendihfe have to be matched
by simultaneous action to increase or reduce
taxation. Consequently, the multiplier effects
of fiscal action are largely lost (other than any
balanced-budget multiplier effect) and the

or, more
by Kalecki to the

number

of

st4bilization has

General Theory (Keynes, 1936),

conectly, a response
General Theory. As is well known, Kalecki
had published independently prior to 1936 all
the essential features of what is now
recognized as Keynesian macroecononucs,
notwithstanding the arguments offered by
Patinkin (1989). He was, therefore, well

to lie primarily

equipped to appreciate the wider significance
of the General Theory. In particular, Kalecki
(1937, p.M$ immediately recognized the
need to develop an entircly new approach io

with monetary policy. Any advantag€s to be
had from the combined use of fiscal and
monetary instuments are largely lost.
Musgra.ve and the orthodoxy are sceptical
of the use of tax structures as a means of
achieving fiscal objectives. Musgrave's
opinion (1997, pp.22-23) is that conflicts

March 1999

they depress demand: other taxes (e.g. on
capital income or undistributed profits) are
deemed to be 'good' because they do not
depress demand. Even in a context of market
clearing, where the primary concem of macro
policy is with growth, the choice of tax
instrument, he argues, depends not just on the
effects on aggregaie demand but on how
income is divided between consumption and
saving. We seek to demonstrate in the
following section holr/ we think the cfucle of
the incompatibility of the micro and macro
aspects of fiscal policy can in fact be squared.

The failure to answer these questions leaves
macro policy, and within it the role of fiscal
policy, in limbo caught between the Scylla of
the short-run constraints of the neoclassical
model and the Charybdis of the long-run logic
of the classical model. Nor is the problem
resolved by recourse to the new classical
model which argues that rational expectations
will render stabilization policy ineffective.
Musgrave (1997, pp.20 - 21) argues that at
a normative level, the conflicts between the
micro and macro dimensions of fiscal policy
can be resolved. In practice, however, a

burden

l,

the macro analysii of taxafion: 'Mr. Kelmes
theory gives us a new basis for the enquiry
into the problems oftaxation. The analysis of

the influence of various types of taxes on
effective demand leads, as we shall see, to
quite rnexpecied results which may be of

will

still arise when trying to use a single

tax
stnrchue. His view is that the use of a single

tax system to alter the level of aggregate
demand via changes in the overall level of
taxation will have, possibly unwelcome,
distributional effects. As he correctly
recognizes, the problem is not simply one of
adjusting the level of taxation, but also of

practical imporbance'.

He analyzed the effects of taxes

cornmodities,

on

profit income and capital, on

emplol.rnent and the determination and
distribution of national income, in an
economy with capital equipment and money
wages given. His simpliffing assumptions
were (i) a closed system with a surplus of all

choosing among taxes. Some ta-xes (e.g. on
corsumntion) are deemed to be 'bad' because
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of labour and equipmenq (ii) workers
spend all they receive as wages (this
assumption is relared below); and (iii) a
balanced govemment budget with all
types

govemment expenditure finaneed by taxation.
Kalecki starts by considering short-period
equilibrium in an economy with no taxation
and no govemment expenditure. He defines
gross profits as the difference between the
value of sales and prime costs (wages plus

materials). National income is the sum of
gross profits and the wage bill. It can also be
defined as the sum of total consumption and
investment. As, by assumption, workers

equal

to the sum of

Tax on commodities

Kalecki first considers the funding of G &om
a constant-rate ad valorem tax, [, on all
kinds of wage goods. This tax constitutes a
new category of prime co$t. National income
now equals gross profits (P) plus wages (F)
plus the tax on wage goods (7.). Workers'
wages are spent entirely on wage goods.
Total taxes (7i) equal govemment expendihre
which is spent on the consumption of wage
goods. Thus, gross profits are again equal to
C. + I. In an economy with commodity
taxation only and a balanced budget, there is
no change in the level of national income as

there is no stimulus to capitalists'
conflrmption or to investment. There has

consume all they eam, total gross profits must

be

(

capitalists'

consumption (C") plus investnent (1). If C" +
l changes, employrnent will be 'pushed' to the
point at which gross profits will be equal to
the changed C. + L Gross profits (P) are
determined by the rate of invesfrnent (4 which is equal to capitalists' ssyings - and by

simply been a chang€ in the disnibution of
income as a corseque ce of a shift in
purchasing power from those in employment
to the unemployed.

capitalists' propensity to consune. Kalecki

Kalecki next introduces a tax on capitalists'
income ({) levied as a constant percentage.
This is not a prime cost but a part of gross
profits (P) which are now equal lo C, + I +
d, and the part of P received by capitalists is
C" + L lf 4 is increased from, say, 15 per
cent to 25 per cent, nothing will happen to
investnent or capitalists' consumption in the
period immediately following the increase in
Ti. The immediate effect is a rise in P
because of the rise in I,. Employment will be
'push€d' to the point at which P increas€s by
the amount of ?], since again a balanced
budget is assumed.
The increase in .4. must raise the rate of

makes two assumptions about
determinants

(ii) Tm on capitalists'

the

of gross profits: (a) the rate of

investrnent (1) does not change inrnediately in
response to some exogenous change as it is
the result of previous invesknent decisions

which require a certain finite length of time
for completion; and (b) capitalists' propensity

to consume is insensitive to expectations of
changes in income. From these assumptions,
it follows that'profits and, conseqrruifiy, the
level of national incorne, will only respond to
exogenous changes with a cerbin, not very

short, time lag. Kalecki then inhoduces
taxation into the system, which pays for the
salaries of officials or is disbursed as doles to
the unemployed. He conducts the analysis in
terms of the macro effects of three categories
of ta"res - on commodities, on capitalists'
income (profits) and on capital.

ihcome

interest, otherwise the net reward to lending
since it is assumed that interest
paymeflts are taxed along with other capitalist
income. The rise in the rate of interest will
not diminish the willingness of lenders to lend
but will exert downward Dressure on the

will fall
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willingness of capitalists to invest. However,
this may not be the final result because, in the

increases

significantly. The increase in

first period of the new tax regime, gross
profib (P) rise by just the amount of the

capitalists' after-tax income via the real wage
bill is higher than in the case of d because of
the stronger rise in emplolrnent induced by

increase

T".

in {. If

to

capitalists expect future

by the same amount as
present returns, this will be just enough to
retums

increase

Kalecki never developed his analysis of
taxation beyond the short-period model
outlined above and it is only recendy that a

counter the dqnessive effects of the increase
in ?l on the inceniive io invest. If that is so,
then C" + / remains ru:changed and, therefore,
gross profits u/iu rise (by the amount of the
increase in I) and so, too, will employment.
The principal result from the introduction
of a tax on capitalists' income will be a rise
in workers' consumption from the
rmemployed. This will ruise both the output
and the price of wage goods, reducing the real

dlmamic macroeconomic approach to taxation
has been developed by Laramie (1991) and by
Laramie and Mair (hereafler LM) (1996).
They have integrated Kalecki's theories of

taxation, income determination,

income

distribution, investrment and business cycle !o
produce a dynamic macroeconomic theory of

taxation. Throughout Kaleckianeconomics,
the micro- and macroeconomic foundations

consumption of already employed workers but

stand side by side (Kriesler, 1989; Osiatynski,

increasing

1979) and are present in the analysis of
macroeconomic level,
ag$egat€ spending flows deiermine the level
of profits. At the microeconomic level, the
degree of monopoly determines the
distribution of income. Tax policy can affect
the aggregate flow of spending and profits,
but pricing decisions, as reflected in firms'
price/cost mark ups, determine the distibution
of income within and between industries and
classes. Ultimately, the confluence of these

the

corsumption

of

newly

taxation. At the

employed workers.

(iii) Tax on capital
Finally, Kalecki introduces capital tanation
(ZJ levied at a uniform rate on all forms of
owned capital. Again,

I

does not constitute

a prime cost and gross profits (P) will be
equal to C. + I + Ti + {. The immediate
effect of increasing .[ is to leave C. and I
unchanged, but employment rises as a
response to the increase in P of the increase
in 7.. Unlike {, f is not a cost of
production in the long-run and, therefore,
does not affect the net profitability of
investrnent. Whether or not a lender lends
does not affect the amount of I he pays.
Thus, the inducement to invesr ls nor
weakened by the rise in I if r]re expected
r€firms were the same as before, Gross
profits have risen by the increase in I which

factors determines the short-period incidence
of taxes and this incidence, insofar as it has
an impact on firms' investment, generates a
long-period effect.
The changes in income distribution wrought

by

changes in taxation are exaemely
inportant in a Kaleckian framework. The
distribution theory underpinning neoclassical
and orthodox Keynesian theory is the
marginal productivity theory. To the extent
that it is a tenable theory, marginal

impmves the expectationof fuhtr€ retums and
strengthens the inducement to invest. ?: not

only holds under
conditions of full employment which render it
a rather fragrle foundation on which to base a
productivity theory

only increases gross profits by the increase in

I but capitalists'

income

(C + 4

also
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dynamic theory of tax incidence.

The theory of income

the Kaleckian income multipliers.

distribution

National income is defined as:

underpinning Kalecki's theory of taxation is

y=p+T+&y

the degree of monopoly theory. This is an
integrated treahnent of the theories of income

P is (after+ax) profits;

delermination and income distribution in
which both micro- and macroeconomic forces
act together @eynolds, 1996). Direct

labour's share

of

national income

f

(3)

is total tax receipts;

a is the after-tax wage share.
We rewrite national income as:

and

is

r= ru(l

determined by the process of frms marking
up pnme costs to obtain prices. The level of
profits is determined in part by investnent
decisions taken in the past and '....the national
output will be pushed up to the point where
the profits carved out of it are in accordance
with the "disbibution factors" fwhich include

fI

-

o,)

= P + 7 (= aggregate surplus) which is
(I - t"yl(k - lxl +J) + ll (see

written as

Laramie, 1991).

The level

of

national income can be
expressed as a ftmction of expendiflues by
frnding an expression for (aft€r-tax) profits
assuming all governnent transfer pa).ments
are consumed (Kalecki, 1954, p.49):

the price/cost mark upl' (Kalecki, 1954).
This theory of income distribution is
consisient with an approach to economics in
which both income and emplol.rnent are
determined, at l€ast in part, by effective

P=I +G-

(1 is gross

demand and in which persistent

lfl +)r- M + c" - w" (4)

inveshne,nt;

G is

govemment

purchases; MR is net lax receipts; X is exports;

unemployment is possible.
LM bring the various sfands of Kaleckian
analysis together in the following way.

M is imports; C" is capitalists' consumption;
and tr, is workers' savings).
Equation (4) can be rewritten using a
variant of Weintraub's (1979, 1981)

(iv) Short period efects of taxdtion

If we assume that salaries are zero and define
fl,* and P* as the pre-ta.( wage shafe and th€
pre-tax level of profits respectively, then the
pre-tax profit shar€ of income can be written

consumption coeffici€nf , thus

as:

the ratio of consumption to the aft€r-tax wage

p/y=t _a*

P=I+ G- T+X- M+

P*(i - ct*)

1)

(4*)

bilD.

(1)

By adding tax receipts, I, to bolh sides of
equation (4*) and by substituting (4*) into
(3*), national income can be expressed as:

(2)

Y:(I+ G+X-It4l(r - a(l)

c*

is the 'distribution' factor which
'pushes up' the level of national income so
that profits out of it are realized.
Kalecki's theories of taxation and income
Thus.

of(a -

(a is the consumption coefficient, defined as

which rearranges to:

y=

:

(5)

As can be seen from equation (5), the level of
taxation has no explicit role in det€rmining

the level of national income. Assuming a
balanced change in taxation and government
spending, the change in (G is zero and

distribution are then integrated by deriviflg the
post-tax distribution of income and adjusting

4
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profits. However,
the surplus, n (= P + T) expands by the
amount of the change in government
purchases and, therefore, national income
expands by some multiple amormt. Thus, an
increase in taxation, irxofar as it increases
govemment purchases, causes the level of
national income to expand, holdrng the
taxes have no impact on

investment,

the

(n)

has an irnpact on investment
on r, 'the intensity of
reaction of entrepreneurs' (Kalecki,
and

decisions depends

197l/1968,

'past economic, social and

recognized

that he was

I19

o=E+r[I(n)-4+B(t)
Equation

engaged on

(6) can be rewritten by frnding

(t).

E=w

theory of investnent decisions..'. In his last
approach (which he described as being 'for

In order to find an expression for

ot for worse'), he considered

three
determinants of new investnent decisions; (i)
entrepreneurial savings E; (ii) the prerequisites
for the re-investnent of these savings; and

(iii) an innovation factor. E

(6)

E and
-E is written as a
fraction of total (after-tax) profits:

68)

'..continuous search lor new solutions in the

better

technological

AS:

expressions for
1

adds

developments' (Kalecki, 1971/1968, p.173)
and are assumed to change slowly over time.
Fixed investrnent decisions. D. can be written

(v) Dynamic efects of t&xation
The above discussion relates to the effects of
taxation in the short period. To understand
the dynamic effects oftaxation, it is necessary
to integrate Kalecki's theory of taxation with
his theories of investment and business cycle.
97

p.172). Kalecki

innovations-induced investment decisions,
B(l), which he axgues can be represented as a
semi-autoflomous function which depends on

and Mair (1996f.

Kalecki (l

as the

increasing investrnent and vice-versa.
The extent to which the difference between 1

distribution factors change, depending on the
method of taration and u/hether or not tax
shifting takes place. Tax shifting occurs via
changes to the markup, i.e. to changes in the
degree of monopoly. Quite different
macroeconomic effects of balanced budget
changes in wage or profits taxation follow
with and without tax shifting (see I-aramie

t:

(n)

of the payback period

of
Entreprenews undertake
investnent in the expectation that it will pay
itself back in some standard or 'normal'
period. If, rn fact, it pays itself back in less
than the 'normal'period, this will act as an
inducement to entrepreneurs to contemplate

revenues change, the

Taxation and inv es tm en

(or 'normal') rate of

Kalecki thought of

investment.

distribution factor. a. has also to be taken into

account. As tax

(z).

reciprocal

distribution factor constant.

But the impact of taxation on

1, and the invesknent that

generates the standard

profit,

l, March 1999

(7)
"I(z),

Kalecki assumes ample unused productive
capacity and that new investment will only
caphre a small proportion, z, of the new
'real'profits generated by /.5 This proportion
is referred to as nAP. This amount is
augrnented by the extent to which new
investment results in incfeases in productivity.
The productivity increases associated with
n€w investrnent increase the real costs of

inlluences

investrnent decisions because of the
limitations of capital markets and increasing
risk. Whether E is re-invested depends on the
relationship between the actual rate of
65-
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producing from existing equipment and result
in a transfer of production from existing to
new equipment. This reduces lhe real profits
from existing equipment and increases the
profits of new equipmenl
The loss in profits to existing equipment
(or, the same thing, the gain in profits to new
equipment) is assruned to be proportional to
the difference between I and P i.e. ar(f - P).
Thus, the profits generated by new equipment
are fndP + ro(f - fl1. The rate of profit on
new invesffnent (p) is [nAP + 6(y - P)]il.
However, if the new inveshnent is io just
generate the standard rate of profit (i.e. if I is
to equal I(z)), then, by definition, p = n.
Thus, n = fnd'P + a(Y - 4lnft.) which, by
rearaangement, yields:

I(n) =

lndJo +

to(r - P)l/I(t)

(8)

In tum,

degree of mono,poly) andj is the rafio
materials bill io the wage bill).

By substituting equation (9) into equation
(8),

{z)

6 = rolcl + t"(1 - t" -

(8*)

d)l/(l - tXl - /, - cr)
(11)

6 is the rate of depreciation in the sense that
it re.presents the rat€ at which profits are lost
to existing capital as the result of technical
progress. As reflected in equation (l l), we
adjust Kalecki's expression for depreciation to
take account of the role of the tax system.
We discuss this below.
Investnent decisions, D, taken in any time

a function of profits5. As a

1*

t,

can be translated into investment

expenditures in time period,

t+r, so that D, =
By substituting equations (8*) and (9)
into equation (6), equation (6) can be

consequence,

equatron (3*) can be rewritten as:

rewritten as:

(9)

I,n = )"P, + r({[zM, + 6P,]ln] - I) + B(t)
(6*)

(t, is the tax rate on wages; /" is the tax rate
on profits).
Equation (9) is important because it shows

From equation (6*),

that the tax system inlluences the relationship

fie

determimnts

of

investnent expendifure can be summarized as:

between aggregate profih, P, and national
income, I, direcfly thmugh the impact of the
taxation of profits, /", and of wages, t , and
indireclly through the wage share, cr,. A tax

.

the level and the cbange in the level of

profits;

on wages reduces the income share of
(after-tax) wages by a factor equal to /".
Thus, the (after-tax) wage share can be

.

the past level

.

the rate of irmovations,

of investnent;

as:

([ = (1 - t yl(k - 1)(1 +y) +

(t

6Pl/n

where

period,

written

can be rewritten as:

I(n) = [nM +

equation (8) can be rewritten by
furding an expression for national income as

v= P(r - t,)t(l. - t")(r - t" - s.)

of the

ll

given the parameters 1,, r, n,

6

and n.

(10)

The investnent firnction specified in

the

of the tax syslem on investnent. This impact

equation (6*) can be used !o assess the impact

is the price/cost mark up (reflecting
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will operate through two channels: the fate of
depreciation and the level of profits.

of invesfinent and the stucture of the business

Taxation and the rate of depreciation: The
impact of depreciation on investmenl operales
by affecting the real tax bill associated with
old equipment. By means of new investrnent,
lechnical progress brings about increases ur
productivity which result in lower costs. This
increases the real costs and lowers the real
profits of existing equipment. The decline in
real profits to existing equipment accelerates

Taxation and the level of profits: Assuming
that the govemment budget is in balance, that
the trade surplus, X - M, is zero, the impact
of taxation on the level of profits is through:
(a) govemment purchases, G, and (b) the

its obsolescence. Therefore, an increase in I,
will increase 6, given B(r). To consider how
a change in tu or ln affects 6, we recogrize
that a change in any of the parameters that
increase y, given B(t), will incrcase 6
We corsider how changes in t" and t" affect
6 for two cases: (a) no rax shifting and (b) tax
shifting.
In the no tax shifting case, & is constant

(i,e. there is no change in the degree of
monopoly) with respect to changes in t, and /.
An increase in t, simultaneously increases fI
and reduces the basic multiplier, (1/(l - cr)),

I

and 6 to remain constant. An
increase in tr causes fI to expand but leaves
1/(1 - o) constant, thereby increasing I
relative to P and increasing 6.
With shifting of 1", a change in fr (i.e. a
change in the degree of monopoly) with
respect to a change in /" is assumed to be
negative. Therefore, shifting of ,, dampens
the change in 1(l - a). Thus, the impact on
I of the increase in fI is less than fully offset
by the reduction in 1(l - ct) and,
consequently, an increase in t, increases 6.
With shifting of ln, a change in t with
causing

to a change in /" is assumed to be
positive. Therefore, shifting of /n reduces the
value of l(1 -o) and dampens the increases
in I and 6. Given that a change in 6 affects
(n), taxation will have an impact on the level
reE)ect

cycle.

wage share, cr
A change in G, when accompanied by an
identical change in increases through a
balancedbudget multiplier effect. The impact
on P is positive if a is stable and greater than

I

I

In the no tax shifting case, at increase in l,
reduces c,
- o) and I1 The impact on P
is negative and more than offsets the positive
balanced budget multiplier effect. A change
in /, has no impact on 1(1 - cr) and simply

li(l

increases P through a balanced budget
multiplier effect.
With shifting of 1,, the negative impact of
1(1 - cr) is reduced by the extent to which
shifting changes a and 1/1 - o. With shifiing

l(1 - o) on P is reduced,
assuming a is stable and greater than l.
of t", the effect of

(vi) Taration and the business cycle
Having identified the charmels through which
changes in the struchre of taxation have a
static impact on invesment, LM (Laxamie and
Mair, 1996) develop the dynamic effects of
balanced changes in G and .7" on the business
cycle. The funpact of tatation on future
investnent depends on four faclors:

.

.

the cyclical variation in investnent;

the change in the cyclical variation in

inv€shnentl

. a trend component in circumstances when a
non-zero hend is assumed;
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.

occurs during the downswing and at the
tfough, an increase (decrease) in t, heightens
(dampens) the amplitude of the cycle.
With shifting of /" (i.e. there has been a
change rn the degree of monopoly) when t is
inversely related to t- then 5 and P both rise.
Shifting of r" reduces the dampening effect of
an increase in /" on L With shifting of t,, P
and 5 both fall. Thus, an increase in r,
attenuates the rising amplitude of the business

three parameter shift effects:
a depreciation effect operating through 6,
a distribution effect operating tlu'ough
changes in cr,
a tax shifting effect operating through
changes in ft.

Assuming throughout that

d is

stable and
in the UK over
the period 1972 - 1995 (see Laramie, Mair
and Toporowski (1998)) we examine the
effects on the business cycle of changes in the
structure of taxation when taxes are not
greater than 1, (as

it

has been

shifted and when they are shifted.
In the no tuc shifting case, (i.e. no change
in the markup, &, via changes in the degree of
monopoly) a change in /, has no effect on 6.
Consequently, t, alters 1 and the structure of
the business cycle through changes in o. A
cbange in r, is inversely related to c., and,
therefore, to P and L If 1 is in an upswing or
at its peak, when current 1 determines P and

P

determines future ,1, *len an increase
(decrease) in t, reduces (increases) the impact
of current 1on P and funue 1. Thus, an
increase (decrease) in l" dampens the upswing
and reduces the peak of the business cycle.
The opposite happens during the downswing

and at the trough so that an

l

determines

P

and

P

.
.

the stage of the cycle at which the economy
happens to be;

the long-run trend of investnent, whether
rising, falling or zero;

.

the direction of tax policy;

.

the pmcess and degree of tax shifting.

The effects of changes in the structure of
taxation on the business cycle change
drarnatically depending on the tax change
under consideration and whether or not the
tax is shifted.

increase

(decrease) in tv dampens (heightens) the
amplitude of the cycle.
In the za tax shifting case, (i.e. no change
in the marl:up, *, via changes in the degree of
monopoly) the impact of a change in l" is
through 6. A change in /, has no effect on cr.
If / is in an upswing or at its peak, when

current

cycle.
In order to identiry the impact of taxation
on the business cycle, it is necessary to know
four things:

(vii) Comparison of orthodox and Kaleckian
micro and macro dspects

As our

discussion has demonshated,
Kaleckian fiscal analysis is essentially
concemed with the distribution and
stabilization branches of fiscal policy and has
nothing to say anent the allocation branch.

determines

future 1, an increase (decrease) in I, increases
(decreases) the impacts of current 1 and P on
future l via an increase (decrease) in E. Thus,

As a result, the short-run vs long-run, market
failure vs market clearing, micro vs macro
difficulties discussed in section 2 simply do
not ari6e in a Kaleckian context. This is
precisely because the Kaleckian stand of post

the

increase (decrease) in tn increases
l during the upswing and at the
peak of the business cycle. The opposite
(reduces)
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Keynesians to go along with a Paretian
welfare economics approach, then so be it.
But on issues of distribution and stabilization,
there may be a case for considering a post
Keynesian approach of the kind outlined in
this paper to be a more suitable runner. If
this line of argument is to be accepied, then
we should proceed to examine lhe nahle of

developed his analysis within an economic
system characterised by unused resources of
capital and labour and by monopolistic
industrial struchues. Issues of optimal
resource allocation and the attendant fiscal
implications are not on the agenda.
This leaves us in a stand-off. It is all very
well for post KeJmesians to indulge in

at the problems
orthodox brothers and sisters

of

as

the course before the runners come under the
starter's orders.

4, Fiscal snbilig under Nets Laloar
The Pre-Budget Repon oI Novernber 1997
(HM Treasury, 1997a; hereafterPBR) seh out
the conditions under which the govemment
will seek to achieve its central economic
objectives of high and stable levels of growth
and employment (PBX 1.01). Low inflation
and low govemment borrowing are se€n to be
essential building blocks for long-term growth
(PBR 1.07). Responsibility for the operation
of monetary policy has been transferred to the
Bank of England, with the apparent approval
of the City (PBR 1.08). The challenge now

their
they

endeavour to reconcile the irreconcilable. But

then post Keynesians are left looking rather
embarrassed when confionted with issues

of

allocation. Post Keynesians may choose !o
occupy the moral high ground and argue as
Harcourt and Hamouda (1992, p.232, n.l7):
'Thus post Keynesiantheory is holistic in

of wotld view, not in

terms of
policy
problem
lechnique. It is the
which determines the choice of method
and technique - the neo-Ricardians may
be an exception. In mainstream theory
the technique lends to determine what
ierms

seen

by the PdR is to apply a

similar

approach to fiscal policy in order to ensure
that future govemments will always set fiscal
policy in ways which promole economic
stability. To this end, the govemment has

published a Code for Fiscal Stability (HM
Treasury, 1998a; hereafter CF,S). The CF,f
enshrines the two cardinal rules which will

problems may be addressed'.
Thus, a 'horses for courses' approach may be

solution.

the most

1999

for the course and if this requires post

Kelmesian economics has its origins in Marx's
and
Hamouda, 1992). Kalecki's concem was with
forrnulating a theory of effective demand in a
context in which the dynamic of the capitalist
economy was the class struggle. He explicitly

reproduction schemes (Harcourt

schadenfreude

I, March

Post
appropriate
Keynesians have tended to use this argument
as a defense against criticisms of the internal
lack of coherence between the various strands
of post Keynesian economics. But there is no
reason in principle why 'horses for courses'
should not
used
affive
an

henceforth determine fiscal policy (PBR

accommodation between orthodox and post
Keynesian approaches !o fiscal policy. On
issues of allocation, the orthodoxy is the horse

public debt as a proportion of national
income will be held over the cvcle at a

be

to

1.12):

.

at

.

the golden rule: over the economic cycle
the gov€mm€nt will borrow only io invest
and not to fimd current expenditure; and

stable and prudent level
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These rules, linked to the government's plans
for deficit reduction, are intended to establish
a sound long-tenn basis for fiscal policy. The
application ofthese fiscal rules over the cycle
will enable the automatic stabilizers to operate

and contribute to economic stability (PAX
2.14). On occasion, discretionary changes in
fiscal policy may provide a useful support to
monetary policy, but always subject to the
conditions ofthe CX,S (PBR 2.15). The fiscal
rules are set out as an average over the cycle
to recognize th€ significant effect of cyclical
fluctuations on the public {inances. The
intention is to enhance stability by allowing
borrowing !o fluctuate due to cyclical changes
in output, that is, by allowing the aulomatic
stabilizers to operate. (PBR 2.25). Fiscal
policy will also be guided by cyclicallyadjusted estimates of the fiscal indicators,
allowing for urcerlau0,ry (PBR 2 .26).
In setting out these rules, the govemment
has been considerably influanced by the
failure of past fiscal policy, Fiscal Policy:
Lessow from the Last Economic Cycle (ILM
Treasury, 1997b). From this the govemment
has leamed two lessons (Flscal Palicy, page
2)t

.

Lesson 1: Take a prudent approach: adjust

for the econornic cycle and build
margin for uncertainty;

.

in

a

ksson 2: Be open and

transpar€nt: set
stable fiscal rules and explain clearly fiscal
policy decisions.

In

order to ensure that the lessons are
implemented, they have been incotporat€d
into the CF,S. The CFS is based o,n three
considerations (CFS, page 5):

.

a stable economic environment is vilal
$ov/th and enploym€nt are to prosper;

if

.

th€ conduct of fiscal policy has a critical
influence on economic st bility;

.

fiscal policy rmder the previous goverrunent
had been an important sowce of instability;

Among the principles of fiscal management

set out in the CF,S (CfS,
following:

.
.

p. 7) are the

stability in the fiscal policy-making process
and the way in which fiscal policy impacts
on the economy;
efficiency in the design and implementation
of fiscal policy;

By'stability', th€ govemment means the
operation of fiscal policy in a way that is
predictable and consistent with the central
economic objective of high and stable levels
of growth and anployment. By efficiency,
the government means that it will seek to
ensure that it uses resources in waln that give
value for money (whatever that m€ans!).
Tu/o reports will be published to indicate

progess lowards attaftxnent of fiscal
objectives. At the time of each Budget, the
Treasury will publish a Financial Strategt
and Budget Report (herczfter .FSAR) which

will

explain the fiscal policy measures
intoduced in the Budget and how these
restore the public finances to a position
consist€nt with fiscal policy objectives (CF,S,
p.10). Annually, the Treasury will also
publish an Econontic and Fiscal Strategt
Report (HM Treasury, 1998b) (hereafter
EFSX) whic[ among other things, will set out
the government's long-term economic and
fiscal strategy and present an analysis of the
impact of the economic cycle on the key
fiscal aggregates, including the
cyclically-adjusted position (CFS, p.10).
The FSBrR will be the main vehicle for
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the govemment's short-term
economic and fiscal projections. The EFSR
reporting

challenge

its

theoretical

and

empirical

credentials, belief in NAIRU at the Treasury
and the Bank of England remains unshaken.
The govemment is backing two rumers in the
macroeconomic policy stakes. The odds-on
favourite is New Monetarism by Robert Lucas

with short-term issues. In the
governrnent
EFSR, the
is now required to set
out its long-ierm economic and fiscal shategy
pre-occupied

out of Milton Friedman. It is owned by a
syrdicaie (the Monetary Policy Committee)
and is ridden by Eddie George. The 100-l
outsider is Fiscal Stability by Richard
Musgrave out of John Ma1'nard Keynes. It is

and explain how the strategy and objectives
relate io tho principles of fiscal management.

By requiring the .E'I'SX to present an analysis
of the impact of the economic cycle on the

will

March 1999

number of attempts (Sawyer 1997a,1997b) to

marks an innovation in thinking. The CF,S
(CfS, p.18) expresses the view that for too
long British govemm€nts have been overly

key fiscal aggregates, this

l,

ensure that the

owned by the Treasury and ridden by Gordon

of the cycle are not ignored when
policy decisions are made. Illustrative

Brovm. Yet to come under staxter's orders is
Fiscal Restrucn-ring by Michal Kalecki out of
Karl Ma:x. It has yet to find a rider although
Tony Laramie and Douglas Mair have been
training it. Were Fiscal Restructuring to be
entered, we suspect that the bookmakers in
the City would be unlikely to quote initial
odds of less than 1000-1.
However, in light ofthe problems discussed
in section 2 and the nature of the course
discussed in section 4, we argue that the

effects

long{erm projections will also be published to
shed light on the sustainability of fiscal policy
and encourage debate on the longer-term
issues facing the British economy.
5. Fiscal policy and Kaleckiat policy

implications
Elsewhere in this issue, Arestis and Sawyer

(hereafter AS) use the term 'New
Monetarism' to describe the economic

Kaleckian theory we develop in section 3 may

be a more suitable'fiscal horse'than the
'spavined nag' the Treasury is cunently

philosophy of New Labour. Under this new
monetarism, fiscal policy is downgaded and
plays second fiddle to monetary policy. The

backing. The macroeconomicdynamic effects

of taxation we derive in this paper are all
on changes in the strucnre of
taxation, within a fiamework of balanced
changes in gov€mm€nt tax revenues and

pdncipal featuresdistinguishing Labour's new
monetarism of the late 1990s from the 'Mark

predicated

I

Monetarism' of the 1980s are the
of the Bank of England and a
belief in rational expectations. The classical
dichotomy still rules, under which monetary
independence

expendihrres. We abstact from any effects
over the cycle brought about by the operation
of automatic stabilizers. Thus, our analysis
may be seen to be v/holly consistent with &e
principles of the CFS discussed in section 4.
It follows that fiscal policy can play a more
positive role in the attainment of govemment

factors are presumed to influence the level of
prices and real factors determine the level and
composition of output and employment and
relative prices. A central lenet of this new
monetarism is the non-accelerating-inflation
rate of rmemployment or NAIRU. As AS
point out, NAIRU should be more properly

defined

economic objectives than is currently
acknowledged in the PBrR. However, this
fiscal policy is from a completely different
stable fiom the policy the Treasury is

as the non-rising rather than

non-accelerating, rate of inflation. Despite a
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advocating.
In a Kaleckian model discussed above, the
stabilizing effects of balanced changes in
taxation and govemment spending depend on
the impact of taxation on investnent and on

cent is unlikely, in our opinion, to achieve the

desired increase in investment.

Our Kaleckian model also shows that
changes in income distribution will affect
invesbnent and, hence, stability. There is
now considerable evidence of a substantial
shift in income distribution in the UK in the
1980s and 1990s towards the upper income
groups (Goodman and Webb, 1994; Jenkins,

in the distribution of
income. This, in tum, depends, as we note
above, on the following factors - the cyclical
variation in investment and its change, the
hend level of invesfnent and three parameler
shift effects, (i) a depreciation effect, (ii) an
income distribution effect operafing through
changes in the wage share and (iii) a tax
shifting effect, operating through changes in
tax-induced changes

1994). These
examined changes

1995; Jenkins and Cowell,
studies have

nol however,

in the functional distribution of income, nor
its macroeconomic consequences.
Laramie, Mair and Toporowski (1998) find
in their analysis of the consumption
coefficient that there has been a major shift in

the mark up.

The orthodox literature on the impact of

in the UK away from

taxation on inveshnent is in some disarray and
suffers from essentially the same micro-macro

income distibution

incompatibility as discussed in section I
(Chirinko, 1993). A recent Kaleckian sh.rdy
of the macro effects of taxation on gross
non-residential fixed investment in the US
(Laramie, Mair, Miller and Statopoulos, 1997)
suggests that changes in taxation on personal
income have a more powerful effect on
investment than changes in taxation on
corporate income. A progra rme of research
of the macro effects of taxation on rrvesanent
is required. The EFSR emphasis reported in
section 4 (p.12) on the closer moriitoring of
the cyclical location of the UK economy is an

Kaleckian terminology)

income from ernployment ('worker income'

non-emplo)'ment income ('capitalist income'
ur Kaleckran termrnology). For example, the
ratio of non-employment/employnent income
in the UK has risen ftom around 0.38 in the
early 1970s to around 0.5 by the mid 1990s.
Thus, 'capitalist income' has been increasing
relative to 'worker income'. Now, this may
be considered to be 'A Good Thing' ftom a
macroeconomic standpoint because of the

imporance Kalecki attached to 'capitalist
income' as a source of funding for
investnent. A higher income share for
'capitalist income' is in Kaleckian theory a
necessary condition for higher pmfits and
higher future levels of investnent with
consequent benefits for long-term groMh.
Unfortunately, life being what it is, things
do not appear to be working out in the UK
quite as Kaleckian theory requires. Laramie,
Mair and Toporowski also show that the
rising income share of'capitalist income' has
been accompanied by a rising average
propensity !o consume (APC) out of that
income. The (after-tax) APC out of'worker
income' has remained fairly corstant since the

importart development and particular attention
should be paid to the behaviour of investnent.
So far as the three parameter shift effects
are concemed, we demonsAate in section 3(v)
that an increase in the rate of depreciation
(Kaleckian definition) would accelerate the
replacernent of older by newer equipment and
stimulate invesknent. An increase in the

taxation

of profits would, ceteris paribus,

increase the rate of depreciation and stimulate
investment. The amouncement in the 1997

Budget

of a

reduction

in

in favour of

in the rate of

corporation tax fiom 32 per cent to 30 per
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determines firms' mark ups of price over
prime cost (Reynolds, 1996). Laramie, Mair,
Miller and Reynolds (1998) demonstrate that
at the industry level, the cyclical behaviour of
the rnark up can be expressed as a function of

early 1970s at around 0.67 and has shown no

secular tendency to rise or fall. By
compadson, the (afterlax) APC out of
'capitalist incorne' has risen by around a
quarter from less than 0.4 in the mid-1970s to
around 0.5 by the mid-1990s. Whereas

(i) a

set of factors which constitute size
bariers to entry; (ii) the extent of product
specializztion; and (iii) the degree of openness
ofan industry to foreign competition. At the
macro level, since the mid-1970s, the
aggregate mark up in the UK (GDP at factor

Kaleckian theory predicts that investrnent will
rise in response to increase in profits, in fact
the rising 'capitalist income' has increasingly
gone to finance 'capitalist' consumption.

Examination

of the trends in

'capitalist

income' and investment in the UK shows that

cost(pre-tax) wages, salaries and forces' pay)
has risen by over 16 per cent from rather less

while the former has risen steadily in real
terms though the 1980s and 1990s, the latter
has flattened out since (Laramie, Mair and

income

than 1.5 to around 1.6 (Economic Trends,
1997). This indicates that there has been an
equivalent fall in labour's income share and
accords with the dsing share of 'capitalist
income' noted above by Laramie, Mair and

definition of non-employment (or'capitalist')
income as 'income from self-employnent,
rent, dividends and net interest'. Two events
have occurred in recent years in th€ UK !o

Toporowski (1998).
The significance for fiscal stability of this
change in income distribution lies in the
sensitivrty of the maero effects of balanced

swell the ranks of the 'capitalists'. Ffust, as a
consequence of the major structural changes

changes in tax structure we derived

Toporowski, 1998).
There are two possible explanations. The

first follows from the national

in section

3 to tax shifting. Examination of the results
obtained above shows that fundamentally
diflerent macro effects occur with and without
tax shifting, i.e. whether or not firms adjust
their mark ups to the change in the structure
of taxation. The extent to which firms will be
able to shift changes in taxation will depend
on the 'degree of monopoly' which, at the
macro level has been rising steadily in the UK
over the past 25 years or so. Thus, the ability

in UK industry in the 1970s and 1980s, the
number of self-employed has risen
substantially (Jenkins, 1995, p.35). Also, the
massive inctease in share ownership as a
result ofthe privatisations on favourable terms
has resulted in a substantial growth in income
received in the form of dividends (Jenkins,
1995, p.35). As a result, there has emerged in
the UK over the last 20 years a new breed of

of

'capitalist' whose consumption is not the
semi-autonomous slowly changing frurction of
time that Kalecki (1971/i968) thought it was.
The second event l€ads us to the third of

'capitalists'

to shift taxes has

been

of 'workers' has
been diminishing. Any attempt at macro
increasing while the ability

stabilization based on the fiscal restucturing
argrunent of this paper has to recognize the

our shift

parameters, namely, changes in
firms' mark ups of price over prime costs.
The inverse of the mark up, t, measures the

real possibility that the objectives may be
thwarted by the ability of 'capitalists' to use
their market power to shift taxes.
With the publication of the PBR, the CF.g

income share of wages. In Kaleckian theory,
reflects the 'degree of monopoly', the set of
institutional and envhonrnental factors which

&

and the EFSR, the govemment has indicated
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an apparent willingness to embark on a new
era of greater hansparency in the conduct of

fiscal policy. On the basis of its cuffent
philosophy, fiscal policy seerns doomed to
operate in a secondaq. role to monetary
policy. As AS argue elsewhere in this issue
there must be serious qu€stion marks as to the

ability of monetary policy as it is cnffently
being interpreted to achieve full employment.

3. See Laramie (1991) for further
elaboration, where the analysis is also
modified to include salaries.

of

If

the level

salaries is treated as a second
'distibution' factor in the same way as cr,

and held constant, then the conclusions
this section remain unchanged.

4. Kalecki

assumes

that since

investrnent

causes profits, that entrepreneurs

will only

Regrettably, we have io say that we are
equally doubtful of the Treasury's Kelmesian
fiscal nostum. The course of fiscal stability
requires, we think, a horse of finer mettle than

decisions, the larger part of profits

the one currendy rmder starier's orders.

to existing capital.

a small portion of the profits
generated by their own investnent
capture

will go

5. Equation (9) is derived by defining I: {
+ Ii, where 7i = wage taxes and ?i =
profit taxes, assuming T, = t,(Y + T,) and
Tn = tn(P + Tn) md by noting that z =
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