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Abstract

The objective of this paper is to re-examine Keynes’ The General Theory in light of
Lerner's subsequent contributions to Keynesian macroeconomic policy, particularly his
systematic analyses of the Keynesian macroeconomic policy mix and the introduction of
cost-push inflation into the Keynesian framework. We argue that Lerner's theoretical
developments remain firmly grounded in the core analytical principles established by
Keynes. We argue that Lerner's different policy prescriptions, from more emphasis on
fiscal policy in the 30s-40s to monetary policy in the 70s, reflect the changing
macroeconomic environment of the post-war period, instead of any fundamental
departure from Keynes’ theory. We build on (i) previous critical discussion in the so-
called Secular Stagnation literature on the limits of monetary policy to achieve full
employment; and (ii) on Lerner's shift in the recommended macroeconomic policy mix—
from discretionary fiscal policy in response to the fear of deflation to the use of 'fine-
tuning' monetary policy in the presence of persistent cost-push inflation. We argue that
Lerner followed Keynes framework of the General Theory in which an interest rate floor
prevents the economy to achieve full employment. And we stress that both Keynes and
Lerner resort on a floor to the nominal interest rate for this result.

Keywords: Keynes, Lerner, Functional Finance, Cost-push inflation

! This first draft has benefited from many discussions with Franklin Serrano and comments by Tom Palley
and participants of the VII International Conference on Demand-led Growth, Rio de Janeiro (2026) and the
XIX International Conference of the Brazilian Keynesian Association, Aracaju (2026), whom I would like
to thank but not implicate.
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1 Introduction

This paper originated from an invitation to contribute to a symposium on fiscal policy
with a detailed discussion of the views of John Maynard Keynes and Abba Lerner. The
objective of this paper is to re-examine Keynes’ The General Theory in light of Lerner's
subsequent contributions to Keynesian macroeconomic policy, particularly his systematic
analyses of the Keynesian macroeconomic policy mix and the introduction of cost-push
inflation into the Keynesian framework. We argue that Lerner's theoretical developments
remain firmly grounded in the core analytical principles established by Keynes, rather
than representing a departure from them. At the same time, we argue that Lerner's
different policy prescriptions, from more emphasis on fiscal policy in the 30s-40s to
monetary policy in the 70s, reflect the changing macroeconomic environment of the post-
war period, instead of any fundamental departure from Keynes’ theory. We argue that the
limitations of Lerner's policy recommendations ultimately derive from a theoretical
limitation already present in The General Theory, i.e., the reliance on the notion of a

unique neutral real interest rate.

To sustain that Lerner's theoretical developments are grounded in Keynes’ framework,
we should first recall that Lerner (1936) review of ‘the General Theory’ “has been read
in manuscript by Mr. Keynes himself, who has expressed his approval of it. (Lerner, 1936,
p.435). Lerner (1936) was highly favorable about the content of the General Theory, and
emphasized the central role of effective demand in determining employment levels and
its connection with macroeconomic policy. After that, Lerner advanced the systematic
analysis of the set of macroeconomic policy instruments to steer the economy to full
employment, in what he called the functional finance framework (Lerner, 1943, 1944).
Again, it should be emphasized that Keynes was positive about Lerner’s (1944)
theoretical analysis on the macroeconomic policy instruments required for the

management of aggregate demand (Colander, 1984; Aspromourgos, 2014)?. Keynes,

2 This systematic treatment of macroeconomic policy makes sense with Keynes’ social philosophy of the
General Theory. As noticed by Vernengo (2027), Keynes was worried about the worst features of laissez-
faire, such as unemployment, enlightening capitalist management, rather than a radical change in capitalist
structure.
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however, died before the publication of Lerner (1948) where he first discusses the
possibility of inflation with the economy below full employment. Thus, Keynes had no
opportunity to comment on this advance on Keynesian theory proposed by Lerner, what

came to be known as “cost-push” inflation.

This paper revisits Lerner's extension of Keynesian macroeconomics to examine whether
the analytical framework proposed in The General Theory is adequate to explain the
possibility of an equilibrium with involuntary unemployment under conditions of cost-
push inflation. In particular, we build on (i) previous critical discussion in the so-called
Secular Stagnation literature on the limits of monetary policy to achieve full employment
(Serrano, Summa and Moreira, 2020)°; and (ii) on Lerner's shift in the recommended
macroeconomic policy mix—from discretionary fiscal policy in response to the fear of
deflation to the use of 'fine-tuning' monetary policy in the presence of persistent cost-push
inflation (Summa, 2024). We argue that Lerner followed Keynes framework of the
General Theory in which an interest rate floor prevents the economy to achieve full
employment. And we stress that both Keynes and Lerner resort on a floor to the nominal
interest rate for this result. This is why Lerner (1944) emphasized discretionary fiscal
policy in the context of deflationary pressures. But from the early 1950s onwards he
became increasingly confident in the possibility of using discretionary monetary policy
to maintain full employment under conditions of persistent cost-push inflation, as in this

context the nominal floor is not binding. At the same time, he argued that monetary policy

3 Basically, the Secular stagnation literature sees the existence of a negative real natural rate of interest,
combined with a zero lower bound for the nominal interest rate, as the cause of persistent lack of effective
demand and unemployment. Summers (2015) is in favor of discretionary fiscal policy as a way to lead the
economy to full employment in such conditions. A second view proposes negative nominal interest rate to
lead the economy to full employment (Arteta et al, 2016). This proposition was criticized by Palley (2018,
2019) because negative nominal interest rates may fail to solve demand shortage owing to the existence of
non-reproduced assets. A third policy proposition by Krugman (1998) advocates generating (expected)
inflation by increasing money supply. However, he proposes to do this in a context of liquidity trap. Keynes
(1936) pointed out that increases in money supply has no impact on interest rates and employment in
situations in which liquidity preference is absolute. For more on this criticism, see Kregel (2003) and Di
Bucchianico (2020).
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should be complemented by incomes policies to contain cost-push inflation (Lerner,
1951b, 1977; Lerner and Colander, 1982).

We argue that this shift of macroeconomic policy in the light of the appearance of cost-
push inflation highlights an additional limitation of Keynes's proposed route to effective
demand, namely, its reliance on the assumption that the nominal interest rate cannot fall
sufficiently to reach the real 'neutral' rate of interest (Garegnani, 1978—79; Milgate, 1982;
Panico, 1988; Kurz, 2014; Barba, 2023).

Besides this introduction, the paper is articulated into three more sections. In section two
we discuss our view of the basic ‘model’ intrinsic in Keynes’ General Theory and the
causes of persistent unemployment. In section 3 we discuss Lerner’s adaptation of this
scheme to discuss Keynesian macroeconomic policies both in the context of trying to
avoid deflation and in the different context of ongoing cost-push inflation. In the last

section we provide our final remarks.

2 The basic ‘model’ intrinsic in Keynes’ General Theory

To assess the implications of Lerner's contributions on macroeconomic policy and cost-
push inflation for the central result of The General Theory, we first outline our
interpretation of Keynes's analytical framework adopted in his book. Since The General
Theory has generated numerous controversies and competing interpretations, our reading
follows the Sraffian tradition (Garegnani, 1978-79; Milgate, 1982; Panico, 1988; Kurz,
2014; Barba, 2023) and Lerner's own interpretation of Keynes (Lerner, 1936, 1939, 1944,
1952, 1960, 1964, 1974, 1978b). Although Keynes (1936) contains passages that support
alternative, and sometimes conflicting, interpretations, we focus on the elements that are
most consistent with the synthesis presented in Chapter 18, where the central analytical
problem is the existence of an equilibrium with involuntary unemployment. As Keynes
argued, “an outstanding characteristic of the economic system in which we live that,
whilst it is subject to severe fluctuations in respect of output and employment, it is not
violently unstable. Indeed, it seems capable of remaining in a chronic condition of sub-

normal activity for a considerable period without any marked tendency either towards
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recovery or towards complete collapse. (...) an intermediate situation which is neither
desperate nor satisfactory is our normal lot.” (Keynes, 1936, p.249) Keynes (1936)
attributed this chronic condition of sub-normal activity to the persistence of an interest
rate that "may fluctuate for decades about a level which is chronically too high for full

employment" (Keynes, 1936, p.204).

To explain equilibrium with unemployment, Keynes (1936) develops the principle of
effective demand, i.e., aggregate spending at supply prices determines the level of real
output (and employment)*. Given the propensity to consume, which Keynes regarded as
governed by a "fundamental psychological law", the level of aggregate demand depends
crucially on investment expenditure®. Investment, in turn, is determined by the interaction
between the schedule of the marginal efficiency of capital, namely "a schedule relating
the rate of aggregate investment to the corresponding marginal efficiency of capital in
general which that rate of investment will establish" (Keynes, 1936, p. 136), and the rate
of interest®. Keynes distinguished the "neutral" rate of interest, that is, the real rate of
interest "consistent with full employment" (Keynes, 1936, p. 243), from the market rate
of interest, emphasizing that the latter is a monetary phenomenon. More specifically, the
nominal rate of interest is determined by the interaction between liquidity preference (the
money demand function) and the supply of money, the latter being under the control of
the central bank. A key role is played by the speculative demand for money, which
depends on the divergence between the prevailing interest rate and the conventionally
expected "safe" rate of interest. As a result, the monetary rate of interest may remain

persistently above the level required to equate investment with full-employment saving,

4 We do not address here the possible effects of short-term expectation errors, as presented in Keynes (1936,
chap. 3). We assume the principle of effective demand in its ex-post sense, as proposed in Keynes (1936,
chap. 5) where short-term expectations tend to be corrected through experience. Keynes (1937b) himself
argued that the ex-post version would be a better way to expose the principle of effective demand. See also
Amadeo (1989) and Allain (2009) on this point.

5 In Keynes (1936, chap. 10) autonomous consumption, government spending and exports are mentioned,
as well as fiscal policy through transfers and taxation which can change disposable income.

¢ According to Keynes (1936, p.140) himself, this investment demand-schedule is quite similar to the
neoclassical version of Fisher. See also Panico (1988) and Inal (2024) for similarities between Keynes,
Marshall and Fisher regarding investment demand function.

IE-UFRJ DISCUSSION PAPER: SUMMA, TD 021 - 2026. 6



thereby preventing effective demand from reaching the level consistent with full

employment and allowing equilibrium with involuntary unemployment to persist.

For Keynes's, the nominal rate of interest may be "recalcitrant" (Keynes, 1936, p. 203),
implying that monetary policy may face significant obstacles in reducing the financing
cost relevant for investment to the level required for full employment output. Importantly,
this financing cost extends beyond the short-term interest rate. First, the short-term rate
may be constrained by absolute liquidity preference, since "liquidity-preference may
become virtually absolute in the sense that almost everyone prefers cash to holding a debt
which yields so low a rate of interest” (Keynes, 1936, p. 207)”. Second, investment
decisions depend on longer-term interest rates, which reflect the term structure of interest
rates and, therefore, the market's conventional expectations. Keynes (1936) adopted a
nuanced view of the central bank's ability to influence these expectations, emphasizing
the interaction between the "obstinacy" of investors and the "commitment" of the central
bank in shaping the conventional safe rate of interest (Barba, 2023, pp. 528-29;
Aspromourgos, 2018; Brillant, 2024). Finally, the borrowing rate faced by firms also
includes risk and intermediation spreads. As Keynes observed, these comprise "the
intermediate costs of bringing the borrower and the ultimate lender together, and the
allowance for risk, especially for moral risk, which the lender requires over and above the
pure rate of interest. As the pure rate of interest declines it does not follow that the
allowances for expense and risk decline pari passu. Thus the rate of interest which the
typical borrower has to pay may decline more slowly than the pure rate of interest, and
may be incapable of being brought, by the methods of the existing banking and financial
organisation, below a certain minimum figure. This is particularly important if the

estimation of moral risk is appreciable" (Keynes, 1936, p. 208)%. Consequently, the

7 According to Keynes (1936, p.233) the rate of interest becomes “insensitive, particularly below a certain
figure, even to a substantial increase in the quantity of money in proportion to other forms of wealth. In
other words, beyond a certain point money’s yield from liquidity does not fall in response to an increase in
its quantity to anything approaching the extent to which the yield from other types of assets falls when their
quantity is comparably increased.” For more discussion on the origin of the term “liquidity trap”, see
Boyanovsky (2004), Barens (2012) and Fantacci and Sanfilippo (2020).

8 See also Serrano, Summa and Garrido (2020, p. 369) for a similar discussion applied to the recent secular
stagnation debate for a variant called ‘the financial wedge’. This view sees negative effects on demand due
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interest rate relevant for investment comprises not only the short-term rate, but also the
term premium and private risk spreads, each of which may limit the effectiveness of

monetary policy in leading the economy towards full employment.

We can discuss this idea of the obstacle of the policy nominal interest rate (i) to fall below
a floor using the diagram in figure 1. Notice that real investment (I) depends on the
nominal marginal efficiency of capital (MEC) and the nominal interest rate relevant to
investment (i+ 6+ p). We denote 6 as the term premium and p the private spread, i* is

the neutral nominal interest rate and 1*+ 8+ p is the neutral market nominal interest rate.

Figure 1. Determination of Investment in Keynes
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Figure 1 above illustrates that the nominal policy rate consistent with market nominal
neutral rate of interest and full employment output lies below the floor imposed by the
nominal interest rate. Consequently, the monetary authority is unable to reduce the policy
rate sufficiently to achieve the real interest rate compatible with full employment, making

the restoration of full employment through monetary policy alone impossible.

to increased ‘financial wedge’ between policy interest rates set by the central bank and the interest rates
relevant to spending, and the difficulty to achieve full employment due to the zero lower bound of the policy
nominal interest rate.
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Keynes (1936) rejected the idea that a reduction in nominal wages and prices would
automatically restore full employment. In his analysis, deflationary expectations may
instead aggravate the problem by reducing the expected profitability of investment. As he
argued, "the expectation of a rise in the value of money is depressing, because it lowers
the schedule of the marginal efficiency of capital" (Keynes, 1936, p. 141). Similarly, if a
wage reduction generates "the expectation, or even the serious possibility, of a further
wage-reduction in prospect,” it "will diminish the marginal efficiency of capital and will

lead to the postponement both of investment and of consumption" (Keynes, 1936, p. 263).

We can use the same diagram to check what happens with investment in the case of
deflation. In figure 2, deflation shifts the marginal efficiency of capital schedule to the
left, which given the same nominal floor to the policy interest rate and the unchanged

term and private spreads, will reduce real investment (and output).

Figure 2. Determination of Investment in Keynes in the case of deflation
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Keynes nevertheless acknowledged that falling wages and prices could, in principle,
contribute to lower interest rates by reducing nominal income and, consequently, the
transactions demand for money. However, this mechanism is ultimately constrained by

the existence of a floor to the nominal interest rate, which prevents it from falling
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sufficiently to reach the (nominal) neutral rate consistent with full employment. As
Keynes noticed, “though in the extreme case where money-wages are assumed to fall
without limit in face of involuntary unemployment (...), there will, it is true, be only two
possible long-period positions—full employment and the level of employment
corresponding to the rate of interest at which liquidity-preference becomes absolute (in

the event of this being less than full employment)" (Keynes, 1936, p. 191).

In principle, the situation would be different under conditions of inflation, since it
increases the marginal efficiency of capital and stimulates investment. As Keynes argued,
"the expectation of a fall in the value of money stimulates investment, and hence
employment generally, because it raises the schedule of the marginal efficiency of capital,
i.e. the investment demand-schedule" (Keynes, 1936, p. 141-142). Similarly, if a
reduction in money wages is expected to be a reduction relative to future money wages,
"the change will be favourable to investment, because as we have seen above, it will
increase the marginal efficiency of capital; whilst for the same reason it may be
favourable to consumption" (Keynes, 1936, p. 263). Thus, unlike deflationary
expectations, inflationary expectations may raise nominal expected returns on capital and

encourage investment, given a nominal policy interest rate floor.

Barba (2023) provides further evidence of the importance of the nominal interest rate
floor in Keynes's analysis by examining the exchange of letters between Keynes and
Franz Hochstetter, a follower of Silvio Gesell. The long-run obstacle preventing the
money rate of interest from falling sufficiently, according to Keynes in chapter 17 of the
General Theory, was the intrinsic positive liquidity premium combined with a negligible
carrying cost of money. Gesell proposition of taxing idle money, so-called demurrage, to
increase the carrying cost of money attracted Keynes’ attention in the General Theory
and after, because in this Keynes’ framework it would eliminate the nominal interest rate

floor and thus the monetary obstacles to full employment (Barba, 2023).°

® As Barba (2023) shows, Keynes's arguments in the correspondences with Hochstetter as an attempt to
deny the validity of demurrage to reduce the monetary rate of interest were marked by several unresolved
inconsistencies. Indeed, Keynes’ never provided a response to Hochstetter's final letter.
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This point was explored by Vickrey (1954, p. 91) who argued that "steady anticipated
inflation are rather closely comparable to those of an economy in which money is
subjected to a tax or is otherwise devalued with the passage of time along lines suggested
by Gesell." This discussion provides additional support for the view that, in Keynes's
framework, the existence of a floor to the nominal interest rate is a fundamental constraint
on the ability of monetary policy to achieve full employment, and that inflation can help

to overcome such constraints.

However, the inflationary mechanism discussed in The General Theory is essentially one
of demand-pull inflation, corresponding to what Keynes called "true inflation." For
Keynes, inflation emerges when the expansion of effective demand reaches the point at
which output can no longer increase. As he stated, "when a further increase in the quantity
of effective demand produces no further increase in output and entirely spends itself on
an increase in the cost-unit fully proportionate to the increase in effective demand, we
have reached a condition which might be appropriately designated as one of true

inflation" (Keynes, 1936, p. 303).

In The General Theory, Keynes did not consider inflation as a systematic phenomenon
arising below full employment. Changes in the price level during the adjustment of output
were explained by variations in marginal costs associated with diminishing marginal
productivity of labour, as implied by his first postulate, but this does not consist in a
systematic inflationary process'’. Keynes also did recognize the possibility of what he
called "semi-inflation," but this referred to discrete changes in the wage-unit rather than
a continuous process of wage (and price) inflation. As he argued, the wage-unit "does not
change continuously (...) in response to every small change in effective demand; but
discontinuously. These points of discontinuity are determined by the psychology of the
workers and by the policies of employers and trade unions" (Keynes, 1936, p. 301).

Therefore, in Keynes's original framework, price changes below full employment

10 Additionally, Keynes mentions the possibility of bottle-necks', i.e. situations ‘where the supply of
particular commodities ceases to be elastic and their prices have to rise to whatever level is necessary to
divert demand into other directions’ (Keynes, 1936, p. 300). This will not consist in a process of inflation
but rather of changes in relative prices, and the price level.
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reflected adjustments in costs and discontinuous changes in the wage-unit, not a persistent

cost-push inflation process.

The problem of cost-push inflation under conditions of less than full employment appears
briefly only in Keynes's later reflections on a high employment economy. In this context,
Keynes recognized that maintaining stable wage dynamics involved political challenges
rather than merely economic ones. As he noted in a letter dated 31 December 1943, "the
task of keeping efficiency-wages reasonably stable (I am sure they will creep up steadily
in spite of our best efforts) is a political rather than an economic problem." (Moggridge
and Howson, 1974, p.244) Similarly, in a letter to S. G. MacFarlane on 5 June 1945, he
remarked that "one is also, simply because one knows no solution, inclined to turn a blind
eye to the wages problem in a full employment economy." (Moggridge and Howson,
1974, p.244). Cost-push inflation thus remained outside the core analytical framework of
The General Theory, and Keynes seems to acknowledge but at the same time avoided

discussing it in more detail in the subsequent years after its publication'!.

3  Lerner: Macro policy mix and conflict inflation in the
framework of the General Theory

3.1 From “The General Theory” to the “Economics of Control”

Lerner was among the first economists to review Keynes's The General Theory,
publishing his assessment shortly after the book's release in 1936. His interpretation,
which was well received and endorsed by Keynes, emphasized the central role of
investment in determining the level of employment and output. Lerner (1936) explored
the consequences of Keynes's results to the discussion of macroeconomic policies. For
him, "the amount of employment can be governed by policy directed towards affecting
the amount of investment (...) by lowering the rate of interest." (Lerner, 1936, p.452)

However, he also stressed the limitations of such mechanism, noting that "[t]here may be

! Notice that this is in line with Palley’s (2023) claims that Keynes denied conflict in his analysis.
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difficulties for institutional or psychological reasons in reducing the rate of interest to
sufficiently low a level to bring about that rate of investment which, with the existing
propensity to consume, is necessary in order to bring about full employment." (Lerner,
1936, p.452). It was precisely "because of such difficulties that Keynes thinks that public
works are necessary" (Lerner, 1936, p. 452). Summing up, Lerner's interpretation
identified the macroeconomic policy implications from Keynes's (1936) framework:
while monetary policy could, in principle, stimulate investment by reducing interest rates,
institutional and psychological constraints could prevent the interest rate from falling
sufficiently to ensure full employment, making fiscal policy necessary to achieve full

employment output.

Lerner's (1943) Functional Finance framework advanced on Lerner’s (1936) insights on
macroeconomic policy discussed above by discussing in detail the Keynesian policy
instruments, and how to use it to achieve full employment. Instead of adhering to
predetermined rules concerning balanced budgets or the size of public debt and the stock
of high-powered money, Lerner argued that Keynesian policy instruments should be
evaluated solely according to their effects on aggregate demand, i.e., if they are functional
to achieve the policy objective of full employment output. Functional finance thus means
maintaining the economy in full employment with "a conscious policy by the government
for avoiding the evils of [demand-pull] inflation and the evils of deflation" (Lerner, 1944,
p. 266). Lerner was thus concerned with a situation of persistent unemployment and its

potential to generate deflation.

Lerner (1944) explicitly emphasized the existence of an interest rate floor as a potential
obstacle to achieving full employment through monetary policy. Using Keynes's (1936)
speculative motive of money demand, he argued that the effectiveness of monetary
expansion depends on expectations regarding the future path of interest rates. In Lerner’s
words, “[1]t is impossible for the rate of interest to fall appreciably if the owners of wealth
believe that the rate is "normal" and that if it should fall it will soon have to rise again to
the normal level" (Lerner, 1944, p. 291). In such circumstances, the owners of wealth
“will then hold the cash they got for the securities while waiting for the rate of interest to
rise again" (Lerner, 1944, p. 292). Consequently, "the fall in the rate of interest may be
negligible because of elasticity of liquidity preference" (Lerner, 1944, p. 291). Only when
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expectations change, i.e., when "these people are convinced that the rate of interest is
going to fall and stay down for a long time will they give up this game and permit the rate
of interest to fall" (Lerner, 1944, p. 292). Thus, Lerner's framework for Keynesian policies
highlighted, as Keynes, the lower bound to the nominal interest rate and the limited ability

of monetary policy to generate the investment required for full employment in such cases.

Lerner (1944), as Keynes, also emphasized that the constraints imposed by the interest
rate floor are aggravated under deflationary conditions. First, because the “fall in prices
will be a heavy burden on firms with fixed monetary obligations™ (...) defaults, and
bankruptcies, many banks will close down and confidence and credit may be impaired so
that the supply of money contracts” (Lerner 1944, p.290). Moreover, deflation reduces
investment incentives by lowering expected nominal profitability, since “[w]hen prices
are falling the efficiency of investment declines because the future product whose output
is increased by investing present factors will have to be sold at the lower future prices”
(Lerner 1944, p.292). In this deflationary situation, “[t]he reduction in the rate of interest
may not be very effective in increasing private investment, especially in time of
depression when businessmen may become so pessimistic that they would not invest even
if the rate of interest were reduced to zero. The government could then undertake some
investment itself as part of its own "buying" if it considered these "public works" a better
use of resources than directing them to additional consumption in the present” (Lerner

1944, p. 315).

In summary, from the review of the General Theory in 1936 to the Economics of Control
of 1944, Lerner articulates a framework of macroeconomic policy mix to deal
systematically with the problem of persistent unemployment. He also stresses that while
monetary policy constitutes a part of the ‘functional finance’ policy mix, it may be the
case that monetary policy is not able to lead the economy to full employment. In the
context of persistent unemployment, the Central Bank may not be able to reduce long-
term interest rates, i.e., the ones that are relevant to investment, sufficiently. Also, when
persistent unemployment is associated with deflation, investment may not respond to a
fall in nominal interest rates, as the real interest rate increases with expected deflation. In
this situation, discretionary fiscal policy is the appropriate instrument to conduct the

economy to full-employment.
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3.2 Demand-pull vs cost-push inflation

In the period 1936-1944 discussed above, Lerner was aware about the necessity of
keeping the total rate of spending no greater than full employment output — “[i]f total
spending is allowed to go above this there will be inflation (Lerner, 1943 p. 39)”.
Therefore, in this phase, Lerner, like Keynes, had in mind only the concept of demand-

pull, or “true inflation”.

In Lerner (1948), inflation was still primarily understood as demand-pull inflation, i.e.,
arising when effective demand was higher than full employment output. However, at the
end of this paper, he briefly recognized a possibility that inflationary pressures could
emerge before the economy reached full employment. In the latter case, "workers'
bargaining power may still become too great for price stability even while economic

activity is below the optimum level" (Lerner, 1948, p. 26).

This insight that inflation can emerge before full employment is attained was further
developed and made central in Lerner's subsequent contributions (Lerner, 1951a,b). As
he argued, "the very high level of employment raises the bargaining power of labor to a
point where wage increases are easily obtained and passed on in higher prices of the
product (...) And so we have inflation" (Lerner, 1951b, p. 195). Lerner differentiates what
we now call cost-push inflation from demand-pull inflation by distinguishing between
two relevant employment thresholds: "low full employment," characterized by a
remaining "reserve army of unemployed" but with sufficiently strong labour bargaining
power to generate wage pressures, and "high full employment," corresponding to the
technical maximum output level beyond which further increases in effective demand

cannot expand real production due to absolute scarcity of labour (Lerner, 1951a, p. 193).

Lerner further clarified and systematized this distinction in later contributions. In Lerner

nn

(1958), demand-pull or "true inflation" is denoted by "buyers' inflation," "caused by
buyers trying to buy more goods than are available, that is, spending more money than
can buy (at current prices) the available supply of goods. When this happens, prices are
bid up to the level at which the buyers are no longer trying to buy more than is available"
(Lerner, 1958, p. 257). By contrast, cost-push inflation was characterized as "sellers'

inflation," in which "prices [are] rising—even though we are not fully utilizing our
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available labor force and productive potential" (Lerner, 1958, p. 258). According to
Lerner, this form of inflation emerges when competing claims over income distribution
become incompatible: "sellers' inflation takes place whenever wage earners and profit
takers together attempt to get shares that amount to more than 100 percent of the selling

price" (Lerner, 1958, p. 259).

Lerner (1967) reinforced this interpretation, by saying that "like demand inflation,
administered inflation persists by virtue of ever renewed attempts at the impossible. In
demand inflation the attempt is to buy more than 100 percent of the supply. In
administered inflation it is the attempt of labor and business, by their respective markups,
to get, between them, more than 100 percent of the joint product" (Lerner, 1967, p. 2).
Lerner (1967) thus denotes cost-push inflation as administered inflation and defines it not
in terms of the inconsistent claims of wage earners and profit takers over the selling price,
as in Lerner (1958), but on the output!?.

It is important to stress that Lerner maintained this distinction even in the context of the
stagflation of the 1970s, when high inflation coexisted with substantial unemployment.
In this environment, he explicitly rejected the interpretation of inflation as a demand-pull
phenomenon and continued to distinguish between "cost inflation or wage-push
inflation—the kind of inflation that is compatible with less than full employment" and
demand-pull inflation (Lerner, 1977, p. 398), being stagflation related to the former
phenomenon. For Lerner, stagflation represented the coexistence of two analytically
distinct problems: insufficient aggregate demand and distributive inflationary pressures'>.

As he argued, "we have separated stagflation into its component parts: stagnation and

12 Notice that this is the exact definition of cost-push or conflict inflation given in Serrano, Summa and
Morlin (2024) in opposition to demand-pull inflation. Notice that this distinction of cost-push and demand-
pull inflation, respectively below and above full employment, is blurred in Hein (2024) where inflation is
‘always and everywhere’ defined as a conflict phenomenon.

13 According to Wray, “[b]y the late 1960s Lerner, too, was worried about inflation, and had second
thoughts about his own functional finance theory. Indeed, by the 1970s he abandoned it in favor of a version
of monetarism—not because he worried about government solvency but because of his fear that reliance
on fiscal policy would generate stagflation.” Wray, 2024, p. 2014). All this section shows textual evidence
that Lerner did not associate fiscal policy with stagflation.
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inflation. The stagnation component (inadequate total spending at the current wage and
price level to yield full employment) calls for macroeconomic governmental measures
for increasing total spending. The inflation component, which cannot be excess-demand
inflation, calls for microeconomic market adjustments of wages and prices." (Lerner,

1977, p. 409).

Thus, Lerner's analysis of stagflation is based on the same theory that inflation could
emerge independently of excessive aggregate demand and required a policy response
distinct from that aimed at restoring employment. The same concern with cost-push

inflation can be seen in his subsequent works (Lerner, 1978 a,b, Lerner and Colander,
1982).

3.3 Changing view of the Macroeconomic policy mix

Lerner’s Functional finance toolkit for achieving full employment encompasses both
fiscal, via direct public spending, public transfers and taxation, and monetary policy, via
interest rate management by the Central Bank (Lerner, 1943). Lerner in principle has no
preference for any of the instruments that for him should be used together to obtain full
employment. The instruments in general grounds should reflect the desired composition

of aggregate demand according to an analysis of social costs and benefits:

“Just as total demand is adjusted to provide full employment, so
continuous adjustment among the different elements in total demand is
also necessary for the best use of the resources (...) If there is not
enough total spending, all forms of taxation must be reduced and all
forms of spending increased until the msb's [marginal social benefits]
(or msc's [marginal social costs] in the case of taxes) have been reduced
and are again equal to each other in full employment (Lerner, 1944,
p.317-318).

This view that there was no a priori preferable macroeconomic policy mix was reinforced
in Lerner (1973, p. 43): [T]here has been much debate ... between those who stress fiscal
policy ... and those who stress monetary policy ... this noisy debate is not really relevant

. it does not matter which instruments are used to bring about the changes in total
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spending required ... of preventing both too much and too little total spending. (Lerner
1973, p. 43).

The macroeconomic policy mix necessary to steer the economy to full employment
position, however, can change according to the economic situation. In the 1930-40s,
based on the more pessimistic conclusion of the General Theory because of a “recalcitrant
and untamed liquidity preference” (Lerner 1962 p. 452), in a context of (expected)
deflation, discretionary fiscal policy would be the only way to achieve full employment,

1.e. “public works are necessary” (Lerner, 1936, p. 452).

“inflexibility has invaded the money market and the rate of interest fails
to fall in response to the increase in the real value of cash balances (the
Keynesian special case with the liquidity trap) or where investment and
consumption fail to increase in response to a fall in the rate of interest
(...) The government can increase its own spending or induce more
spending by others by reducing taxes (or use a combination of these
measures, including a larger budget with its net positive effect on total
spending). If monetary policy is inadequate it can be supplemented by
fiscal policy” Lerner, 1960 p. 135

The same conclusion about the necessity of ‘emergency’ fiscal policy is reinforced in

Lerner, in a much different context of stagflation of the 70’s.

“governmental (macro) policy to regulate the overall quantity of money
(with an assist, in emergencies, from fiscal measure in the depths of the
depression when investors were afraid to invest). There was such a
collapse of confidence that neither method of increasing the real value
of the money stock would have helped. Only increased spending by the
government, or by the beneficiaries of tax reductions, could have been
effective in increasing spending and employment until investors'
confidence was restored. Hence the call for fiscal measures” (Lerner
1977 p. 390)

This situation where fiscal policy “have them pinch hit for the impotent lending and
borrowing instrument (Lerner 1977, p.412), i.e. monetary policy, because of “a liquidity
trap or a collapse of investor confidence, when increasing the real value of the money
stock does not help” (Lerner 1977, p.398”)” and “falling prices (...) reducing the spending
and aggravating the depression” (Lerner 1977 p. 391).
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With cost-push inflation, however, it is more likely an effective monetary policy, in the
sense of capable of steering the economy to full employment. So, for Lerner in this case
“[o]f functional finance's three pairs of instruments - borrowing and lending, buying and
selling, and taxing and subsidizing - the first, borrowing and lending, can usefully be
segregated and put in charge of the monetary authority - the Federal Reserve System's
open-market operations. These can regulate the size of the money stock and thereby

maintain adequate but not excessive total spending.” (Lerner, 1977, p. 410).

This stability in fiscal variables defines the slope and the position of the IS curve and a
stable natural real rate of interest, which can be achieved with monetary policy. In this
case, “[f]iscal policy should be more structural, avoiding discretionary movements and
focusing on social, allocative, and distributive efficiency (Lerner 1977, p. 410)'*. And
once the actual interest rate is equal to the natural rate (and actual output is equal to high
full employment output), it should be maintained by ‘a regular growth of the money stock

equal to the rate of increase in [nominal] output’ (Lerner 1977, p. 409).

With cost-push inflation, thus, the main problem is not the adequate macroeconomic
Keynesian policy instrument, as it is possible to manage aggregate demand with monetary
or fiscal policy to steer the economy to full employment. The main problem is to control
cost-push inflation. Because with cost-push inflation, policymakers may confuse it with

demand-pull inflation and interpret the economy as having excess of effective demand.

14 The same argument that discretionary fiscal policy should be used only in context where the monetary
policy is impotent (in this case, the lower zero bound) and monetary policy was in general preferable was
proposed by Taylor (2000): “Given the more transparent and systematic approach to monetary policy that
has been followed in recent years, it is more important than ever for fiscal policy to be clearly stated and
systematic. The automatic stabilizers represent such a predictable and systematic response, setting out rule-
like mechanisms for changes in taxes and spending. It would be appropriate in the present American context
for discretionary fiscal policy to be saved explicitly for longer-term issues, requiring less frequent changes.
Examples of such a longer-term focus include fiscal policy proposals to balance the non-Social Security
budget over the next ten years, to reduce marginal tax rates for long-run economic efficiency, or even to
reform the tax system and Social Security. Other examples might include stating explicitly how fiscal policy
would be used in unusual situations, such as when nominal interest rates hit a lower bound of zero. Such
rules for fiscal policy are more difficult to specify and enforce in practice than parallel rules for monetary
policy. However, dividing the labor of fiscal and monetary policy in this way would be a useful step
forward.” (Taylor 2000 p. 35).
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They will then tend to reduce, instead of increasing, aggregate spending. Thus, “[a] failure
to distinguish between the two types of inflation aggravates a problem which has become
a serious threat to democratic society” (Lerner 1960, p.121). Consequently, policymakers
“try to cure administered [cost-push] inflation by reducing effective demand because that
works for demand inflation, and then they try to cure the resulting unemployment by
increasing effective demand, back and forth, in what the British have dubbed "Stop and
Go." Disappointed, frustrated, and disgusted with the inevitable failure, they declare that

Keynes is all wet and functional finance a mirage” (Lerner 1967, p.3).

So “as long as [cost-push] inflation continues, governments will continue to treat it as due
to excess demand, and they will hold down the rate of spending in the economy. This
medicine will not cure the inflation but it will continue to give us high unemployment and
the "paradox" of stagflation. That is why we must cure the inflation first.” (Lerner 1977
p.413)15,

In this sense, Lerner devoted a lot of work to proposing some sort of wage or income
policy to control cost-push inflation.'® Once the latter was tamed, it would be easier to
convince policymakers to not reduce effective demand. In fact, Lerner proposes
increasing effective demand up to the (high) full employment output, i.e., the one for
which a further increase in effective demand would only produce true or demand-pull
inflation. This, as we see, in the situation of persistent cost-push inflation below full

employment, could be achieved solely via monetary policy.

15 Noticed that Lerner used to interpret Friedman’s ‘natural level of employment’ as his ‘low’ full
employment position (Lerner 1977, p. 395), Lerner was thus explicit against the monetarist proposition to
control inflation with unemployment (‘hunger’) by maintaining the economy in the ‘low full employment
position’ (Lerner and Colander 1982, p. 44).

16 It is not the objective of this paper to discuss the viability of the proposals of Lerner regarding income

policies nor if income policies in general worked well or not in practice. For this discussion see Lerner
(1948,1951, 1977, 1978a, Lerner and Colander, 1982).
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4 Final remarks

We argued that Lerner's contributions can be understood as a theoretically consistent
extension of Keynes's General Theory rather than a departure from its analytical
foundations. Since "the fundamental Keynesian revolution was essentially a policy
revolution" (Lerner, 1977, p. 390), Lerner helped advance this theoretical revolution by
extending the framework of effective demand to discuss in detail the Keynesian
macroeconomic policy mix to steer the economy to full employment. Lerner's subsequent
incorporation of cost-push (or conflict) inflation into the Keynesian framework completed
an important aspect that remained underdeveloped in The General Theory: the possibility

that inflationary pressures could emerge before the economy reached full employment.

The distinction between situations of (fear of) deflation and cost-push inflation was
crucial for Lerner because it implied different policy responses. The former makes
monetary policy impotent and calls for the need for fiscal policy to achieve full
employment. In the latter, because of cost-push inflation, the nominal interest rate floor
may become less binding and setting the nominal interest rate compatible with the neutral
real rate may become possible, restoring the role for monetary policy in influencing

investment and employment.

Lerner's later emphasis on monetary policy in the 70’s should therefore not be interpreted
as a conversion to monetarism, but rather an extension of the framework he learned from
the General Theory to the situation of high inflation below full employment, something
that was not discussed by Keynes. Blaming Lerner for being overly optimistic about the
ability of monetary policy alone to achieve full employment in a context of where the fear
of deflation is ruled out, in fact indirectly apply to Keynes's own analysis in The General
Theory, where the possibility of lowering the interest rate and stimulating investment
plays a central role. It is the marginalist remnants of a negative sloped investment function
and a single neutral real rate of interest, presents in the General Theory, which lead Lerner
to this conclusion in an economic environment in which there was no difficulty for the
real rate of interest to be set equal to the neutral one. Fortunately, it is possible to
incorporate Lerner’s advances in the analysis of macroeconomic policy and cost-push

inflation without retaining the marginalist elements present in Keynes’s General Theory,
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with important implications for a conception of effective demand that allows for longer-

run effects (Summa, 2024).

IE-UFRJ DISCUSSION PAPER: SUMMA, TD 021 - 2026. 22



References

ALLAIN, O. 2009. Effective demand and short-term adjustments in the General
Theory. Review of Political Economy, v. 21, n. 1, p. 1-22.

AMADEDO, E. 1989. Keynes’s principle of effective demand. Aldershot: Edward Elgar
Arteta, C., Kose, M.A., Stocker, M., Taskin, T. 2016. Negative Interest Rate Policies:

Sources and Implications, World Bank, Washington DC , World Bank Policy Research
Paper n. 7791

ASPROMOURGOS, T. 2014. Keynes, Lerner, and the question of public debt. History
of Political Economy, v. 46, n. 3, p. 409-433.

ASPROMOURGOS, T. 2018. Keynes, public debt, and the complex of interest
rates. Journal of the History of Economic Thought, v. 40, n. 4, p. 493-512.

BARBA, A. 2023. Gesell’s half a theory of the rate of interest: The Keynes-Hochstetter
correspondence. The European Journal of the History of Economic Thought, v. 30, n. 4,
p. 525-555.

BARENS, I. 2012. ‘To use the words of Keynes...": Olivier J. Blanchard on Keynes and
the ‘liquidity trap'. In: Macroeconomics and the History of Economic Thought.
Routledge, p. 209-218.

BOIANOVSKY, M. 2004. The IS-LM model and the liquidity trap concept: From Hicks
to Krugman. History of political economy, v. 36, n. 5, p. 92-126.

BRILLANT, L. 2024. The origins of yield curve theory: Irving Fisher and John Maynard
Keynes. Journal of the History of Economic Thought, v. 46, n. 2, p. 244-260.

COLANDER, D. 1984. Was Keynes a Keynesian or a Lernerian?. Journal of Economic
Literature, v. 22, n. 4, p. 1572-1575.

DI BUCCHIANICO, S. 2020. A note on Krugman’s liquidity trap and monetary policy
at the zero lower bound. Review of Political Economy, v. 32, n. 1, p. 99-120.

FANTACCI, L.; SANFILIPPO, E. 2020. The Original Meaning of ‘Liquidity Trap’in the
Early Discussions Between Robertson and Keynes. In: New Perspectives on Political
Economy and Its History. Cham: Springer International Publishing, p. 343-363.

GAREGNANI, P. 1978-1979. “Notes on Consumption, Investment and Effective
Demand: I & I1.” Cambridge Journal of Economics, 2 (4): 335-353; 3 (1): 63-82.

IE-UFRJ DISCUSSION PAPER: SUMMA, TD 021 - 2026. 23



HEIN, E. 2024. Inflation is always and everywhere... a conflict phenomenon: post-
Keynesian inflation theory and energy price driven conflict inflation, distribution,
demand and employment. European Journal of Economics and Economic Policies, v. 21,
n. 2, p. 202-231.

INAL, V. 2024. Investment function in Marshall, Fisher and Keynes: a critique of the
neoclassical theory of investment in light of the capital theory controversy, The European
Journal of the History of Economic Thought, v. 31, n. 3, p. 437-467.

KEYNES, J. M. 1936. The General Theory of Employment, Interest and Money. In:
Moggridge, D., (ed.). The Collected Writings of J. M. Keynes. Londres: Macmillan, 1973,
v. 7.

KEYNES, J. M. 1937. Ex post and ex ante; In: Moggridge, D., (ed.). The Collected
Writings of J. M. Keynes. Londres: Macmillan, 1973, v. 14.

KREGEL, J. 2003. Krugman on the liquidity trap: Why inflation will not bring recovery
in Japan. In: Arena, R.; Salvadori, N. Money, Credit and the Role of the State. Essays in
honour of Augusto Graziani. Aldershot: Ashgate Publishing Limited p. 225-238.

KRUGMAN, P. 1998. It's baaack: Japan's slump and the return of the liquidity trap.
Brookings Papers on Economic Activity, 1998(2), 137-205.

KURZ, H. 2014. Keynes, Sraffa, and the latter's “secret skepticism”. In: in H. Kurz and
N. Salvadori (eds.), Revisiting Classical Economics: Studies in Long-Period Analysis,
London: Routledge., p. 102-122.

LERNER, A. 1936. Mr. Keynes general theory of employment, interest and money. Int'l
Lab. Rev., v. 34, p. 435.

LERNER, A. 1939. The relation of wage policies and price policies. The American
Economic Review, v. 29, n. 1, p. 158-169.

LERNER, A. 1943. Functional finance and the federal debt. Social research, p. 38-51.

LERNER, A. 1944. Economics of Control: Principles of Welfare Economics, New York:
Macmillan.

LERNER, A. 1948. Rising prices. The Review of Economics and Statistics, v. 30, n. 1,
p. 24-27.

IE-UFRJ DISCUSSION PAPER: SUMMA, TD 021 - 2026. 24



LERNER, A. 1949. The inflationary process. The Review of Economics and Statistics, v.
31, n. 3, p. 193-200,

LERNER, A. 1951a. Economics of employment, New York: McGraw-Hill.

LERNER, A. 1951b. Fighting Inflation. The Review of Economics and Statistics, v. 33,
n. 3, p. 194-196.

LERNER, A. 1952. The essential properties of interest and money. The Quarterly Journal
of Economics, v. 66, n. 2, p. 172-193.

LERNER, A. 1958. Inflationary depression and the regulation of administered prices. The
relationship of prices to economic stability and growth: Compendium of papers submitted
by panelists appearing before the Joint Economic Committee, p. 257-268.

LERNER, A. 1960. On generalizing the general theory. The American Economic
Review, v. 50, n. 1, p. 121-143.

LERNER, A. 1962. Own rates and the liquidity trap. The Economic Journal, v. 72, n. 286,
p. 449-452.

LERNER, A. 1964. Keynesian Economics in the Sixties. In: Keynes’ General Theory:
Reports of Three Decades. London: Palgrave Macmillan UK, p. 222-234.

LERNER, A. 1967. Employment theory and employment policy. The American
Economic Review, v. 57, n. 2, p. 1-18.

LERNER, A. 1973. Flation: Not Inflation of Prices, Not Deflation of Jobs: What You
Always Wanted to Know about Inflation, Depression, and the Dollar, Baltimore, MD:
Penguin Group.

LERNER, A. 1974. From the treatise on money to the general theory. Journal of
Economic Literature, v. 12, n. 1, p. 38-42.

LERNER, A. 1977. From pre-Keynes to post-Keynes. Social Research, p. 387-415.

LERNER, A. 1978a. A wage-increase permit plan to stop inflation. Brookings Papers on
Economic Activity, v. 1978, n. 2, p. 491-505.

LERNER, A. 1978b., ‘The scramble for Keynes’ mantle’, Journal of Post Keynesian
Economics, 1(1), 115-123.

IE-UFRJ DISCUSSION PAPER: SUMMA, TD 021 - 2026. 25



LERNER, A.; Colander, D. 1982. Anti-Inflation Incentives. Kyklos, v. 35, n. 1, p. 39-52.

MILGATE, M. 1982. Capital and Employment: a study of Keynes’s economics, Londres:
Academic Press.

PALLEY, T. 2018. The natural interest rate fallacy: why negative interest rate policy may
worsen Keynesian unemployment?. Investigaciéon econdmica, v. 77, n. 304, p. 7-39.

PALLEY, T. 2019. The fallacy of the natural rate of interest and zero lower bound
economics: why negative interest rates may not remedy Keynesian
unemployment. Review of Keynesian Economics, v. 7, n. 2, p. 151-170.

PALLEY, T. 2023. Keynes’ denial of conflict: Why The General Theory is a misleading
guide to capitalism and stagnation. The Japanese Political Economy, 49(1), 7-34.

PANICO, C. 1988. Interest and Profit in the Theories of Value and Distribution.
Macmillan, London.

SERRANO, F.; Summa, R.; Moreira, V. 2020. Stagnation and unnaturally low interest
rates: a simple critique of the amended New Consensus and the Sraffian supermultiplier
alternative. Review of Keynesian Economics, v. 8, n. 3, p. 365-384.

SERRANQO, F.; Summa, R.; MorliN, G. 2024. Conflict, inertia, and Phillips curve from a
Sraffian standpoint. Review of Political Economy, v. 36, n. 4, p. 1510-1535.

SUMMA, R. 2024. Alternative uses of functional finance: Lerner, MMT, and the Sraffian
supermultiplier. Review of Keynesian Economics, v. 12, n. 1, p. 27-52.

SUMMERS, L. 2015. Demand side secular stagnation. American economic review, V.
105, n. 5, p. 60-65.

TAYLOR, J. 2000. Reassessing discretionary fiscal policy. Journal of economic
Perspectives, v. 14, n. 3, p. 21-36.

VERNENGO, M. 2027. Economic and Political Freedom: A Note on Keynes’ Liberalism
and the Social Philosophy of The General Theory. Forthcoming.

VICKREY, W. 1954. Stability through inflation. In Kenneth T. Kurihara, ed. Post-
Keynesian Economics. New Brunswick, NJ: Rutgers University Press. p. 89-122.

IE-UFRJ DISCUSSION PAPER: SUMMA, TD 021 - 2026. 26



WRAY, R. 2024. Why Hyman Minsky Matters for Modern Money Theory.
In: Nersisyan, Y., & Wray, L. R. (Eds.). The Elgar Companion to Modern Money
Theory. Edward Elgar Publishing: Cheltenham, p. 213-226.

IE-UFRJ DISCUSSION PAPER: SUMMA, TD 021 - 2026. 27




  𝜃


  𝜌


  𝜃


  𝜌

