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Abstract: The present article offers a fundamental critique of fiscal policy as 
it is understood in theory and exercised in practice. Two specific demand-side 
stabilization methods are examined here: conventional pump priming and the 
new designation of fiscal policy effectiveness found in the new consensus litera-
ture. A theoretical critique of their respective transmission mechanisms reveals 
that they operate in a trickle-down fashion that not only fails to secure and 
maintain full employment, but itself contributes to the increasing postwar labor 
market precariousness and the erosion of income equality. The two conventional 
demand-side measures are then contrasted with the proposed alternative—a 
bottom-up approach to fiscal policy based on a reinterpretation of Keynes’s 
original policy prescriptions for full employment. The article offers theoretical, 
methodological, and policy rationale for government intervention that includes 
specific direct employment and investment initiatives, which are inherently differ-
ent from contemporary hydraulic fine-tuning measures. It outlines the contours 
of the modern bottom-up approach and concludes with some of its advantages 
over conventional stabilization methods.

Key words: Full employment, fiscal policy, aggregate demand, business cycles, 
income distribution, new consensus.

Every decade or two, in a bout of soul-searching, economists ask them-
selves whether they are Keynesian or not. For a profession that keeps 
rediscovering its “Keynesianism” in a policy environment that always 
exercises some form of fiscal activism, this is surely the wrong question. 
A more pertinent question would be, not whether we are all Keynesian, 
but why we are so bad at it.

Part of the answer lies in the theoretical developments since the prob-
lematic Samuelson–hicks–hansen interpretation of Keynes’s work. Part 
of it rests within the deeply flawed understanding of what shape and form 
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Keynesian fiscal policy must take, the assumed transmission mechanisms 
for its effectiveness, and the manner in which it is usually executed as 
a practical matter. This article deals with the latter set of problems and 
develops a critical assessment of contemporary fiscal measures.

There have been clear winners and losers from fiscal policy action 
throughout the twentieth century. The advent of what hyman Minsky 
(1986) called Big Bank and Big Government made depressions in the 
postwar period virtually impossible. Most nations (especially in the 
developed world) no longer experience severe and protracted depres-
sions, yet the postwar period has been plagued by milder and much more 
frequent downturns.1 The lender- and spender-of-last-resort functions of 
central banks and fiscal authorities have provided a floor to collapsing 
asset prices and aggregate demand. Government action swiftly stabilizes 
and increases firm profits and cash flows but continuously and consis-
tently fails to produce and maintain full employment. In the words of 
Minsky (1986), while public policy ensures that the sky does not fall, 
it has failed to eradicate the haunting terror of unemployment and the 
widening income gap.

Unemployment and income inequality were the very problems that 
Keynes proposed to remedy in the 1930s through fiscal policy. Yet, more 
than seventy years of fiscal activism have not been able to resolve what he 
called “the two outstanding faults of economic society” (Keynes, [1936] 
1964, p. 327). Worse, as this article will argue, the manner in which fiscal 
stabilization policy has been implemented throughout the entire postwar 
period has itself contributed to the disturbing developments in income 
distribution and labor markets.

In the postwar era, short-term unemployment as a share of total unem-
ployment has been on a secular decline. Yet long-term unemployment 
has experienced a ratchet effect: greater and greater numbers of people 
who become unemployed stay in forced idleness for longer and longer 
periods of time. During every postwar recession, the share of long-term 
unemployment in total unemployment outpaces its previous peaks and, 
in most expansions, it fails to reach its previous lows (Tcherneva, 2012a). 
Important structural shifts in the labor market have contributed to these 
trends, but fiscal policy has not been able to redress them. The Great 

1 In the United States, for example, depressions occurred on average every twenty 
years (1819, 1837, 1857, 1873, 1893, 1907, and 1929). After the Great Depression, 
recessions dominated the business cycle, causing a downturn on average every seven 
years or so (1937, 1945, 1953, 1957, 1960, 1969, 1973, 1978, 1980, 1982, 1990, 2001, 
and 2007).
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Recession witnessed the largest loss in full-time employment in history. 
Yet despite a considerable fiscal stimulus, the employment picture has 
improved only marginally and largely due to the mass exodus of workers 
from the labor force. Simultaneously, the U.S. employment–population 
ratio has dropped to a three-decade low, real incomes have stagnated, and 
income inequality, which had been eroding over the past few decades, 
has been worsening even during the recovery (ibid.).

The Great Recession is neither mild nor short; but it is not a full-fledged 
depression either. It is the culmination of many cyclical and structural 
postwar developments and the manifestation of a failed policy approach. 
The relatively disappointing results from fiscal stabilization efforts around 
the world have swung the pendulum in the opposite direction—away 
from countercyclical stabilization and toward procyclical austerity. Fis-
cal policy is in crisis.

In this context, the present article asks a foundational question: what 
shape and form must fiscal policy take to generate long-run full employ-
ment, more equitable income distribution, sustainable growth, and better 
socioeconomic outcomes? To answer it, the article offers a theoretical 
reassessment of two specific fiscal policy measures commonly invoked 
in the literature and their respective transmission mechanisms, in order 
to evaluate their relative effectiveness. The first is the conventional ag-
gregate demand management approach (or pump priming) that finds 
its intellectual lineage in the neoclassical synthesis. The second is the 
contemporary formulation of fiscal policy effectiveness found in the new 
consensus literature. Both, it will be argued, operate in a trickle-down 
fashion because of their transmission mechanisms and the manner in 
which they aim to produce growth and employment.

These two approaches will then be contrasted with the proposed 
alternative—a bottom-up approach to fiscal policy that reinterprets 
some of the original contributions of John Maynard Keynes and maps 
out a method for government policy intervention (Tcherneva, 2012b). 
The paper offers theoretical, methodological, and policy rationale for 
this method a la Keynes that includes specific direct employment and 
investment initiatives, which are inherently different from contemporary 
hydraulic fine-tuning measures. The contours of what the modern Keynes-
ian bottom-up policy might look like will be outlined here. The article 
concludes with some of the advantages of the bottom-up approach over 
conventional fine-tuning and suggests a policy design that incorporates 
full employment, environmental sustainability, and public stewardship, 
as sensible cardinal measures for fiscal policy effectiveness.
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This article synthesizes and builds on earlier assessments of fiscal policy 
effectiveness in Tcherneva (2010, 2011, 2012a). Tcherneva (2010) recon-
siders the new designation of fiscal policy in the new consensus literature 
and argues that the return to policy effectiveness is theoretically flawed 
and internally inconsistent. Tcherneva (2011) and (2012a), in turn, examine 
why traditional aggregate demand management policies fail to deliver full 
employment. By contrast, this article focuses specifically on the problem 
of income inequality and identifies the transmission mechanisms that ren-
der the two conventional policies (new consensus and aggregate demand 
management) an instrument for eroding the distribution of income.

Fiscal policy resurrected?

In economics, the theoretical support for fiscal policy effectiveness has 
waxed and waned over the decades. Although Keynes provided the raison 
d’être for government action in the general Theory (1936), the profession 
failed to seize the full import of his theoretical contributions and gradu-
ally rejected his conclusions. The Ricardian equivalence hypothesis was 
developed to reinforce the claim that fiscal policy has no place in macro-
economic stabilization (e.g., Barro, 1974; lucas, 1972). Nevertheless, in 
recent years the mainstream has resurrected, albeit reluctantly, a limited 
role for fiscal policy (e.g., Bernanke, 2000; Blinder, 2004; Woodford, 
2003). The policy implications of the new theoretical developments in 
the mainstream are peculiar. Fiscal policy is still considered to be distor-
tionary and inflationary, but those deficiencies (it is now believed) can be 
exploited in extreme deflationary periods to produce growth and inflation 
(Woodford, 2003). By contrast, post Keynesian, institutionalist, feminist, 
and other heterodox approaches have always theorized an important role 
for government fiscal measures, but have nevertheless tacitly embraced 
some of the contemporary aggregate demand management policies that 
will be subject to critique here.

Despite academia’s uneasy relationship with the role and place of fis-
cal policy, in practice, government spending and taxation are among the 
first policy levers used to deal with recessions. Using National Income 
and Product Accounts (NIPA) data, we can empirically verify that in the 
postwar period fiscal policy has been relatively successful in stabilizing 
growth and profits (Minsky, 1986; Tcherneva, 2012a), but its effect on 
employment, income distribution, and public investment has been poor. 
Furthermore, a steady devolution of services from the federal to the state 
level over the past four decades has resulted in an overall decline in the 
provisioning of essential public goods and services, exacerbating what 
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John Kenneth Galbraith once called “an atmosphere of private opulence 
and public squalor” (Galbraith, 1958, p. 191). 

The conventional fiscal policies of choice have themselves fostered this 
state of affairs and helped worsen the income distribution, while failing to 
maintain tight full employment. To be sure, the contributions of Keynes, 
Kalecki, and Minsky, among others, have clearly demarcated the need 
for fiscal policy intervention. After all, in the aggregate, government 
spending has an immediate influence on cash flows, balance sheets, and 
profits. But the type and direction of government spending determines 
the specific income and employment-creation effects of each fiscal policy 
alternative. The employment-creation effects in particular were the car-
dinal measure identified by John Maynard Keynes in all of his writings 
for adjudicating among different fiscal policies (Kregel, 2008).

In this context, the question becomes which types of policy interven-
tions have distinct advantages over others? By reconsidering the approach 
to fiscal policy in general, we can provide a new perspective on important 
policy issues that do not narrowly focus on the problems of the Great 
Recession, but instead use the evidence from the current downturn to 
propose a more effective conduct of fiscal policy throughout any phase 
of the business cycle—deceleration, contraction, recovery, or boom. De-
veloping a deeper theoretical and empirical understanding of fiscal policy 
effectiveness can provide answers to pressing contemporary questions 
such as: what responsibility does policy bear for the disturbing trends in 
labor markets and income distribution over the past few decades? Are the 
current fiscal measures able to guarantee a sustainable recovery? Why has 
fiscal policy been so slow to improve the employment situation? Is the 
latter a problem of little or inappropriate government spending or both? 
If the direction of spending matters, are there specific policy measures 
that can deliver more “bang for the buck” while addressing the deep 
structural problems in labor markets that have been brewing for decades? 
Are there alternative fiscal policies that generate better income distribu-
tion? While the present article does not offer comprehensive answers to 
all of these questions, by rethinking the theoretical underpinning of fiscal 
policy activism in general, it lays the foundations for a new approach to 
government stabilization policy.

The remainder of the article will examine the transmission mechanisms 
of fiscal policy intervention that are embodied in the IS–lM and new 
consensus approaches and contrast them with a proposed bottom-up 
approach to policy based on a reinterpretation of the original Keynesian 
recipe for government intervention. The new approach fundamentally 
reorients policy away from the conventional aggregate demand approach 
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toward a targeted demand approach with a superior automatic stabilizer 
that narrows not the ambiguous output demand gap, but a clearly defined 
labor demand gap, in a manner that yields measurable socioeconomic 
benefits.

Fiscal fine-tuning: two failed demand-side trickle-down policies

Trickle-down fiscal policies are normally associated with the familiar 
supply-side mechanism that works through reductions in top marginal tax 
rates (e.g., canton et al., 1983). It can be argued however that conven-
tional demand-side measures for economic stabilization also function in 
a trickle-down fashion. Two such demand-side policies can be identified 
along with the channels through which they are theorized to work. These 
are (1) “pump priming” or “conventional aggregate demand manage-
ment,” and (2) new consensus fiscal policies, originating in Woodford’s 
fiscal theory of the price level and Bernanke’s work on the 1990s Japa-
nese deflation. Among the limitations of these two approaches are the 
erosion of the income distribution and the failure to attain and maintain 
full employment over the long run.

Aggregate demand management (priming the pump)

Aggregate demand management works through the familiar Okun law 
mechanism (e.g., Okun, 1962). The model relies on priming the economic 
pump, so that spending starts flowing through the economy, producing 
the requisite growth and employment effects. Note that this approach 
primarily aims to produce investment-led growth, whereas any resulting 
employment effect is a biproduct of the  pro-growth strategy. The unem-
ployment level is considered to be market-determined and no attempt is 
made to achieve tight full employment. This is because the profession 
now believes that there is a nonaccelerating inflation rate of unemploy-
ment (NAIRU) limit to macroeconomic stabilization policy.

A qualified critique of the trickle-down demand management approach 
is necessary because it has some immediate advantages: it provides a 
floor to falling aggregate demand and improves cash flows and balance 
sheets (Minsky, 1986). This approach is quasi-Keynesian because it does 
not originate from Keynes’s own work (more below), but was born out 
of the flawed early IS–lM interpretation of Keynes’s theory, developed 
by hicks, hansen, and Samuelson. Priming the pump operates on top of 
a specific economic structure that translates broad-based macro-demand 
from fiscal policy into specific demands for specific products, produced 
in specific communities, by specific labor markets and workers. It is only 
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by chance that aggregate expenditures would be such that they would 
trickle down in the form of enough jobs in the right places for all of those 
who need them, at high enough wages to support all workers and their 
dependents (Minsky, 1965, p. 177).

In short, it is a trickle-down policy because its transmission mechanism 
works from aggregate demand for output to specific demand for work-
ers, from profits to wages, and from growth to employment. Job creation 
is the very last step of the transmission mechanism—an aftereffect of a  
pro-growth pro-investment policy. It is also a trickle-down policy because 
(1) it favors the capital share of income over the labor share, and (2) it 
improves incomes of high-wage/high-skill workers first and low-wage/
low-skill workers last, ultimately failing to trickle all the way down to the 
bottom, in the form income from jobs for the poorest of the poor. There 
are two main channels through which the pump-priming mechanism 
works—both of which contribute to the erosion of income inequality and 
prevent it from securing tight full employment. They are (1) the channel 
for financing of capital assets and investments, and (2) the heterogeneous 
labor markets channel. The first channel works through boosting profits. 
The anticipation is that improved firm profitability will create the condi-
tions for greater investment and therefore greater employment. however, 
priming the pump through such a trickle-down demand management policy 
(from profits to jobs) aggravates inequality between the capital and labor 
shares of income. conventional  pro-growth/pro-investment aggregate 
demand policies traditionally include investment tax credits, accelerated 
depreciation, direct contracts with guaranteed profits, and other policies 
that directly favor capital incomes. As Minsky (1968) had argued, high 
capital incomes result in a revaluation and appreciation of asset prices and 
the widespread realization of capital gains, which reinforce the financing 
of capital assets and investments, thereby boosting capital incomes. And 
since capital income is more unevenly distributed than labor income, 
these practices worsen overall inequality further. Additionally, such  pro-
growth pro-investment pump-priming policies never ensure as close an 
approximation to full employment as is possible, mainly due to liquidity 
preference and the subjective factors that Keynes outlined in his analysis 
of unemployment as a monetary phenomenon (more below). In addition, 
private employers tend to consider some workers as unemployable (even 
if they are ready, willing, and able to work)—either because they have 
limited education, skills, and work experience, or because they have a 
criminal record, or some race, age, gender, or other characteristic that 
those employers may use to discriminate against them. The private 
sector’s overriding objective, after all, is to extract monetary profit, not 
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to provide jobs for all or to secure and maintain true full employment 
over the long run.

The task then for designing supplementary policies that would help 
produce and sustain full employment falls on governments. But it is not 
sufficient to recognize that unemployment is a monetary phenomenon and 
that the private sector as a whole is unable to achieve the macro economic 
objective of full employment. It is also important to acknowledge that 
conventional aggregate demand policies ignore the structure of the 
economy and how the income shares are generated. They tend to favor 
rentier incomes, profits, and high-wage workers, therefore bankrolling the 
very processes that generate income inequality between factor incomes, 
within labor income, and within capital income.

The second channel through which aggregate demand management 
works is the heterogeneous labor market channel. There is a clear dif-
ference between the unemployment rates of low-skilled/low-wage and 
high-skilled/high-wage workers. Some of the disparity is determined 
by human capital investments but some of it depends on the distinctly 
different employment patterns that these two groups face (Figure 1). 
Individuals in low-wage occupations tend to experience a vicious em-
ployment cycle—they are hired last and fired first, whereas the workers 
in high-wage occupations enjoy a virtuous cycle of longer employment 
tenure, shorter spells of unemployment, and better reemployment oppor-
tunities. Therefore, hiring patterns throughout the business cycle ensure 
that the lower skilled individuals do not build sufficient work experience 
to become more “employable” in the eyes of private employers.

As it is currently practiced, countercyclical government spending 
provides stabilization to gross domestic product (GDP) by reproducing 
the hiring behavior of private labor markets. In other words, government 
spending either provides income and subsidies to investors who tend to 
hire the more skilled first and the less skilled last, or government itself 
hires workers in this manner. An examination of the direct job creation 
effect of the Recovery Act, for example, confirms this finding (Tcherneva, 
2012a) and reveals that many of the recovery jobs were indeed high-
skill, high-wage jobs, whereas few of them were targeted to those who 
experience the most precarious labor market conditions throughout the 
business cycle. Indeed only about half of 1 percent of total Recovery 
Act spending was allocated to direct training and employment for the 
hard-to-employ individuals ($4.8 billion out of a total budget of $840 
billion; see ibid.).

In other words, conventional fiscal fine-tuning measures ensure that 
when government increases its total demand for goods and services, it 
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first improves the conditions of the skilled, employable, highly educated, 
and relatively highly paid wage and salary workers, who normally experi-
ence comparatively fewer spells of unemployment and manage to build 
considerable job tenure. It is hoped that after those workers increase their 
own demand for products and services, the fiscal stimulus would trickle 
down to the less skilled and low-wage workers and, eventually, to the 
least skilled individuals at the bottom of the income distribution. This 
trickle-down mechanism never quite trickles down far enough to create 
job opportunities for all individuals willing and able to work, irrespective 
of their skill and education level. Furthermore, this policy itself creates 
more unequal within-labor income distribution.

This approach also cannot be counted on to produce full employment, 
because inflationary pressures kick in before the economy reaches full 
capacity utilization. This is because, as Keynes articulated back in 
1936, the closer the economy is to full employment, the more any given 
increase in total spending results in greater price increases and incre-
mentally smaller employment increases (Keynes, [1936] 1964, p. 285). 
These inflationary pressures skew the income distribution and prompt 
policymakers to abandon the aggregate demand stimulus before full 
employment is reached.

The new consensus demand-side trickle-down approach

A different type of demand-side mechanism has been proposed in the 
new consensus literature. Its transmission mechanism works through 
an expectations-augmented wealth effect channel and takes the form of 
either direct government spending or, preferably, the “fiscal components 
of monetary policy” (Bernanke, 2000). The return to fiscal policy effec-
tiveness in the mainstream rests on a rejection of the Ricardian equiva-
lence hypothesis (REh) in the case of non-Ricardian regimes (Sims, 
1994; Woodford, 1995). Recall that according to the REh, any windfall 
from government deficit spending does not boost private consumption 
or investment because it is saved by rational agents in anticipation of 
higher future taxes to repay the deficit. By contrast, under non-Ricardian 
regimes (Woodford, 1995), governments can deficit spend in the current 
period to stimulate economic growth, but without raising future taxes 
(and primary surpluses) to “pay” for them. These theoretical develop-
ments are largely associated with Woodford’s fiscal theory of the price 
level (ibid.) and Bernanke’s work on the 1990s Japanese deflation (e.g., 
Bernanke, 2000), where a “bond drop” or a “cash drop” (much like Fried-
man’s helicopter drop of money) creates net new financial assets in the 
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hands of households and firms (i.e., a “crowding in” effect), which in 
turn increase their demand for goods and services. The reason why some 
governments can afford to do so, according to Woodford and Bernanke, 
is because they do not face hard and binding financing constraints from 
the private sector. These non-Ricardian regimes are essentially sover-
eign currency regimes, where governments repay their debts by issuing 
more of their own liabilities (currency or reserves), either when the 
central bank directly finances government spending or when it purchases 
government bonds as a residual buyer. Under such regimes, the federal 
debt and deficit are technically forever sustainable, unlike in nations 
that have dollarized, committed to a fixed exchange rate, or joined a 
monetary union. Thus, fiscal policy in sovereign currency nations in the 
form of a “bond” or “money” drop can produce a wealth effect from the 
windfall of financial assets in the private sector, as long as expectations 
are properly anchored and private agents understand that the windfall is 
permanent. The increase in consumption and investment produces the 
requisite economic growth. Any employment effect is again a biproduct 
of this expectations-augmented wealth effect.

The manner in which such a money or bond drop occurs is important in 
evaluating the relative effectiveness of the fiscal transmission mechanism. 
Because of time inconsistency, the mainstream now believes that a wealth 
effect can be more effectively produced by central banks in coordina-
tion with the fiscal authorities—that is, through the fiscal components of 
monetary policy (Bernanke, 2000; Woodford, 1995). Bernanke (2000) 
outlines several monetary policies that have fiscal components, two of 
which can generate significant wealth effects. The first works through the 
balance sheets of the financial sector and the second through household 
balance sheets.

Aggressive nontraditional and permanent open-market operations, 
Bernanke argues, can improve bank balance sheets by removing non-
performing financial assets and replacing them with default risk-free 
reserves (ibid.). As long as the fiscal agent authorizes its central bank 
to purchase a wide range of private assets (e.g., commercial paper, 
mortgage-backed securities, credit default swaps), the financial sector 
would be recapitalized and resume lending.2 however, for any wealth 
effect from improved bank balance sheets to generate new economic 
activity, banks have to be willing to lend and investors have to be willing 
to borrow, invest, and employ.

2 Note that fiscal components of monetary policy are present when the central bank 
purchases assets, not when it lends against them.
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The second fiscal component of monetary policy is present when the 
central bank finances certain fiscal transfers such as the clinton, G.W. 
Bush, or Obama tax cuts. These components allow the central bank to 
“rain money” unilaterally on the population (Bernanke, 2000, p. 163). 
They too hinge on congressional authorization. The increase in house-
hold deposits that would result from the money-financed tax cut would 
encourage households to spend. But, according to mainstream logic, they 
would also induce banks to lend, as the increase in household deposits 
would be accompanied by a corresponding increase in bank reserves, 
which would then induce banks to lend to investors. Although in his 
writings Bernanke has expressed a preference for money-financed tax 
cuts over aggressive asset purchases, as a practical matter, he has relied 
heavily on the former approach as Federal Reserve chairman, provid-
ing unprecedented subsidies to the banking sector through the various 
programs for the purchase of toxic assets.3

To sum up, the policy objective according to the new consensus model 
is to allow the monetary and fiscal policies to work in concert to provide 
new financial assets to the private sector (specifically to the financial 
sector)—assets that would reside in the banking sector and would 
generate the desired wealth effect. Any increase in net financial assets 
provided directly to the public (either through tax rebates or purchases of 
toxic financial assets) would generate a wealth effect through the above-
mentioned expectations channel about future tax policy.

The new consensus fiscal components of monetary policy also oper-
ate in a trickle-down fashion as any boost to demand for investment is 
supposed to trickle down from the government’s demand for financial 
assets, and any demand for employment would trickle down from the 
resulting demand for investment. Once again, employment is at the very 
end of the transmission mechanism, which is now much longer because 
it works not through direct demand for output and employment, but 
through bank balance sheets and the inducement to lend.

There are several problems with this approach to macroeconomic 
stabilization. First, as the current recession has demonstrated, the explo-
sion of reserves in the banking system in 2008 and 2009 has not resulted 
in aggressive new lending to firms and households. Indeed, the flawed 
assumption in the new consensus transmission mechanism is that bank 
lending is reserve constrained, whereas as a matter of operational reality 

3 Note that banks also benefited from heavily subsidized lending rates from the 
Fed’s quantitative-easing (QE) programs. Because fiscal components of monetary 
policy are only present when the Fed purchases assets, rather than lends against them, 
QE measures are not the focus of the discussion here.
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banks do not lend reserves (Fullwiler, 2003). Instead, banks make loans 
to creditworthy borrowers when conditions warrant lending and look for 
reserves only for payments clearing and to meet reserve requirements 
after loan origination. Banks will also refuse to lend if they are concerned 
about repayment, no matter how many excess reserves they have, as ex-
pressly demonstrated by bank activity over the past five years. Thus, the 
new fiscal policy stimulus channeled through the monetary authority has 
not generated the expected trickle-down effect from reserves to loans and 
from the financial to the real sector. Neither has it generated the wealth 
effect that would boost private consumption and investment needed to 
reduce unemployment to desired levels. And even if this “money drop” 
policy managed to generate considerable economic activity, Bernanke 
(2012) has articulated that the policy would be discontinued well before 
true full employment is achieved in order to prevent the potential onset 
of inflation (Bernanke targets around 5.2–6 percent unemployment). The 
assumption that any government stimulus must be removed well before 
unemployment reaches its presumed NAIRU level is a hallmark of mod-
ern mainstream economic policy. The experience of the Great Recession 
has demonstrated that the assumptions behind the new consensus trans-
mission mechanism of a coordinated fiscal–monetary policy are flawed 
and that stabilizing the income shares of the financial sector relative to 
those of the real sector has not only failed to generate the requisite wealth 
effect, growth, and employment, but has also worsened the income and 
wealth distribution at an unprecedented rate (Saez, 2012).

The conventional approaches to macroeconomic stabilization through-
out the postwar era have decidedly failed to secure tight full employment, 
but over time they have also contributed to the erosion of the income 
distribution. An examination of average income growth during every 
postwar expansion (from trough to peak) and its distribution between 
the wealthiest 10 percent and bottom 90 percent of households reveals 
that income growth becomes more inequitably distributed with every 
subsequent expansion during the entire postwar period (Figure 2). Only 
during the 1950–53 expansion did the bottom 90 percent capture all of 
the average income growth in the economy. Since then, the top 10 per-
cent of households have been capturing a greater and greater share of the 
income growth and, in the latest expansion, they have captured over 115 
percent of the income growth, while incomes of the bottom 90 percent of 
households declined. Note that income distribution still eroded during the 
“Golden Age” of the American economy, at a time when the government 
heavily relied on conventional pump-priming methods to stabilize the 
business cycle. With the advent of supply-side fiscal measures, income 
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inequality deteriorated much faster, and in the age of new consensus fis-
cal policy stabilization, the economy has witnessed the largest transfer 
of income to the top in history (ibid.).

The alternative: a bottom-up approach to fiscal policy

The foregoing analysis presented several distinct problems with the two 
conventional demand-side management approaches. Their transmission 
mechanisms work through improving rentier incomes, profits, and high 
wages first and, thus, underwrite the very processes that create greater 
income inequality between factor incomes, within-labor income, and 
within-capital income. They also fail to secure a close approximation to 
full employment because they improve the job prospects of those whom 
private employers deem “more employable” first and those who are 
seen as “less employable”—last. Thus by mimicking the employment 
patterns of the private sector, government efforts to secure genuine full 
employment are abandoned once the economy reaches some optimal 
unemployment level. The employment effect of pro-investment policies 
is not only at the end of the transmission mechanism (i.e., it is a residual 
effect), but government policy itself reproduces the vicious and virtuous 
cycles of private sector hiring behavior.

We can now begin to identify some of the key features of a bottom-up 
policy that would ensure full employment and better income distribution. 
First, a genuinely effective countercyclical policy is one that not only 
boosts spending when private sector demand collapses but also expedi-
ently improves the income and employment condition of those at the 
very bottom of the income distribution. This can be accomplished if the 
orientation of policy in general is such that it targets the labor demand 
gap rather than the output gap—that is, it aims to create jobs for all ready, 
willing. and able to work. labor demand targeting would be the focus of 
policy both in recessions and expansions. The government would devise 
a long-run program, which countercyclically increases employment 
directly when private sector demand for workers falls short of what is 
necessary to provide employment for all. Importantly, the countercyclical 
government policy would not mimic the employment behavior of the 
private sector (thus competing for the high-wage, high-skill employable 
workers), but would instead offset it—providing employment opportuni-
ties where none exist to those who experience the most precarious labor 
market conditions, the longest spells of unemployment, and greatest dif-
ficulty reintegrating into the labor market. One aim of the countercyclical 
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government policy would be to break the vicious employment cycle for 
those at the bottom of the income distribution.

A bottom-up fiscal policy would be an explicitly pro-employment policy 
that targets job creation directly and eliminates the possibility of a jobless 
recovery by definition. It would do so in a manner that improves rather 
than erodes the income distribution. Whereas the trickle-down demand 
management aims to close the output gap, the bottom-up approach would 
aim to close the labor gap first. Instead of trying to produce a certain rate 
of growth or level of reserves in the banking sector that would hopefully 
deliver the desired level of lending and investment and therefore employ-
ment, income distribution, and public goods provisioning, the bottom-up 
approach flips the objectives. It directly targets the unemployed, their 
incomes, and the very public goods needed by downwardly mobile com-
munities and distressed and impoverished areas, leaving growth, invest-
ment, and the level of reserves to be determined as a consequence of such 
a policy. The direct approach has the important added benefit of explicitly 
incorporating the needs of the environment with those of the jobless and 
their communities. The policy approach treats full employment, better 
income distribution, and sustainable growth as complementary goals.

Many post Keynesians and institutionalists have critiqued the ag-
gregate demand orientation of economic theory and fiscal policy. Joan 
Robinson rebuked the profession for its exclusive focus on total spend-
ing and its neglect of the structure of demand (Robinson, 1972). John 
Kenneth Galbraith who advocated aggregate demand management by 
government as essential for economic stability (Galbraith, 1952) explic-
itly envisioned a “planned” aggregate demand that directed spending 
to specific industries and products. These economists have embraced 
the original concern by Keynes that economic theory and policy must 
reflect an understanding of structural economic changes (Keynes, [1936] 
1964). And whereas fiscal activism is generally endorsed by heterodox 
economists, many still tacitly accept the conventional pump-priming 
approach to government spending. The bottom-up approach specifically 
calls for targeting demand in a manner that accounts for the structural 
changes in the economy and with a specific focus of directly employing 
the unemployed, irrespective of whether they are new entrants in the labor 
market or structurally, cyclically, or seasonally unemployed.

A number of proposals represent such a bottom-up orientation to fiscal 
policy: some focus on conventional public works that would absorb all of 
the unemployed over the long run (as in Keynes, 1936), others include the 
employer of last resort (Minsky, 1986; Wray, 1998), buffer stock employ-
ment (Mitchell, 1998), public service employment (harvey, 1989), job 
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guarantee (Ginsburg, 1983), green jobs model (Forstater, 2004), or the 
proposal for full employment through social entrepreneurship (Tcherneva, 
2012c). All programs share the common objective of securing true full 
employment over the long run by providing a voluntary employment 
opportunity for any unemployed individual, who is ready, willing, and 
able to work in a project that serves the public purpose. Though the in-
stitutional setup, design, management, and execution of these programs 
may differ, each of them aims to provide job opportunities for all, includ-
ing those who are hard to employ in a manner that enhances their skill, 
education, and training. In addition, all proposals can serve as vehicles 
for achieving certain key socioeconomic objectives such as alleviating 
poverty, urban blight, and environmental degradation and for renewing 
natural resources, restoring and enhancing public investments, and fur-
thering the public purpose. The benefits of the bottom-up approach are 
numerous and their intellectual roots can be traced to the work of John 
Maynard Keynes and hyman Minsky.

The Keynesian roots of the bottom-up approach

This approach is based on an interpretation of Keynes’s own policy 
approach to full employment (Tcherneva, 2012b). Although it is well 
known that Keynes favored public works and the broader socialization of 
investment as policies for macroeconomic stability and full employment, 
the precise contours of his proposal have not been explicitly articulated 
by Keynes himself or subsequent authors. Indeed, James Meade actively 
urged Keynes to do so, but he responded that “another Keynes Plan 
might be one too many” (Skidelsky, 2001, p. 270), referring to the first 
Keynes plan for a clearing Union. A rereading of Keynes’s policy writ-
ings, correspondence, and major works, unveils the blueprint of a rather 
specific Keynes plan for full employment (Tcherneva, 2012b). The core 
of this plan centers on direct employment, public goods provisioning, 
and a careful targeting of demand. As Keynes himself put it during the 
buoyant interwar period “we are in more need today of a rightly distrib-
uted demand than of a greater aggregate demand” (Skidelsky, 2001, p. 
21; Kregel, 2008). In other words, Keynes was committed to the goal 
of generating genuine full employment even in relatively prosperous 
times. Indeed, throughout all of his writings, he argued that the goal of 
full employment must not be abandoned once we approach it, and that 
there was no such thing as “natural” unemployment. Rereading his works 
from this vantage point reveals that fine-tuning through aggressive deficit 
spending is neither the Keynesian solution to macroeconomic stability 
nor the solution to the problem of unemployment. Indeed, because the 
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two goals are inextricably linked, Keynes’s proposal solved them simul-
taneously. Modern episodes of jobless recoveries or periods of stability 
that are nevertheless plagued by chronic unemployment are evidence 
of failed fiscal policies. A policy that is true to the original Keynesian 
prescriptions is not one of fine-tuning, but one of direct job creation via 
a permanent program for on-the-spot employment, where a “man-year of 
employment on the spot can be created immediately without obstacles” 
(Keynes, 1982, p. 171).

There are clear theoretical, methodological, and policy reasons why 
a bottom-up approach to fiscal policy that centers on direct hiring is 
superior to pump priming in achieving true full employment and macro-
economic stability over the long run. Aggregate demand management 
has incorrectly become known as the “Keynesian solution” to crises and 
unemployment, in large part due to the mistaken conflation between the 
concepts of effective and aggregate demand. For Keynes, employment 
equilibrium is a function of three key independent factors—the marginal 
efficiency of capital (mec), the marginal propensity to consume (mpc), 
and the marginal efficiency of money (mem). These are largely subjective 
factors, dependent on firms’ expectations of the future, personal prefer-
ences, and the appetite for liquidity of the community as a whole. And 
since none of these factors is under the direct control of policymakers, 
fixing and keeping them at the full employment level of effective demand 
is impossible via a policy of fine-tuning overall government spending 
(see also Kregel, 2008). Instead, full employment can be secured over 
the long run by direct means that would also permit policymakers to 
address structural changes as needed. Keynes intended for this “on-the-
spot” employment approach to be implemented at all stages of the busi-
ness cycle and to offer job and retraining opportunities to the cyclically, 
structurally, and long-term unemployed as well as to new entrants in 
the labor force, part-time job seekers, or anyone else who has not found 
employment in the private sector (Keynes, 1980, p. 357). An authentic 
Keynesian program would achieve true full peacetime employment, by 
putting the unemployed to work in jobs designed for the public purpose 
of “replanning the environment of our daily life” (ibid., p. 270). Keynes 
argued that good public policies not only are driven by the intellectual 
conviction that full employment is indispensable and possible (ibid., p. 
384) but also are designed with imagination and cleverness to serve the 
community as a whole (Keynes, 1981, p. 881).

Some of the key aspects of the bottom-up approach a la Keynes are the 
following: (1) public works (or any other direct employment schemes) 
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are not “depression solutions” and must not be discontinued near full 
employment, as this is precisely the time when private industry is less 
capable of absorbing any additional workers (Keynes, 1982, p. 150); (2) 
the goal of the program is to provide jobs for all in projects that serve the 
public purpose. Keynes’s policy was one of targeting the unemployed, 
not industry (though the two policies need not compete with each other); 
(3) modern output measures in terms of current or real prices do not ac-
count for the loss of labor as a result of changes in aggregate demand 
(Keynes, 1980, p. 71); (4) potential output measures are especially 
flawed in assessing the full employment level of output (ibid., p. 72) 
and must be calculated instead in terms of number of men and women 
who might be employed (ibid., pp. 280–307); (5) instead of closing the 
demand gap for output, Keynes specifically argued for closing the labor 
demand gap (ibid.); (6) the unemployed must be hired via direct means 
both in contractions and expansions, as well by taking the contract to 
the worker (Brown, 1936); and (7) unemployment must not be used to 
fight inflation (Keynes, 1980, p. 374).

Keynes envisioned fiscal policy in the form of direct job creation for 
three main reasons: (1) it has the highest primary, secondary, and induced 
employment-creation effects of any fiscal policy (see the Macmillan 
committee deliberations [Keynes, 1981, pp. 174–175]); (2) it can direct 
demand to the periphery of economic activity, including lagging urban 
or rural areas; and (3) it can be a useful institutional tool for the broader 
socialization of investment that would attain and maintain full employ-
ment over the long run. Public works are a preemptive measure—they 
do not wait until unemployment has considerably developed in order to 
address it. They are a long-term program of direct job creation and public 
investment, which ensures that the jobless are immediately absorbed in 
the public sector as they lose their private sector work. Aggregate de-
mand management is a policy measure that is always “too late” (Keynes, 
1982, p. 394).

These are the broad contours of the original Keynesian recipe for fiscal 
policy for full employment and macroeconomic stability. They can serve 
as a guide for any Keynes-inspired policy proposal that is serious about 
achieving true full employment, long-term macroeconomic stabilization, 
better income distribution, and improved socioeconomic outcomes. In 
this spirit, fiscal policy requires a fundamental reorientation if it is to 
align contemporary government stabilization policies with the objective 
of full employment. As already noted, the bottom-up approach to govern-
ment spending meets this challenge by directly addressing the needs of 
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the unemployed, the blight of distressed areas and communities, and the 
deficiency of public goods. Note that Keynes himself had a very tight 
definition of full employment, namely “less than 1% of peacetime un-
employment . . . or the sort of levels of unemployment that the economy 
has been capable of achieving during wartime” (Keynes, 1980, p. 303). 
This tight definition underpins the bottom-up approach advanced herein, 
although as a practical matter, the specific design, implementation, and 
execution of various bottom-up policies may result in higher unemploy-
ment rates, on the order of 2–3 percent of (mostly) frictional unemploy-
ment. This approach not only achieves as close an approximation to full 
employment as is practically possible but also provides an effective and 
sustainable method for improving the income distribution.

Two ways of improving the income distribution

There are two methods for improving the income distribution through 
policy. One is to work within the existing structures that produce and 
reproduce certain factor income shares and to reallocate income through 
various income redistribution schemes after income has been earned and 
those shares have been determined. The other policy is to change the very 
way income is earned from the outset. The Keynesian targeted demand 
approach can achieve the latter by directly increasing and stabilizing the 
share of labor income in production. It also ensures that by employing 
the unemployed, incomes at the bottom of the income distribution are 
improved faster than incomes at the top, thus improving within-labor 
income distribution. As Minsky had argued, “instead of the demand for 
the low-wage worker trickling down from the demand for the high-wage 
worker, such a policy should result in increments of demand for present 
high-wage workers ‘bubbling up’ from the demand for low-wage work-
ers” (Minsky, 1968, p. 338). Such a policy, far from working through 
the prevailing structures that produce income inequality, will begin to 
transform them by stabilizing incomes and employment at the bottom by 
employing workers in the production of public goods and services. This 
latter aspect of the labor-targeting approach can go a long way to revers-
ing the tendency of the public sector to lag the private sector in providing 
the protective services that are required as economies expand.

The existence of a direct job creation program obviously does not 
eliminate rentier incomes, which both Keynes and Minsky thought was 
necessary for a genuinely stable economy that produced a more equitable 
income distribution. But even in the presence of certain sources of rent 
income, the overall income distribution will be dramatically improved 
if fiscal policy is reoriented away from aggregate demand management 
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and toward direct job creation. First, such an approach will foster strong 
labor force attachment.4 Second, augmenting the safety net for the jobless 
(especially, the long-term unemployed) by linking the provisioning of 
income to the provisioning of jobs in the social services sector, would 
change the very way in which income is generated and earned, thereby 
improving the income distribution while fostering the social sector and 
the supply of public goods. Third, the bottom-up approach would appre-
ciably reduce poverty and provide needed social services. Minsky (1965) 
had observed that the 1960s decline in poverty was largely due to the fall 
in unemployment and had estimated that, through direct job creation, 
poverty would be virtually eliminated (ibid.; Minsky, 1968, p. 329). In 
2010, 37 million Americans (one in nine people), including 14 million 
children, relied on food assistance (hunger Report, 2010). Furthermore, 
43.6 million Americans lived in poverty—the highest number in fifty-one 
years (DeNavas-Walt et al., 2010). Pigeon and Wray (1998) have dem-
onstrated that even during the Goldilocks clinton years, incomes from 
pro-growth policies did not trickle down to the bottom of the income 
distribution. Bell and Wray (2004) corroborate Minsky’s estimates to 
confirm that direct job creation is key for poverty alleviation.

conventional fiscal policies are bankrupt from a moral and economic 
perspective. Aggregate demand management favors the “haves” over 
the “have nots” (ibid.): it provides handouts to the needy as the “right 
thing to do,” but offers no genuine employment opportunity that allows 
them to start climbing the economic ladder. Thus, it is fundamentally 
demoralizing and inefficient. It fails to fix the economy in a way to 
provide sufficient numbers of jobs to all who want them. Instead, it pres-
sures the unemployed and the poor to “reform themselves” and fosters 
invidious policies such as the 1996 welfare reform, which produced a 
far more punitive program—one that requires the recipients to work, 
but does not guarantee a job opportunity. And indeed, welfare reform 
has failed to lift welfare recipients out of poverty (Turner et al., 2006). 
The manpower of the poor and the unemployed can be mobilized for 
the public purpose irrespective of their skill level, which in turn will be 
upgraded by the very work experience and educational programs that 
the program would offer.

The current orientation of fiscal policy aims to close the demand gap 
for output. Yet modern measures of current output do not account for the 

4 Note that in the current crisis, labor force participation has fallen to its lowest levels 
in four decades. Furthermore, unemployment is highly concentrated in different socio-
economic groups and highly correlated with a broad range of socioeconomic problems.
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loss of labor that occurs from shifts in aggregate demand either because of 
changes in economic activity or due to automation. The potential output 
measure is also fundamentally flawed—Keynes (1980, p. 72) called it 
an “impostor”—as it cannot adequately reflect the maximum capacity 
of an economy to produce even for a brief period of time (ibid.; see 
also Tcherneva, 2012b). The bottom-up approach to fiscal policy does 
not attempt to close an ill-defined demand gap for output that does not 
explicitly consider the shifts in labor demand due to shifts in aggregate 
demand. Instead, it moves policymaking away from general demand-side 
measures to very specific direct employment and investment initiatives 
that close the demand gap for labor both in recessions and in expan-
sions. It relies on employment initiatives by the public and nonprofit 
bodies to create direct employment for all who want to work but have 
not found suitable private sector employment at a base living wage. The 
bottom-up approach puts employment creation at the beginning of the 
transmission mechanism and makes jobless recoveries a thing of the past. 
It targets the hard-to-employ individuals in distressed communities in 
a manner that breaks the vicious employment cycle they experience in 
the private sector. By deemphasizing the pro-investment, pro-growth, 
pump-priming policy orientation, stabilization efforts will no longer 
contribute to the erosion of the income distribution that takes place in 
expansions under conventional stabilization methods. Fiscal policy that 
guarantees a floor to labor demand over the long run would also improve 
income inequality by guaranteeing incomes from wages at the bottom 
of the distribution. Importantly, by putting the unemployed to work for 
the public purpose, fiscal policy directly matches the idle resources with 
the unfilled needs.

Conclusion

Although the profession has long abandoned the goal of achieving and 
preserving full employment, this objective is as important as ever and 
within policy reach as long as we heed the original Keynesian message. 
Minsky’s early critiques of aggregate demand management and his 
policy proposals fit squarely in the above-discussed reinterpretation of 
Keynes’s fiscal policy approach to full employment, and reinforce the case 
presented herein for reorienting policy away from the two contemporary 
demand-side trickle-down measures and toward a bottom-up approach 
that is based on labor-demand targeting. Full employment, environmental 
sustainability, and public stewardship are sensible cardinal measures for 
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fiscal policy effectiveness, and a carefully designed permanent program 
for direct employment of the unemployed can serve as an important 
institutional vehicle that can deliver long-term full employment, macro-
economic stability, and shared prosperity.
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